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n light of the growing importance of transfer

pricing and the desire for Luxembourg in-house

tax departments to speak to the issues, this ar-
ticle offers a comprehensive overview of the elements
of Luxembourg’s legislative provisions on the matter.
The demand for transparency in corporates’ tax and
transfer pricing positions has dramatically increased
worldwide in recent years, elevating the arm’s length
principle to a new level.

I. Introduction

Recent international tax studies consistently rank
transfer pricing as one of the most important tax
issues for multinational enterprises worldwide. Yet
transfer pricing audits are increasing, and tax authori-
ties are willing to impose adjustments and penalties
as governments are well aware that transfer pricing
could be used to shift profits into low tax jurisdictions.
The current economic downturn may all the more
incite governments to recover shortfalls in tax rev-
enue.

The overarching transfer pricing premise resides, in
order to establish profits for tax purposes, in the appli-
cation of arm’s length principle. This principle enjoys
general international consensus, is endorsed by the
OECD and is the framework for bilateral treaties be-
tween OECD countries — including Luxembourg — and
non-OECD governments. However, complexities in
the application of the arm’s length principle should
not be underestimated. The exercise can be as much
an art as a science.

Crucially, while the number of countries that devote
attention to transfer pricing has soared, Luxembourg
has not implemented detailed transfer pricing regula-
tions. Luxembourg tax law and the related commen-
taries merely contain general provisions relating to
transfer pricing or the allocation of profits and ex-
penses within a group of companies.

Further, though the Luxembourg tax authorities
have long-standing experience and in-depth knowl-
edge of financial transactions and applicable market
rates, Luxembourg tax law does not provide for spe-
cific documentation requirements or other obliga-
tions in relation to transfer pricing.

Luxembourg tax advisers have sought to elevate
transfer pricing rules, and this article gives a tax per-
spective. It covers two main areas, namely the deter-
mination and documentation of transfer prices, and
the tax adjustments relating to the arm’s length prin-
ciple.

Il. Determination and evidencing of transfer prices

A. Overview

Luxembourg has not implemented detailed regula-
tions pertaining to the determination and documenta-
tion of transfer pricing in company groups; rather, the
Luxembourg law on transfer pricing is concisely ex-
pressed in the Luxembourg Income Tax Law (“LITL’),
the General Tax Code (Abgabenordnung) and the Tax
Adaptation Law (Steueranpassungsgesetz).

As a member of the OECD, Luxembourg adheres to
the Organisation’s “Transfer Pricing Guidelines for
Multinationals and Tax Administrations” (“OECD
Transfer Pricing Guidelines”) though they are not le-
gally binding.

Furthermore, with much of Luxembourg tax law of
German origin, German jurisprudence and related in-
terpretations may constitute a useful guideline.

B. Determination of transfer prices

Luxembourg companies that transfer goods and ser-
vices to related companies must comply with the
arm’s length principle That is, in order to establish
profits for tax purposes, the price between connected
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parties should be the same as would have been
charged between unconnected parties.

The arm’s length criterion is generally based on the
comparison between conditions in a controlled trans-
action with those in an uncontrolled transaction. This
does, however, require that the economic characteris-
tics of situations be comparable; no discrepancy
should materially affect the price though reasonable
adjustments may be made to eliminate potential dif-
ferences.

Factors to be considered when assessing the compa-

rability of a transaction include:
= characteristics of property or services;
analysis of functions and risks;
contractual terms;
economic circumstances; and
business strategies.
The determination of transfer prices regularly
begins with a ‘functional analysis’. The functional
analysis is a means of gathering facts about the re-
lated parties (with respect to specific transactions) by
way of their functions, assets (tangible and intangible)
and risks in order to identify how these characteristics
are divided between the companies involved in the
controlled transactions under scrutiny.

As a general principle, the reward of a party should
increase proportionally to the functions and risks as-
sumed, as demonstrated by Figure 1.

Figure 1

Reward
A The reward depends on
functions and risks assumed

- Functions and
" risks assumed

The findings of the functional analysis may lead di-
rectly to the application of a specific transfer pricing
method. Should a given structure not be tax-efficient,
adjustments may be implemented in relation to func-
tions, assets or risks in order to justify an alternative
transfer pricing structure.

Supply chain restructuring could, however, likely
raise the interest of the tax authorities involved. In
this regard, the OECD recently issued a draft transfer
pricing report addressing business restructurings that
typically entail modifications to the business model of
a multinational enterprise (e.g., the centralisation of
certain risks and functions, purchasing companies).!
The report added detail to the OECD Transfer Pricing
Guidelines by addressing many of the transfer pricing
issues ordinarily encountered in a business restructur-
ing.

Once a transfer pricing method has been selected,
the arm’s length price should be computed. To this
end, comparables are required (for example, compa-
rable uncontrolled prices, cost plus margins) and may
be sought from a variety of internal and external
sources. In order to reduce the effects of business
cycles and life cycles of the product, and to eliminate

development-stage companies, and to control any ab-
errations in a single year result, a financial analysis of
comparable companies may be based on a multiple
year basis (for example, three years).

‘Internal’ comparables are comparable transactions
made between the company (or affiliates) and third
parties, demonstrated in Figure 2. These may be pref-
erable as they are more likely to fit the analysed trans-
action and more information may be available.

Figure 2
“Internal” comparables
GroupCo — Controlled > GroupCo
A - transaction | B
A
Comparable

uncontrolled
transaction

Y
IndependentCo

Alternatively, arm’s length prices may be deter-
mined based on ‘external’ comparables, demonstrated
in Figure 3. Information on such comparable third
party transactions may, for instance, be obtained from
government sources, industry associations or special
databases.? Due to the limited number of potential
Luxembourg comparables, it could be relatively diffi-
cult to find local comparables. However, though ad-
justments may be necessary, comparable third party
transactions conducted in European neighbour coun-
tries may be used as a basis.

Figure 3

“Internal” comparables

GroupCo > Controlled - GroupCo
A - transaction B
Comparable
IndependentCo | uncontrolled | IndependentCo
X - transaction =1 Y

As transfer pricing is not an exact science, the analy-
sis of comparable transactions in the frame of a
benchmarking should result in a range of arm’s length
transfer prices rather than in the identification of a
single arm’s length price. Ultimately, the arm’s length
price of the controlled transaction has to be chosen
from a range of arm’s length prices.

Summary: ‘Determination of transfer prices’

See Figure 4.

Importantly, Luxembourg companies may obtain
an advance tax agreement from the Luxembourg tax
authorities regarding the compatibility of their trans-
fer pricing systems with the arm’s length principle.
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Figure 4

Preparation of a functional analysis examining
functions, assets (tangible and intangible) and
risks associated in the transaction

.

Characterisation of the reviewed transaction
and selection of the most appropriate transfer
pricing model and method

.

Search for internal or alternatively extreme
comparables

.

Preparation of a benchmarking (deriving a
range of acceptable transfer prices from the
comparable transactions)

.

Determination of the transfer price to be
applied in the controlled transaction

C. Accepted transfer pricing methodologies

Luxembourg has not implemented specific rules re-
garding the use and application of accepted transfer
pricing methods. However, with reference to the
OECD Transfer Pricing Guidelines, the transfer pric-
ing methods shown in Figure 5 should in general be
accepted by the Luxembourg tax authorities:

Figure 5

Transfer pricing methods accepted by the
Luxembourg tax authorities

—| Traditional transaction methods |

Comparable uncontrolled price
(CUP) method

Resale price method |

Cost plus method |

—| Transaction profit methods |

Profit split method |

Transactional net margin method |

1. Traditional transaction method

The following standard conventional methods may be

applied in Luxembourg:

m Comparable uncontrolled price (CUP) method
This method is potentially the most reliable in arriv-
ing at arm’s length prices. The CUP method com-
pares the price charged for property or services in a
controlled transaction with the price charged in a

comparable uncontrolled transaction.

This comparison provides that where a company
has sold goods and services to related parties, the
same prices should be applied for the sale of those
goods and services to unrelated parties in compa-
rable circumstances. If no such transaction exists,
an arm’s length price may be found by looking for
similar transactions between completely indepen-
dent parties.Though the ‘direct’ price comparison
does not require absolute comparability, compared
business transactions must, essentially, be identical;
in particular with regards to the transferred goods
or services that significantly influence the price. In
practice, this method is often difficult to apply as it
is unusual for multinationals to have access to suffi-
cient details of appropriate comparable third party
transactions.

If the direct price comparison method - in the ab-
sence of comparable transactions — cannot be ap-
plied, reference may be made to transactions of a
different kind (e.g., prices charged for comparable
products) if the influence of differing factors may be
eliminated via adjustments (so-called ‘indirect’
method of price comparison).

Resale price method

The resale price method determines an arm’s length
price by deducting an appropriate gross margin
from the actual resale price. The resale price
method may only be applied where a product is sold
by an associated enterprise to another, itself resell-
ing it to an unrelated third party. The crux of this
method lies in the application of an arm’s length
gross margin (reflecting functions and risks as-
sumed by the interposed reselling associated com-
pany) that should be derived from comparable
uncontrolled transactions.

Cost plus method

Under the cost plus method, an arm’s length price is
determined by applying an appropriate gross
mark-up on costs incurred for goods or services. A
gross mark-up should be added to this to give the
supplier a profit appropriate to the functions carried
out and market conditions. The profit element
should be calculated by reference to the cost plus
mark-up earned in comparable uncontrolled trans-
actions. The cost-plus method is most useful where
semi-finished goods are transferred between related
parties (a manufacturing company selling to a dis-
tributing affiliate. . .), or where the controlled trans-
action involves the provision of services.

2. Transactional profit methods

Since the three conventional methods are difficult to
apply where goods are delivered, services rendered, or
licenses granted amongst associated enterprises for
which no comparable market exists, arm’s length
prices may be determined on the basis of transac-
tional profit methods.
u Profit split method
The profit split method determines the share of prof-
its that independent enterprises would expect to re-
alise under circumstances similar to the transaction
under review. The profit split method calculates the
profit from the controlled transactions and splits
that profit based on the contribution of each entity
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and is therefore consistent with what would have
occurred at arm’s length. The contribution of each
entity is determined by performing a functional
analysis and valued, if possible, with reference to re-
liable external market data.

Transactional net margin method

The transactional net margin method (TNMM) ex-
amines the net profit from controlled transactions
as a percentage of an appropriate base (e.g., costs,
sales, assets). Ideally, the net margin should be es-
tablished by reference to net margins earned by the
same taxpayer in comparable uncontrolled transac-
tions. If that is not possible, the TNMM refers to
comparable transactions between independent enti-
ties. Comparability between controlled and uncon-
trolled transactions is established by way of a
functional analysis.

3. Preferred order of methods

The selection of a transfer pricing method should
solely aim at finding the most appropriate method for
a particular transaction. However, since the utility of
the different methods tends to vary with the different
goods and services involved, an overall order of pref-
erence cannot reasonably be established.

However, should necessary data be available, the
comparable uncontrolled price method should invari-
ably be given precedence over the resale price, cost
plus and transactional profit methods. Moreover, and
insofar as this may be possible, the traditional trans-
action methods should be given precedence over the
transactional profit methods.3

In practice, the Luxembourg tax authorities fre-
quently accept the cost plus method if it can be justi-
fied that this method leads to appropriate results
reflecting market conditions.

4. Specific Luxembourg tax rules

But for the above general rules that are mainly based
on the OECD Transfer Pricing Guidelines, the follow-
ing cases are given specific treatment in Luxembourg:

a. Financing activity

In the framework of intra-group financing activities, a
minimum arm’s length margin should be realised by a
Luxembourg finance company or permanent estab-
lishment. Further, the interest rates applicable on
such loans must remain at arm’s length.*

In this respect, the LIR Circular Letter 120 of July
14, 1989 stipulates that a margin of 0.25 percent ap-
plied on the financing volume should be acceptable
for Luxembourg tax purposes provided that the fi-
nancing volume exceeds €2.5m; should the amounts
involved remain below that threshold, a margin as
high as 0.5 percent would have to be realised. Should
the financing activity, however, significantly exceed
€2.5m, progressive reduced margins may be applied
provided that specific guarantees be given and the
arm’s length principle be respected. Importantly,
should the margins realised accounting-wise exceed
the arm’s length margin, the entire accounting margin
would be subject to Luxembourg taxation.

Though the aforementioned circular letter was re-
pealed on February 20, 1996, the application of the
cost plus method on financing activities contained
therein remains valid. According to current adminis-
trative practice of the Luxembourg tax authorities, the
margin to be realised on financing activities merely
depends on the amounts involved, the level of credit
risk, foreign exchange risks and potential guarantees.
Notably, financing margins may be agreed with the
Luxembourg tax authorities.

b. Luxembourg thin capitalisation rules

Luxembourg tax law does not provide for a specific
debt/equity-ratio to be respected by Luxembourg
companies. Therefore, shareholders are in principle
free to finance their company either with (share-
holder) debt or equity.® This freedom of financing is
twofold, first by a debt/equity-ratio
—exclusively — applicable to holding activities and,
second, by the concept referred to as “verdecktes Stam-
mkapital”.

limited

» Financing of holding activities

Luxembourg companies are obliged to respect a
debt/equity-ratio of 85:15 with regards to the financ-
ing of participations. This ratio is not provided for in
Luxembourg tax law but exclusively based on ad-
ministrative practice.This requirement applies irre-
spective of whether a particular participation
qualifies for the Luxembourg participation exemp-
tion regime.

To the extent that the financing of participations ex-
ceeds the above ratio, interest on the exceeding debt
portion may be recast into hidden dividend distribu-
tions. The latter are not tax deductible and in prin-
ciple subject to Luxembourg dividend withholding
tax (see section lIL.A.2, below).°Since the debt/
equity-ratio merely aims at limiting interest ex-
penses, it is under certain conditions possible to
further increase the debt financing of participations.
While participations may only be financed up to 85
percent with interest-bearing shareholder loans
(bearing interest at an arm’s length rate), additional
debt may for instance be injected in the form of
interest-free loans without triggering tax adjust-
ments.”

“Verdecktes Stammbkapital”

The freedom of shareholders in the financing of
companies is further limited — though seldom ap-
plied — by the concept “verdecktes Stammbkapital”
(hidden share capital) aiming at re-qualifying share-
holder loans into equity on the basis of their eco-
nomic substance. The concept has been shaped by
German case law and is based on the principles laid
down in § 5 StAnpG (sham transactions) and § 6
StAnpG (abuse of law).

Interest on loans qualified as “verdecktes Stam-
mkapital” is recast into hidden dividend distribu-
tions that are not tax deductible and in principle
subject to Luxembourg dividend withholding tax
(see section 111.A.2, below). Crucially, the tax conse-
quences deriving from this concept go further than
those deriving from the debt/equity-ratio applicable
to holding activities. While the latter exclusively
aims at re-qualifying interest payments, the former
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aims at re-qualifying (parts of) shareholder loans
into equity for both Luxembourg income tax and net
wealth tax purposes. Consequently, such share-
holder loans are not deductible within the computa-
tion of the company’s unitary value (the taxable
basis for net wealth tax purposes).®

The scope of “verdecktes Stammbkapital” has been,
however, limited by German jurisprudence to excep-
tional cases in which additional equity financing
was constrained under legal and economical cir-
cumstances; that is, on the basis of the arm’s length
principle. The burden of proof lies with the Luxem-
bourg tax authorities.’

c. Disposal of shares in non-listed companies

According to Luxembourg tax law, the disposal of par-
ticipations in non-listed companies to other group
companies has - like any other transfer - to be made
at fair market value.'®

Should such participations, however, not be evalu-
ated in the frame of a transfer pricing analysis, and
the fair market not be derived from the terms and con-
ditions of recent disposals between unrelated parties,
the Luxembourg Valuation Law (Bewertungs-gesetz)
provides for a specific method referred to as “Stuttgar-
ter Verfahren” for the determination of the fair market
value of such participation. In short, this method con-
siders the subsidiary’s net equity and its earning pros-
pects based on previous years. This method, whilst
emphasising more on the company’s net equity than
on its future growth potential, should permit to keep
values as low as possible.!!

D. Luxembhourg documentation requirements

Since Luxembourg has not implemented specific pro-
visions relating to the preparation of transfer pricing
documentation, the documentation requirements pre-
vailing for transfer pricing may exclusively be based
on the general provisions of the Luxembourg tax law.
Reference may also be made to the OECD Transfer
Pricing Guidelines.

1. Luxembourg bookkeeping obligations

As a rule, the obligations of Luxembourg companies
relating to bookkeeping and the preparation of finan-
cial statements as required by Luxembourg commer-
cial law are extended as obligations
purposes.'? These obligations clearly do not specify
special documentation requirements for transfer pric-
ing purposes.

for tax

Provided that such documentation fulfils the re-
quirements set out in § 162 AQ, it is in principle bind-
ing for Luxembourg tax purposes.' Notably, relevant
documentation need to be retained for 10 years for fi-
nancial statements and inventory recordings, and
seven years for accounting records, business corre-
spondence and other documentation.!* Where the
minimum standards or document retention require-
ments have not been met, information deriving from
accounting may be (partly) disregarded for Luxem-
bourg tax purposes.'®

Furthermore, the determination of values other
than nominal amounts, payments and market values
as well as relevant facts needs to be evidenced by the
Luxembourg taxpayer.'® In particular in cross-border
situations, the Luxembourg tax authorities are depen-
dent on the information provided by the taxpayer.!”
Therefore, the Luxembourg tax authorities need to be
in a position to verify whether the transfer pricing for
goods and services exchanged with other group com-
panies fulfil the arm’s length criterion.

2. Practical recommendations

When dealing with transfer pricing, companies must
find the right balance between a comfortable level of
security, and the significant costs involved in the
preparation of in-depth transfer pricing documenta-
tion. While insufficient documentation may result in
complex tax consequences, involving increased tax-
able income, double taxation, penalties and in par-
ticular uncertainty, the examination of intra-group
transactions and their tax risks is key.

In practice, companies should identify significant
inter-company transactions in order to screen the
latter for material tax risks. Thereafter, companies
have to focus on developing transfer pricing policies
to manage such risks.

In cross-border situations, though Luxembourg
does not require particular transfer pricing documen-
tation, other jurisdictions may require substantial evi-
dence. In such cases, Luxembourg tax authorities may
accept a transfer pricing analysis based on a transfer
pricing documentation prepared for the foreign coun-
try.

Despite transfer pricing being generally referred to
as cumbersome, the hidden vantage points of transfer
pricing should not be underestimated. The implemen-
tation and monitoring of transfer pricing systems may
provide additional benefits beyond direct taxation.
The improved information basis may serve as a con-
trolling tool and additionally give indications for
value chain management.

Since arm’s length transfer prices need in any case
to be determined for Luxembourg tax purposes, it is
recommended to record the circumstances consid-
ered evidencing records in order to adhere to the ‘pru-
dent business management principle’.

Based on the OECD Transfer Pricing Guidelines, it
is advised that the following should, at least, be regu-
larly documented:

= information regarding the group structure (includ-
ing group and organisational charts as well as infor-
mation on the legal and operative structure);

= information pertaining to the relevant transactions
(including terms and conditions and in particular
functions performed and risks assumed by the dif-
ferent parties);

= relevant legal documentation such as agreements,
price lists, and information deriving from the finan-
cial controlling;

= transfer pricing computations indicating compli-
ance with the arm’s length principle.
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From a practical perspective, it should be consid-
ered that transfer prices may be reviewed several
years after transactions have been completed. Consid-
ering that tracing back the relevant circumstances of
intra-group transactions will become increasingly dif-
ficult with time, it is advised to document relevant
facts in a timely manner.

Importantly, a sound transfer pricing policy state-
ment can have considerable power and significantly
reduce transfer pricing risks.

A transfer pricing policy may not be established
once and disregarded thereafter. Practice shows that
companies in some cases do not comply with their
transfer pricing policies. However, should documen-
tation have any value for the company, it must be
regularly reviewed on an ongoing basis; particularly
when the group business is restructured and new
types of transactions are contemplated.

E. Review of transfer pricing

The transfer pricing of Luxembourg companies is
generally reviewed by the Luxembourg tax authorities
as part of the corporate tax returns in the tax assess-
ment procedure.'® Transfer pricing may further be re-
viewed in the frame of a tax audit spanning several
fiscal years.!® In terms of timing, the Luxembourg tax
authorities generally assess the amount of income and
net wealth tax to be paid within five years following
the end of the year in which the corporate tax returns
have been filed.?°

In principle, Luxembourg companies have to file
corporate tax returns by May 31 of each year follow-
ing a fiscal year end. The Luxembourg tax authorities
may, however, grant extensions where necessary.?!
Should a taxpayer exceed a deadline, a penalty
amounting to a maximum of 10 percent of the final tax
liability may be levied for late filing.>> Furthermore, a
penalty payment of a maximum of €1,250 may be im-
posed where a request from the Luxembourg tax au-
thorities (e.g., a request requiring the filing of
corporate tax returns) is disregarded by the taxpayer;
such penalty has to be communicated beforehand.??
Last but certainly not least, interest amounting to 0.6
percent per month may be levied on both the amount
of tax assessed and penalties for late payment.?*

Luxembourg tax authorities are obliged to verify the
statements in the corporate tax returns, including
those relating to transfer pricing.?® In the frame of
these investigations, the Luxembourg tax authorities
have far-reaching competences to request — either
orally or in writing — information from the taxpayer
that are mirrored by the obligation of the taxpayer to
clarify uncertainties.?® Should the tax authorities
have objections concerning the statements made in
the tax returns, they should in principle ask the tax-
payer to complete the tax returns or to provide addi-
tional evidence; not least to accelerate the assessment
procedure and to avoid eventual disputes.?” Impor-
tantly, the taxpayer has no right to deny tax authori-
ties’ information requests; rather, the taxpayer should
provide the tax authorities with consistent informa-
tion evidencing the correctness of his statements.?®

Should the tax authorities’ investigations not suc-
ceed with the help of the taxpayer, these may revert to
third parties for their support.?? Under certain cir-
cumstances, however, third parties — and in contrast
to the taxpayer — may have the right to deny the Lux-
embourg tax authorities access to requested informa-
tion.

The Luxembourg tax authorities need to inform the
taxpayer beforehand should they wish to significantly
vary from the tax returns so as to allow the latter to
substantiate relevant aspects.>°

As a mean of last resort, the Luxembourg tax au-
thorities may have to estimate (parts of) the taxable
income of a Luxembourg taxpayer;>! particularly if a
Luxembourg company does not provide sufficient in-
formation evidencing the statements made in its cor-
porate tax returns or does not duly fulfil its
bookkeeping obligations. Notably, since the arm’s
length price is generally not a certain amount but
rather a certain range of acceptable prices, the tax au-
thorities may only estimate the taxable income within
such range; all amounts within this range comply with
the arm’s length principle. It follows that the more un-
clear the situation of the taxpayer is, the broader the
tax authorities’ scope of estimation.

Summary: ‘Review of transfer pricing within the
tax assessment procedure’

Tlustrated in Figure 6

Figure 6

Filing of corporate tax returns by the
Luxembourg company (§166A0)

<

Review of corporate tax returns with regards to
completeness and accuracy of its content
(§§204, 205A0)

in case of ‘objections’

<

Further investigations by the Luxembourg
tax authorities; the taxpayer will be
invited to complete missing information
and clarify any uncertainties
(§205A0 in connection with §170A0)

<

Tax authorities may request the
presentation of relevant records and
documentation (§207A0) or seek
information from third parties (§209A0)

~ Vg

Tax assessment (§210A0) (if necessary estimation of
taxable income (§217A0)

in case of 'no objections’
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F. Burden of proof

The burden of proof that transfer prices do not
comply with the arm’s length principle generally lies
with the Luxembourg tax authorities. Therefore, the
tax authorities must be in a position to verify whether
the transfer prices of goods and services exchanged
within a company group are in line with the arm’s
length principle; not shifting advantages between af-
filiates.>?

Though the Luxembourg tax law does not contain
any obligation to prepare a special transfer pricing
documentation, the taxpayer has to demonstrate all
the business (and other) considerations motivating
him to conclude a certain contract.>® Hence, the tax-
payer needs to present all relevant facts including
functions performed and risks assumed by the differ-
ent parties. This is justified by the fact that only the
taxpayer himself knows the circumstances under
which a certain price has been negotiated. This is all
the more valid in cases where the tax authorities have
difficulties to gather all relevant facts.*

Notably, § 169 AO determines that where values do
not derive from market values, nominal values or pay-
ments, but are the result of estimates, facts need to be
presented substantiating such estimates. The require-
ments are more numerous where transactions involve
Luxembourg non-residents since the Luxembourg tax
authorities’ powers of investigation are not as wide-
ranging.3®

lll. Tax adjustments relating to the arm’s length
principle

In Luxembourg, the arm’s length principle is realised
by applying several domestic tax rules. These may be
limited to the extent of applicable double tax treaties
concluded by Luxembourg.

A. Luxembourg domestic tax law

1. Overview

Luxembourg companies are subject to corporate
income tax and municipal business tax at the current
aggregate rate of 28.59 percent (for Luxembourg
City). The taxable income of companies comprises the
results of business relationships with third parties and
related parties.

While unrelated parties have no interest in shifting
advantages between each other, related parties may —
in the absence of a divergence of interests — intend to
shift advantages so as to realise a lower aggregate tax
burden. Luxembourg tax law therefore provides for
the severance of the realm of the company - that is
itself subject to tax® — from that of its shareholder(s)
(Trennungsprinzip) via adherence to the arm’s length
principle by means of the following tax provisions:

® hidden dividend distributions (including Luxem-
bourg thin capitalisation rules);

= hidden capital contributions;

= tax adjustments according to Article 56 LITL in case
of special economic relationships with Luxembourg
non-resident taxpayers.

Crucially, the general tax principles given in § 5
StAnpG regarding sham transactions (Scheinge-
schiifte), § 6 StAnpG regarding abuse of law (Gestal-
tungsmiszbrauch) and §11 StAnpG regarding
economic ownership (wirtschaftliches Eigentum) take
precedence over the above mentioned tax adjustments
(see Figure 7). Moreover, the deduction of expenses
may be denied where the taxpayer does not disclose
the name of the recipient of related payments.3’

Figure 7

Luxembourg domestic tax provision
encompassing the arm’s length principle

—| General tax provisions |

Sham transactions (§5 StAnpG) |

Abuse of law (§6 StAnpG) [

Economic ownership (§11 StAnpG) |

—| Provisions of the income tax law |

— Hidden capital contributions
(Article 18(1)LITL)

Hidden dividend distributions
(Article 164(3)LITL)

Tax adjustments based on
Article 56LITL

2. Hidden dividend distributions

Hidden dividend distributions are advantages shifted
— motivated by the shareholding relationship — by a
company to its shareholder(s) (or to a related party of
the shareholder) leading to a decrease — or adverted
increase — of the company’s net equity while decreas-
ing the company’s income.?® Should an unrelated
party not have granted the same advantage, it is con-
sidered that the advantage was motivated by the
shareholding relationship; in short, this criterion is
verified with the arm’s length principle.

By contrast to hidden capital contributions (see sec-
tion 111.A.3, below), any advantage — including services
granted without valuable consideration — may qualify
as hidden dividend distribution, see Figure 8.

For Luxembourg tax purposes, hidden dividend dis-
tributions are reintegrated to the taxable income of
the company; the basis for the calculation of corpo-
rate income tax and municipal business tax.

Furthermore, hidden dividend distributions, con-
sidered income in accordance with Article 97 (1) No.
1 LITL, are in principle subject to Luxembourg divi-
dend withholding tax at a rate of 15 percent.>* None-
theless, alike regular dividend distributions, they may
- under certain conditions — be exempt from Luxem-
bourg dividend withholding tax.*® Alternatively, the
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Figure 8
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Luxembourg withholding tax rate may be reduced
based on an applicable tax treaty.

At the level of the shareholder, hidden dividend dis-
tributions may - if certain conditions are met — benefit
from the Luxembourg participation exemption re-
gime.*! Consequently, the Luxembourg tax treatment
of hidden and regular dividend distributions is identi-
cal.

3. Hidden capital contributions

Contributions may be made in the form of regular
contributions as provided for in the Luxembourg
Commercial Law or in the form of hidden capital con-
tributions. Luxembourg tax law provides for neither a
legal definition of regular contributions, nor the con-
cept of hidden capital contributions (verdeckte Einla-
gen).

Hidden capital advantages
granted — motivated by the shareholding relationship
— by a shareholder (or a related party of the share-
holder) to a company. Should an unrelated party not
have granted the same advantage, it is considered that
the advantage was motivated by the shareholding re-
lationship (see Figure 9); in short, this criterion is
verified with the arm’s length principle.

contributions are
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Essential to the qualification as hidden capital con-
tribution, those advantages must be mirrored in the
company’s balance sheet; leading to either an increase
in assets or a decrease in liabilities. The advantages re-
ferred to above may also be contributed in the frame
of regular capital contributions (in exchange for
shares or in the share premium of the company).
Thus, the concept of hidden capital contribution
solely relates to those contributions that remain un-
disclosed in agreements entered into by the share-
holder and the receiving company. These are
considered ‘hidden’ to the extent that they relate to

contributions, though not necessarily labelled as
such, that purport to shape an agreement entered into
by unrelated parties (for example, a purchase agree-
ment) while (partly) not determining a valuable con-
sideration.

Crucially, services granted by the shareholder to the
company without valuable consideration (Nutzung-
seinlagen) such as interest-free loans may not qualify
as hidden capital contributions. Thus, only the assets
themselves but not their use may be contributed to the
company.

Regular contributions increase the company’s share
capital or share premium while remaining profit-
neutral. In contrast, hidden capital contributions are
often treated as income in the accounting profit and
loss account. However, only income connected with
the company’s business activities should be subject to
Luxembourg corporate income tax and municipal
business tax. Therefore, an increase in the accounting
profit that is related to — hidden capital — contribu-
tions must be deducted from the taxable basis of the
company.*? Consequently, the Luxembourg tax treat-
ment of regular and hidden capital contributions
should correspond.

4. Adjustments based on Article 56 LITL

According to Article 56 LITL, the taxable income of a
Luxembourg resident taxpayer may be adjusted by a
tax official appointed by the tax director where it has
been decreased due to a ‘special economic relation-
ship’ - be it directly or indirectly — with a Luxembourg
non-resident taxpayer. In other words, the taxable
income of a resident taxpayer may be increased in
order to reflect arm’s length conditions in certain
transactions between related parties.

Different from hidden dividend distributions, Ar-
ticle 56 LITL only aims at increasing the taxable
income while the advantage itself is not considered
dividend income*® subject to Luxembourg withhold-
ing tax. Furthermore, Article 56 is solely applicable in
case the beneficiary of the advantages is a Luxem-
bourg non-resident taxpayer whereas Article 164 (3)
LIR applies irrespective of the residence of the share-
holder. Therefore, Article 56 LITL is debatable in an
EU context as it contains potentially discriminatory
provisions.

However, Article 56 should only apply where tax ad-
justments may not be given effect on the basis of the
concepts of hidden dividend distributions or hidden
capital contributions. Therefore, the scope of Article
56 is in intra-group transactions limited to cases
where a Luxembourg shareholder grants services
without valuable consideration (e.g., interest-free
loans) to foreign subsidiaries. Such transactions may
not be qualified as hidden capital contributions as
they are not reflected in the company’s balance sheet.
However, in practice Article 56 is seldom applied.
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B. International tax law

Tax adjustments according to Luxembourg domestic
tax law may be restricted by applicable tax treaties.
Most tax treaties of Luxembourg’s treaty network
follow the OECD Model Convention treaty (“OECD-
MC”).

1. Taxation of associated enterprises

Whereas profits derived by an enterprise are in prin-
ciple exclusively taxable in the contracting state of
residence (Article 7 (1) OECD-MC), Article 9 (1)
OECD-MC provides — under certain conditions — for
the possibility to perform profit adjustments on the
basis of the arm’s length principle. Article 9 (1)
OECD-MC allows the state of residence to depart from
these general rules by adjusting the profits accruing to
a domestic enterprise associated with a foreign enter-
prise, to the extent that the business profits concerned
were affected by (commercial) terms and conditions
differing from those that would have been made be-
tween unrelated enterprises.

Notably, Article 9 OECD-MC does not create any
legal basis for a rewriting of accounts but solely re-
stricts domestic law to the extent that the latter pro-
vides for profit adjustments between associated
enterprises beyond those permissible under the arm’s
length rule. The application of Article 9 OECD-MC is
not conditional to the enterprises wilfully attempting
to avoid tax.

Crucially, while the legal form in which the enter-
prise is organised is irrelevant, Article 9 OECD-MC re-
mains inapplicable where one or both parties to a
business relationship fail to carry on an enterprise or
the income concerned is not classified as business
income.

2. Interest and royalties

With regards to interest and royalties, Articles 11 (6)
and 12 (4) OECD-MC take precedence over Article 9
OECD-MC. According to these provisions, the appli-
cation of the (distributive) tax treaty rules relating to
interest** and royalties*” is restricted to the amount
considered not to be excessive as a result of a ‘special
relationship’ between the parties. The term ‘special re-
lationship’ is wider than the criteria generating an as-
sociation of enterprises under Article 9 OECD-MC.

Both aforementioned provisions solely apply, how-
ever, to ‘excessive’ interest or royalties. Consequently,
an adjustment of interest or royalty payments below
the arm’s length price is permissible only if the condi-
tions of Article 9 OECD-MC are met.

3. Non-discrimination rules

The non-discrimination principle laid down in Article
24 OECD-MC is also applicable to associated enter-
prises.*® According to Article 24 (5) OECD-MC, inter-
est, royalties, and other disbursements paid to
residents of the other contracting state shall be de-
ductible under the same conditions as if they had been
paid to a resident enterprise. The same rule shall fur-

ther apply with regards to the deductibility of debts
when determining taxable capital (for net wealth tax
purposes).

The legal basis for tax adjustments and for the de-
ductibility of expenses lies — even in the context of a
tax treaty — exclusively with domestic tax law. Tax ad-
justments relating to the profits of enterprises con-
trolled by an enterprise of the other contracting state
are, however, restricted twofold; firstly to the arm’s
length criterion under Article 9 OECD-MC, secondly
to eventually more restrictive adjustments rules ap-
plied — within the limits of the arm’s length principle —
to domestically controlled enterprises.*’

4. The relation between treaty rules and domestic
tax law

The relationship between treaty rules corresponding
to Article 9 OECD-MC and domestic tax law is charac-
terised by the fact that tax treaties merely restrict,
rather than generate, domestic tax law. Therefore, Ar-
ticle 9 OECD-MC cannot serve as a legal basis for Lux-
embourg tax adjustments.

Accordingly, profit adjustments between associated
enterprises may only be based on Luxembourg do-
mestic tax law. Should domestic provisions not be ap-
plicable, Luxembourg has no possibility to adjust the
taxable income of resident companies. On the con-
trary, Article 9 OECD-MC may restrict adjustments
according to domestic tax law.

C. Dispute settlement

1. Domestic dispute settlement process

The tax assessment procedure relating to corporate
tax returns is closed with the assessment of corporate
income tax, municipal business tax and net wealth tax
to be paid by the Luxembourg companies.*® Such tax
assessment may either consider the statements given
in the corporate tax return or be based on modified as-
sumptions (e.g., adjusted transfer prices). Should the
taxpayer not agree with a certain tax assessment, he
may challenge it via filing an appeal with the Luxem-
bourg tax authorities within three months following
its receipt.*®

The appeal has to define the claimant, the relevant
tax assessment and the extent to which it is chal-
lenged.>° It is recommended to file an appeal in writ-
ing though it is alternatively possible to put it on
record at the tax authorities’ offices by fax or by
phone.®! Furthermore, the taxpayer should specify
which aspects he challenges and, importantly, provide
sufficient documentary evidence.>® The Luxembourg
tax authorities are obliged to review the appeal.>?

cially, filing an appeal does not suspend the effect of
{54

Cru-

the tax assessmen

Should a taxpayer disagree with the appeal decision
of the Luxembourg tax authorities, he may challenge
such decisions by filing an appeal before the Luxem-
bourg Administrative Court. As a measure of last
resort, the taxpayer may file an appeal against the de-
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cision of the Administrative Court before the Admin-
istrative Tribunal, illustrated in Figure 10.

Figure 10

Luxembourg dispute settlement process
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2. Double tax treaties

According to Article 9 (2) OECD-MC, the increase in
profits in one contracting state shall be balanced by a
corresponding change in the other contracting state
(‘matching adjustment’). Thereby it is the only treaty
provision designed to avoid economic double taxation
(taxation of the same taxable income in both contract-
ing states in the hands of different persons that eco-
nomically constitute one entity). The only possible
generating factor for a matching adjustment is a profit
adjustment between associated enterprises within the
meaning of Article 9 (1) OECD-MC.

On the contrary, Articles 23 A and 23 B OECD-MC
aim at avoiding double taxation in the hands of the
same person (so-called ‘legal double taxation’); they
may therefore not be considered a supplementary
means in cases where Article 9 (2) OECD-MC applies.

While the contracting state making an adjustment
under Article 9 (1) OECD-MC implements a measure
against a resident enterprise based on its own domes-
tic law, a matching adjustment according to Article 9
(2) OECD-MC requires consensus between the two
contracting states with regards to both the circum-
stances justifying the profit adjustment and the appro-
priate amount thereof (i.e., the arm’s length price).
Hence, the other contracting state is only committed
to make a matching adjustment where the two con-
tracting states come to the conclusion that the initial
adjustment was justified.

A matching adjustment becomes necessary when-
ever the result of the initial adjustment is sustained.
Should the contracting State that made the initial ad-
justment adhere to its measure without the approval
of the other contracting state, the latter will refuse a
matching adjustment and therefore economic double
taxation will continue.

In order to reach a consensus, the competent au-
thorities of the contracting states shall if necessary
consult each other in the frame of a mutual agreement
procedure under Article 25 OECD-MC. The obligation
to make a matching adjustment under Article 9 (2)
OECD-MC is conditional to a consensus reached on

the adjustment. However, no obligation to realise such
a condition can be gleaned from the text of the provi-
sion.

It follows that the contracting states involved will
not easily agree on matching adjustments to their dis-
advantage. Therefore, in order to avoid long-lasting
procedures, risks pertaining to transfer pricing should
be mitigated as far as possible.

3. EU Arbitration Convention

The EU Arbitration convention relating to transfer
pricing is designed to apply in situations where profits
are taxed in two EU Member States as a result of tax
adjustments made in non-arm’s length transactions.
The convention further provides for relief in case
losses are disallowed twice.

Businesses that can benefit from the Convention are
those that constitute ‘an enterprise of a contracting
state,” including permanent establishments. Further,
the Convention does not only apply to corporations
but also to other forms of business that are subject to
tax on profits.

Should double taxation not be eliminated between
the two countries concerned, the remaining provi-
sions of the Convention may be used to provide relief.

IV. Conclusion

Tax authorities around the world are increasingly
aware that the transfer pricing of transactions be-
tween connected parties can affect their tax yield, par-
ticularly where the parties to a transaction are subject
to different tax rules and rates.

Currently, the bulk of relevant Luxembourg tax leg-
islation may be less far-reaching than in other juris-
dictions in cases of international transfer pricing
transactions. The current economic downturn could,
however, incite the Luxembourg tax authorities to un-
dertake more stringent transfer pricing reviews. The
importance of compliance with documentation re-
quirements for the avoidance of a reversal in the
burden of proof thereby cannot be understated.

Ultimately, and all the more amid the financial tur-
moil, the filing of an advance pricing agreement
before the Luxembourg tax authorities remains a vir-
tually unrivalled shield for security and flexibility in
transfer pricing matters.
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