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International Tax Dispute Resolution

What GAO Found

A U.S. multinational corporation (MNC) operating in a foreign country is subject
to taxes in that country as well as in the United States. The U.S. MNC'’s tax
return may be audited by the United States or the other country. Such audits can
result in an adjustment to the U.S. MNC'’s taxable income that may result in
income being subject to tax in both countries. If the U.S. MNC disagrees with the
adjustment, it can ask the United States Competent Authority (USCA) within the
Internal Revenue Service (IRS) to help resolve the dispute through the mutual
agreement procedure (MAP). Generally, disputes are resolved by one country
withdrawing some or all of the adjustment and the other country providing other
relief to the MNC to address double taxation of income. The following figure
provides an overview of the dispute resolution process.
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Dispute resolution assistance is available to U.S.MNCs that need it and USCA
provides comprehensive technical information on its website on how to request
assistance. However, because USCA’s website does not provide an overview or
plain language guidance on the MAP process U.S. MNCs may not have clear
information on how to navigate the process.

USCA has taken a number of steps to ensure efficient management of MAP
cases including assigning staff with requisite background and skills to cases
according to their complexity and organizing staff into teams that specialize by
countries. However, GAO identified a number of weaknesses that impact
USCA’s management of MAP cases. These include the following

e Kkey data are not tracked and existing data are not used to assess the
effective allocation of resources for the program,

o few controls have been established to monitor and ensure the reliability of
the data in the case management database, and

e lack of trend analyses on dispute case characteristics that could help inform
management decision making and the more efficient operation of the
program.
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GA@ U.S. GOVERNMENT ACCOUNTABILITY OFFICE

441 G St. N.W.
Washington, DC 20548

March 13, 2019

The Honorable Charles E. Grassley
Chairman

Committee on Finance

United States Senate

Dear Mr. Chairman:

As countries have become more globally interconnected, multinational
corporations (MNC) are relying more on tax planning strategies that take
advantage of differences among countries’ corporate tax systems to
reduce their overall tax liabilities. These strategies have led to concerns
about the erosion of countries’ corporate tax bases through the shifting of
profits from one jurisdiction to another. In addition, globalization can
complicate tax administration by resulting in disputes about the correct
tax liability in different countries. U.S. MNC activity can result in audits
conducted by the countries in which they are operating where U.S. MNCs
disagree with the adjustment made to their taxable income.

In 2015, the Organisation for Economic Co-operation and Development
(OECD) released a report with 15 action items addressing a variety of
issues related to tax base erosion and profit shifting. In 2017, we reported
on two of these actions: (1) revisions of the transfer pricing guidelines and
new transfer pricing documentation; and (2) country-by-country reporting.’
The OECD report also included an action item addressing ways to
improve mechanisms for resolving international tax disputes.

These disputed adjustments can potentially lead to double taxation of a
U.S. MNC'’s income. These disputes can be resolved through the mutual
agreement procedure (MAP). MAP is administered through the Advance
Pricing and Mutual Agreement Program (APMA) in the office of the U.S.
Competent Authority (USCA) within the Internal Revenue Service (IRS).
The designated USCA is the Deputy Commissioner of the Large Business

and International Division of IRS.

1GAO, International Taxation: Information on the Potential Impact on IRS and U.S.
Multinationals of Revised International Guidance on Transfer Pricing, GAO-17-103

(Washington, D.C.: Jan. 27, 2017).
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You asked us to review how the United States is administering the
process for resolving international tax disputes. In this report, we (1)
describe the MAP dispute resolution process for U.S. MNCs, (2) assess
the information IRS provides to taxpayers about the MAP process, and
(3) assess to what extent IRS evaluates management of dispute
resolution cases.

To describe the dispute resolution process, we reviewed documents and
interviewed officials in IRS’s USCA, the office responsible for
administering the MAP process. To assess the information IRS provides
taxpayers, we reviewed USCA guidance on how the process works and
interviewed USCA officials on how they communicate with taxpayers. To
assess how IRS evaluates its administration of dispute resolution cases,
we compared USCA’s processes with standards for internal controls and
characteristics of a good tax system: efficiency, equity, and
administrability.? Specifically, we interviewed USCA officials on their
process for ensuring efficient management. We also reviewed MAP case
data, including analyzing both the full inventory management database of
tracked dispute cases as well as a generalizable random sample of
dispute resolution case files. For more information on our methodology,
see appendix I.

We conducted this performance audit from April 2017 to March 2019 in
accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and conclusions based on our audit objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.

Background

U.S. taxpayers who earn income abroad may be subject to U.S. taxes on
that income. Firms incorporated in the United States can earn income
from their own foreign activities or through their ownership of foreign
subsidiaries. In such cases, income is subject to tax in both the country

2GAO, Standards for Internal Control in the Federal Government, GAO-14-704G
(Washington, D.C.: Sept. 10, 2014); and Understanding the Tax Reform Debate:
Background, Criteria, and Questions, GAO-05-1009SP (Washington, D.C.: Sept. 1, 2005).
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where it was earned and in the United States. In this report, we focus on
U.S. corporations with operations in foreign countries.?

Countries have generally adopted one of two alternative approaches to
taxing corporations’ foreign income. Prior to the enactment of Public Law
115-97—commonly referred to by the President and many administrative
documents as the Tax Cuts and Jobs Act of 2017 (TCJA)—the U.S.
government taxed U.S. corporations largely on a worldwide basis,
meaning that the United States taxed both the domestic and foreign
earned income of corporations.* Most other countries, including most
OECD member countries, use a largely territorial approach that taxes
income earned within their borders, and exempts certain foreign-earned
income of their resident corporations from taxation.

However, under both a worldwide and a territorial system, income earned
by foreign entities from operations within a country is taxed by that
country. As such, the corporation or its subsidiary must file a tax return in
that country, and the country’s tax authority can audit the tax return and
adjust taxable income and taxes due.

Countries have adopted measures to limit the potential for double
taxation, which occurs when two or more countries levy taxes on the
same income due to differences in the tax jurisdictions and tax systems.
To avoid double taxation, countries—including the United States—that tax
on a worldwide basis provide a credit for foreign taxes paid that reduces
the MNC’s domestic tax liability. In addition, countries maintain tax
treaties with each other that cover a wide range of tax issues but have
two primary purposes: (1) avoiding double taxation, and (2) preventing tax
evasion.

Despite these efforts to limit disputes, a U.S. MNC may disagree with an
adjustment made to its taxable income. In such cases, an MNC can go
directly to the country’s tax authority to try to resolve the dispute.
According to tax experts we spoke with, if, however, a U.S. MNC views

3Individual taxpayers with income earned abroad may also be subject to taxes in the
country where the income was earned and the United States. See, GAO, Tax Policy:
Economic Benefits of Income Exclusion for U.S. Citizens Working Abroad Are Uncertain,
GAO-14-387 (May 20, 2014).

“To provide for reconciliation pursuant to titles 1l and V of the concurrent resolution on the
budget for fiscal year 2018, Pub. L. No. 115-97, 131 Stat. 2054 (Dec. 22, 2017) (hereafter
the Tax Cuts and Jobs Act).
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this process as unlikely to be successful or if it was unsuccessful and
believes the adjustment would result in double taxation, the corporation
can ask USCA for assistance in resolving the dispute.

In the United States, the designated USCA is the commissioner of the
Large Business and International Division of the IRS. The USCA office is
made up of two groups: the Advance Pricing and Mutual Agreement
Program (APMA) and the Treaty Assistance and Interpretation Team.
According to USCA officials, most disputes involving U.S. MNCs—the
focus of this report—are resolved through APMA.

TJCA significantly changed the way in which the United States taxes
MNC’s income but some experts have pointed out that the law is unlikely
to end profit shifting. The Congressional Budget Office estimated in April
2018 that TCJA would reduce profit shifting by about $65 billion per year
out of an estimated $300 billion of profit shifting per year prior to the act.
For U.S. corporations earning income directly through foreign
subsidiaries, the act moved the United States from a system that
generally taxed worldwide income and provided a credit for taxes paid
abroad to a system that generally does not tax foreign-sourced income.
However, the new ‘territorial’ system created by the act included a
number of provisions designed to protect the United States’ corporate tax
base by taxing some foreign income. It included (1) a lower worldwide tax
on global intangible low-taxed income, and (2) a corresponding tax on
intangible income earned abroad based on assets in the United States
(foreign-derived intangible income). The act also added a corporate tax
base erosion and antiabuse tax. It is not clear how these provisions will
affect corporations’ allocation of profits and business activity.

MAP Has Multiple Stages and Potential
Resolution Paths

The process of resolving a dispute through MAP usually begins when a
U.S. MNC requests assistance from USCA to resolve disputes over an
adjustment in either its foreign-filed or its U.S. tax return. According to
IRS, the number of active MAP cases, as of October 2017, was 686 and
covered $26 billion of income subject to potential double taxation.® It

5These data from IRS’s APMA office represent the office’s inventory as of October, 25,
2017. This snapshot differs from OECD’s MAP statistics which provide statistics over the
entire year.
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should be noted that a single U.S. taxpayer can be involved in multiple
MAP cases because disputes are resolved bi-laterally. For example, if a
U.S. MNC had a dispute involving the allocation of overhead costs across
multiple subsidiaries in different countries, then there would be separate
dispute cases for each country involved. According to IRS data, the
number of MAP cases filed each year has been growing, more than
doubling in 5 years from 100 in 2010 to 286 in 2014.

As noted earlier, when a U.S. MNC disputes a foreign tax authority’s
adjustment to a tax return, the U.S. MNC can try to resolve the issue
through the appeals process within the taxing jurisdiction. However,
according to tax experts we spoke with, if the U.S. MNC is unsuccessful
or if the U.S. MNC believes the local appeal will be less successful than
the MAP process, it can request assistance from USCA.

Once a taxpayer has requested assistance through MAP, USCA conducts
an initial review to determine if it will accept the request. For example,
USCA analysts would ensure that the request involves potential double
taxation and that the foreign country was a treaty partner.

If USCA accepts the MAP request for assistance, it reviews the technical
facts of the dispute and prepares its position prior to negotiating on a
resolution with the foreign competent authority. When IRS, rather than the
foreign tax authority, initiates the adjustment, USCA will discuss the facts
of the case with the IRS examiner who proposed the adjustment, but
determines on its own how much of the adjustment is justified. In the case
of foreign-initiated adjustments, USCA will contact the foreign competent
authority while developing its position to provide updates and obtain any
needed information. According to USCA officials, based on its review, the
USCA determines whether it considers the adjustment valid and the
amount of the adjustment that should be withdrawn by the initiating tax
authority, and what amount of relief USCA may provide. USCA can also
unilaterally decide to fully withdraw the IRS adjustment or provide full
correlative relief for a foreign-initiated adjustment that USCA considers
valid.

USCA resolves disputes brought to it by MNCs according to MAP
specified in the tax treaties. Under the treaties, international tax disputes
that may result in double taxation can be resolved in the following five
ways:
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e The country that initiated the adjustment to taxable income can fully
withdraw the adjustment, leaving the taxpayer’s reportable taxable
income unchanged.

o USCA can provide correlative relief to the MNC. This relief usually
takes the form of a corresponding adjustment, which relieves double
taxation caused by the other country’s adjustment.

« USCA and the foreign country can agree to a combination of
withdrawing some of the adjustment to taxable income and providing
relief for the remaining adjustment to provide full relief of double
taxation to the taxpayer.

e USCA and the foreign country can agree on some combination of
withdrawal and relief that results in partial relief to the taxpayer.

« No relief from adjustment.®
Figure 1 provides an overview of the basic process of a MAP request for

assistance. Appendix Il provides illustrative examples of dispute
resolution cases and resolutions.

Figure 1: IRS United States Competent Authority (USCA) Mutual Agreement
Procedure (MAP) Process

Disputed IRS
Adjustments USCA
Initial Review of

MAP Request Deny

Taxpayer
files MAP Request
for Assistance

Technical Review |_ Unilateral + Full Withdrawal (WD)
of Case Decision « Full Correlative Relief (CR)

Negotiate * Full Withdrawal (WD)
with Foreign [~ Resolved = -\ 1 relative Relief (CR)
Competent - Partial WD & CR — Full Relief

Disputed Foreign s
Authority * Partial WD or CR — Partial Relief

Adjustment

Source: GAO. | GAO-19-81

8In addition to the five ways USCA resolves a MAP case; at any point the taxpayer can
also withdraw its request for USCA assistance, which ends the case without a resolution
through USCA.
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Once USCA has determined its position, it begins negotiating with the
foreign competent authority to resolve the dispute. These cases can take
several years to resolve with some taking much longer than the average,
particularly if there is a fundamental disagreement. For example, USCA’s
APMA inventory data from 2013 to 2017 indicate the average processing
time was around 2 years, but cases ranged from as little as a few months
to 5 years to resolve, with a few cases taking even longer. In addition, the
inventory data show that disputes are generally over taxable income from
prior years. For example, a MAP case resolved in 2017 could have been
filed in 2008 for a dispute over 2005 taxable income. However, cases
may be shorter when the tax treaties include provisions for binding
arbitration. The United States has treaties with four counties that include
provisions for binding arbitration. If the two countries are unable to
resolve the dispute within 2 years, the taxpayer can request that the case
go to arbitration for a decision.”

Throughout the entire process, the taxpayer has a right to withdraw the
request and accept the tax authority’s adjustment which may entail
double taxation. According to tax experts that we interviewed, if the
adjustment is small, a taxpayer may prefer to accept the double taxation
rather than incur the cost of going through the MAP process. These costs
can include direct costs of retaining tax advisors as well as the indirect
costs of listing the amount of funds that are in dispute on their financial
statement as an unresolved tax issue. The taxpayer can also refuse the
negotiated or arbitrated resolution and appeal the case to the IRS office
of appeals or foreign tax authority.

"The four countries with binding arbitration provisions in treaties with the United States are
Belgium, Canada, Germany, and France.
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Available Information about MAP is Limited and
Highly Technical

USCA Provides Information Needed for Requesting MAP
Assistance, but the Information has Limited Accessibility

USCA provides information about the MAP process through an IRS web
page on competent authority assistance.® The webpage includes contact
information for USCA offices and a link to a document that describes the
process for requesting assistance. The document is in the form of a
Revenue Procedure—an official statement of a procedure based on the
Internal Revenue Code, related statutes, tax treaties, and regulations.
Our analysis of the information on the website found a number of issues
that limit its accessibility:

« The website does not include an overview or high-level description of
the MAP process.

« The website lacked elements such as frequently asked questions or
fact sheets that IRS has developed for similar processes that help
promote understanding of complex tax issues.®

« The website does not explain in clear language what constitutes a tax
dispute eligible for the MAP resolution process. Other IRS websites
provide more detailed information for other issues relevant to U.S.
MNCs. For example, the IRS website for country-by-country reporting
provides a detailed page explaining the new reporting guidance with
multiple links for additional guidance.

« In addition, USCA’s guidance for requesting MAP assistance is an 87-
page revenue procedure. While this document is complete, it is highly

8Internal Revenue Service, Competent Authority Assistance, International Taxpayers,
accessed on November 8, 2018, https://www.irs.gov/individuals/international-
taxpayers/competent-authority-assistance.

9See, for example, Internal Revenue Service, Appeals is an Independent Organization,
Compliance, accessed on November 7, 2018,
https://www.irs.gov/compliance/appeals/appeals-an-independent-organization.

"Olnternal Revenue Service, Country-by-Country Reporting, International Businesses,
accessed on November 6, 2018, https://www.irs.gov/businesses/international-
businesses/country-by-country-reporting.
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technical and may not be easily understood by taxpayers seeking
relief from double taxation.

IRS requires information for taxpayers to be clear and accessible. IRS’s
Taxpayer Bill of Rights states that taxpayers have the right to clear
explanations of tax laws and IRS procedures.!" In addition, the federal
internal control standards, the Plain Writing Act of 2010, and Office of
Management and Budget plain writing guidance state that agencies
should, for example, communicate the necessary quality information
externally.'> Moreover, accessibility is consistent with the criteria we have
previously identified for a good tax system.' IRS’s Strategic Plan for
Fiscal Years 2018-2022 notes that the agency faces a business
environment that is becoming more global, dynamic, and digital, further
underscoring the importance of taxpayers having accessible, plain
language guidance on MAP."

The Organisation for Economic Co-operation and Development (OECD)
also assessed the accessibility of USCA’s guidance and found that it met
OECD’s minimum standards. As part of its base erosion and profit-shifting
project, the OECD has been reviewing countries’ administrations of the
mutual agreement processes. In its review of the United States’ process,
the OECD concluded that while U.S. MAP guidance is comprehensive
and available, and fully met the OECD’s minimum standards, some
further clarity could be provided.

The OECD review offered examples of how other countries provide
taxpayers with overview information they can use before accessing more
detailed technical guidance. For example, Canada publishes an annual
MAP Program Report on its website that includes background information
on its process, as well as general information on the steps in the process
and high-level information on timeframes. Singapore’s MAP web page
includes basic information on the MAP process, an example of a case

"internal Revenue Service. Publication 1, Your Rights As A Taxpayer, (Washington, D.C.:
September 2017).

12GAO, Standards for Internal Control in the Federal Government, GAO-14-704G
(Washington, D.C.: Sept. 10, 2014); Pub. L. No. 111-274, 124 Stat. 2861 (2010); and
Office of Management and Budget. Final Guidance on Implementing the Plain Writing Act
of 2010, M-11-15, (Washington, D.C: April 13, 2011).

13GAO, Understanding the Tax Reform Debate: Background, Criteria, and Questions,
GAO-05-1009SP (Washington, D.C.: Sept. 1, 2005).

"Internal Revenue Service, Strategic Plan, FY2018-2022 (Washington, D.C.: April 2018).
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that would be suitable for MAP, and a link for users to provide feedback
on the usefulness of the information.

USCA officials said that they have not improved the information provided
on their website because they believe the current guidance to be
sufficient. However, USCA officials told us that they are engaged in some
efforts that may improve the information they provide to taxpayers. USCA
officials stated that USCA is close to finalizing a “practice unit” explaining
the competent authority process. According to USCA officials, this unit
uses plain language to walk taxpayers step by step through MAP and the
competent authority process. The unit also highlights the roles and
responsibilities of all the stakeholders in the process, including the
taxpayers. USCA officials said they intend to make the practice unit
available on USCA’s public website and the United States’ OECD MAP
Profile.'

APMA officials also said they expect that the additional information on the
requirements of MAP and Revenue Procedure 2015-40 will be useful to
those unfamiliar with the processes. USCA officials did not provide a date
for when this practice unit would be completed.

Providing taxpayers with a clear overview and accessible guidance on the
MAP process would help ensure that taxpayers who might benefit from
entering the MAP process are aware of the process, know how to
navigate it, and understand the general time frames for relief. Providing
information that helps facilitate this process could help reduce taxpayer
burden.

USCA Does Not Document Contacts with Taxpayers

USCA may contact taxpayers about their cases for various reasons.
Officials in the APMA office stated that they send acknowledgement
letters when the MAP request is accepted, and routinely gather additional
information from taxpayers to fully develop a MAP case. They said that an
analyst generally will communicate with a taxpayer before and after
APMA has substantive discussions with its foreign counterparts regarding
the taxpayer’s case. While officials stated they provide regular contact,

S|nternal Revenue Service, Practice Units, accessed on November 6, 2018,
http://www.irs.gov/businesses/corporations/practice-units.
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they do not have a process to systematically record or track these
contacts, other than in the case file.

Regular contact with taxpayers may help make the process more
transparent and help ensure that they are informed about their cases.
One of the criteria we have previously identified for a good tax system is
transparency.'® A transparent tax system reduces uncertainty for
taxpayers, allowing them to better plan their decisions about employment
and investment.

According to IRS officials, APMA provides general guidance on when a
taxpayer should be notified of developments in the case or its status."”
APMA officials stated that contact will vary depending on the facts and
circumstances of the case such as its complexity and frequency of
communications with the foreign competent authority. However, the
guidance is focused on taxpayer expectations and does not address any
requirements of officials to track or record contacts.

Contacts with taxpayers could affect perceptions of the transparency and
fairness of the MAP process. Tracking and recording contact with
taxpayers would help provide APMA with assurance that taxpayers are
being kept aware of the status of their MAP case in a timely manner.
Monitoring such information would help APMA to evaluate the
transparency and fairness of its MAP administration. It would also help
assure APMA there is consistency in contacting taxpayers.

16GAO, Understanding the Tax Reform Debate: Background, Criteria, and Questions,
GAO-05-1009SP (Washington, D.C.: Sept. 1, 2005)

"This guidance is contained in Rev. Proc. 2015-40.
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USCA Does Not Track Key Data nor Use
Existing Data to Assess Management of MAP
Cases

USCA Does Not Track Hours Worked or Key Milestones
for MAP Cases

APMA maintains an inventory d