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Note for MR. B. P. GARRAWAY

Allocation of Central Research Exmenditure to Can@tda

Tax Problem Arising from-Method of Allocation

I spoke to Bob B@kgin in Montreal last week about his concern,
a concern shared by Matt Glazost that the Canadian tax authorities:
will seek to disallow the Contribution to central researr-h
expenditure. Such a disallowance could result in an additional
tax charge of 46 - 48% of the amount disallowed and a further 10%
-if the payment to B.A.T. were also to be regarded as a distribution&
-rhislatter possibility could also present problem3 with regard to
the relationship of thelcompany to its other shareholders..

As far as tax i.-r=ncerned the problem Is one of satisfying
the Revenue agents that the charges are properly -a;-.deand are all
allowabla deductions undex- tax law.

This is not easy because:-

(a) M'ierL-is no fo--mal wril.-tenagreeman!: uhich can be
re;-rerredto (=rrespondence refers In many cases to
Technical and Advisory Fees which is rather like
showing a red rag to a bull as far as Revenue agents
are concerned)

(b) rer;=entage o-.@ formula has no cl,,,.-:Lous
relationship to th-3value ohsresearrh L-eneflts,
nor is it obvious to an outsider that such a
:arllula could equate to a cost-sharing based on
relat±va turnove---

(cl n. -significant increases in the absol,.j'L-.echarge and
the- change in the perc--intagerate n,ean that increisir-.g
inpo--tance wi!L be given to thl-apoint by the R--venue
on.t,@ietraudit lexaminations.

iiess pol-nJ.-sare -io!:new. They ,eere made by Schechl@-er
when a 9 & W agr--ement: for, resear=.h was considered, although he
Was more sanguine that these d-t-@.ficulties cculd be overcome.

libatthe Canadians would feel happy with is a fcrnal agree-
men6@to sharethe cost of centralresearch on the basia of the
Z'atioof their turnover to total turnover. Since n,iLindarstandirig
13 that this 13 the intention of the fixed percen'L-agOfOrMUla
this would not be a radi--alchange. The fixed percentage @"or-,nula
could be used until actual figures were known, but, of course,
adjustmentswould have to be made retrospectively.

I would appreciate a disaussion with you as to what steps
should be taken.

K./tering ton
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