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Azril 16, 1980

Or. L.C.T. Blac?ji;? s
Westminstar Houve .
7 Millbank :
London SWiP 35Z }
England g,

Dear Lionel:

Vour letter of iarzh 24 to L.E. Ricard has been referred to me
for fureser clariZfizatica directly with you. You will recall the
discussizn abcut taxatica we had at Torguay when it was acknowledged
that ferz=ulas for cafinition of and joint payment for group research
would have tz pass the scrutiny of tax auditors in the countxies
involved. The conzerns voiced then have ncw proven to be well founded.
The rapii esczlatizn o our GR & DC bill is currently under cuestion
by gavermzent zax audizors and we are not at all certain that che 1978
bill will be allewed as a legitimate business expense. If disallowed
the effsct will be a loss of 42% of the bill from cur profit. The tax
auditors are givinz us 2 hard time with respect to 1978, so when we
look ac =he changs from $180,000 before 1978 to about $830,000 for tha

current Ziscal yez- we are apprehensive indeed.

The ccncert of cost sharing group research rather -than
commissioninc ané ravinc for specific projects has been agreed and we
believe can rass tax aulitor scrutiny provided certain conditions are
met:

{1) W%e have a research agreement that defines and commissicns
the work and shows the basis for payment.

(2) wWe nave sufficient information to demonstrate that we pav
only f£or cur share of the costs of GR & DC activity thas

conforms 5 the definitions of "group research” as writzax

ints the agreament. This means we must be able to demon-~
strats2 that the GR § DC bill does not represent a hiddex
cramsier of funds to BAT for work that does not represen:

an allcwazle business expense by our company.

{2} The szour research arrangement can be defended as being
berz2licl2l to Canada.
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These conditicns add up =z the need to have very good
documentation as exhibits. To mea: the first requirement, Bob Bécin
has been corresponding with X. Ztzerington to arrive at a suitably
wozded research agreerent. Concarning the second need, I realize
that the introductory nages ané ssst bsreakdowns contained in "198C
Prograrme and Resource Allocaticn" were preparzd to communicate the
programme in terms noted on p. 3 ¢I “"lotes on R & D Conference,”
fondon 1979, but it seems clear that we shall nezed a different breax-
down that ties in directly with the tarms and wording of the agreement. K
It aprears o me (and to governmenc tax auditors) that GR & DC serves
several masters. Both the agreerent and the kind of cost analysis

we need zust demonstzate tha:z tre "participants,” and only the

participants (of which BAT is one) ccsntrol group R & D, and that the Ponrreis
cost to te shared covers only diract costs of group R & D plus a N
reasonable croportion of overheads like technical and suzztorting 2’.“5 "
services. 4
/‘ -, Comg
Alzhough I don't wan: tc interfere with the drafting of the

agreecent, I have taken the latest draft and modified it so as to
prompt your clarification of tha 2lements of GR & DC to ke within the
scope of the agresemenz. If this can Ze done,and the words used ace
equally well understcod on both sides, drafting the final version cf
the agreement should te straigazisrward and I hope it would then e
sossible Ior you to Iurnish cost traaxdowns that fit the agreemens and
its termizclogy.

(S22 attachec amenced versicn of page 1 of draft agreemen:z

Alzhough perhaps I ought not to try tc relate the costs civen
with the 1980 prograrme to an agrzexent that does not yet exist, %ne
following appear in wiole or in zart to be bevcnd its scope.

> Millbank
Sconsored
a sortion of "apoplied”
’ 7. Millbank Product Dev. Adviscrs
B3AT Bridon Joint Develozz=ent Project
°  Patents (incl. BAT Xead Office Legal FTees)

A Sroportionate amount ¢I Supporting Services
and Technical Functions as rzlated to non-
Parzicipant activity.

Concerning terminology, we have ciffizulty here with "Millbank" as Pasks ant
orposad t> "B.A.T.," and "cgera:zinc companies” as comgarad to T mve ~

wagss “
affiliaces.
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Apart from the problem of dealing with the tax people I do
have some difficulty in fielding the cguestion "Do you agree that the
value of group reseaxrch is worth the ccst?” I am regularly warned

that not only the tax people, and cur cwn management, but also the Qe o
Imasco Audit Commnittee and Imasco's exzarnal auditors might take notice a -
of the escalation in thie GR & DC bill, and ask the same questicn. I ";’f"
feel committed to that part of GR & DC activity that has been agreed afif—‘-
in the give and take of group research conferences but am really in a n‘:' -
weak position to defend the figure established for cost sharing /SN
purposes,

A letter of this type is certainly a departure from the pas=t,
but there seems to be no doubt that an inevitable consequence of t:e
decision to draw substantial supgort for GR & DC from participants is
the need to document the intended arrangement, and how it is practised,
in ways that will pass externmal scrutiny. As a matter of fact,
Bob Bégin, in attemptiag to get tax avthority approval for the 1973
bill, has had to promise better documentation for subsequent years.

With kind recards,

Yours sincerely,

(-
R. M. Gibb
enclosura
Postscriot:

The foregoing letter to vou was reviewed at Imasco and I attach
the comments from that source. They refer to the text of the agreement
" rather than my letter. As I mentioned in my letter, I think the actual
drafting of the agreenent is best hancdled by those who now have the job,
viz. Bégin and Etherington, but I sucpose you have a role to play in this, e
even as I do here.

Can you arrange to have these points considered for the guidance
of the two who are drafting the agreement? Bob Bégin is on the goint of
writing Etherington and he will copy =v letter and these comments %o hia

so we'll all know whaz's going on.
9.5.80
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