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investment in communication links (road, rail and shipping) and new opportunities for
cooperation in the areas of energy, transportation, agriculture and manufacturing.

The emphasis will be tc develop an open, inclusive relationship between
countries recognizing that civilization thrives when trade growths. The Belt and Road
summit for international cooperation (BRF) held in Beijing on 14-15 May 2017 brought
together over 100 participants and emphasized that promoting trade, FDI and innova-
tion will be three of pillars of this initiative, which is also seen as supporting the 2030
agenda for sustainable development.

At a time when the world is experiencing political and economic uncertainty and
when the US is withdrawing from a multilateral and interconnected world, the hope is
that by bringing countries together this initiative will encourage mutual respect,
harmony and will provide a much-needed boost to global growth and inclusive
development.

Achieving this vision will require billions of dollars of investment in infrastruc-
ture and the development of new manufacturing centres. The need for such investment
was one of the reasons that led the Chinese government to create the Asian
Infrastructure Investment Bank (AIIB), one of whose first actions was to set up ‘The
Silk Road Infrastructure Fund’. International and regional organizations support this
initiative.

This note explores the question of whether tax, broadly defined, will be a
facilitator or a barrier to the development of the Belt and Road initiative, and explores
how think tanks and academic institutions, both in China and elsewhere, can contrib-
ute to developing proposals to remove these potential tax barriers and to ensure that
the benefits of the BRI are fairly shared between the participating countries. The note
first sets out the background to this initiative and then examines the relevance of tay
certainty and how it could be achieved. It goes on to discuss the potential tax barricis
and solutions and concludes with some broader policy questions.

In 2017, the GTPC of Vienna University of Economics and Business, working
closely with the SAT and a number of Chinese research institutes;! creat¢d 1 BRI Tax
Forum’ which brings together governments, business, international creanizations and
research institutes along the route to explore these tax issues and to provide policy-
makers with a solid array of policy-relevant research. This group has met in Vienna and
Beijing in 2017, with the latest meeting being in April 2018 at WU Institute. This note
draws upon these discussions. (www.wu.ac.at/taxlaw/institute/gtpc/)

2 THE BELT AND ROAD: THE TAX DIMENSION

The countries along the BRI have diverse taxes and all of these taxes - whether on
profits, income, consumption, capital, financial transactions or property - will
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potentially impact on the decisions of both the public and private sector to undertake
the long-term investments required to achieve the goals set for the BRI.

One of the key issues is: how will these different national taxes interact? Will this
interaction create uncertainty and lead to double taxation and cross-border tax
disputes? Or will the interaction lead to a tax environment which provides the
certainty, predictability and consistency which business need to undertake these

investments.

3 TAX LEVELS, STRUCTURES AND TAX ADMINISTRATIONS DIVERGE

Comprehensive data does not exist, but information provided by the IMF? suggests that
in many of the BRI countries, tax levels are on average are less than 25% of GDP, with
some countries raising less than 15% and others more than 30%. The main sources of
revenues are derived from the extractive sector and VAT; profit taxes; taxes on
immovable property, and payroll taxes, while personal income taxes tend to be low.
The tax Zdininistrations in many of these countries are weak, and many lack the basic
skills necessary to apply complex international tax rules (see Annex II).

4+ THE ROLE OF TAX CERTAINTY IN PROMOTING FDI ALONG THE BRI

Tax certainty is a key component to provide a tax environment which is conducive to
FDI in the BRI and in the long term it is in the interest of both government and business
to minimize as far as possible tax uncertainty.

Tax certainty can be defined as the capacity to make an accurate assessment of
the tax and compliance costs associated with an investment or a continuation of an
investment in a country over the lifecycle of the investment/company, which requires
the right balance between facilitating compliance and identifying and curbing aggres-
sive tax planning. Achieving tax certainty will be difficult in a BRI context which
encompasses countries with different legislation, varying tax cultures and tax capacity
and MNEs with complex business operations.

Some of the fundamental requirements for tax certainty are:

{a) At the level of tax policy:

- The legislation is unambiguous and clear, leaving no or little room for
unintended misinterpretation.

- The legislation realizes the policy aims determined by the government.

- The law is designed to minimize administrative costs, striking the right
balance between tax compliance and the burden on taxpayers.

- The legislation will be as much as possible in line with international
standards and best practices, both in terms of content and
administrative practice (this includes aveidance of double taxation, not

2. See IMF government finance statistics (GFS), 2015.
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What measures can BRI governments take to improve tax certainty?

The following paragraphs set out some proposals that BRI countries may wish to

consider:

(a) At the level of policy and implementation.: ]
- Engage business and other stakeholders both in policy formulation and
drafting of legislation.
- Ensure tax policy makers and tax administrations are wWor
to formulate new policies.
—  Establish transparent and open consultation processes.

king together

e
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_  Issue white papers that enable input from a wide variety of stakeholders

before legislation is finalized.
(b) Atthe level of legislation:

—  Draft legislations in clear and unambiguous ways.

—  All legislation should be first issued in a draft format and go through a
process of consultation.

_  Ensure the purpose of specific sections of the law are clearly stated so
that taxpayers and the courts have a clear basis for interpreting the more
detailed and technical provisions (principles-based legislation).

(c) Other measures can include:

—  Issuing clarifications and public rulings that are binding on the tax
administration.

-  Avoiding as far as possible retroactive legislation.

—  Centralizing all large business cases into a large business unit so as to
2chieve a consistent application of the rules,

= Issuing clear guidance to regional tax offices on how they can apply
legislation and tax treaties and regularly monitor that this guidance is
followed.Exploring all the options to resolve issues and questions prior
to the submission of tax return or an audit.

—  Using a variety of methods to increase the awareness of tax officials on
the way business models are evolving and the speed of change. This
could take the form of regular meetings between business and tax
officials and briefings by business to senior executives in the tax
administration.

5 MULTILATERAL COOPERATIVE COMPLIANCE: RELEVANCE FOR BRI®

One particularly effective way to reduce tax uncertainty is to introduce a cooperative
compliance model, which represents a shift from a retrospective and primarily
repressive control to a cooperative relationship between tax administration and
taxpayers that is much more likely to involve a discussion of tax treatment in real-time
or even prospectively. It is intended to deliver quality compliance, which means
payment of taxes due on time in an effective and efficient manner. At the heart of the
concept is a simple exchange of transparency for certainty. The taxpayer undertakes to
be wholly transparent about the tax positions that it has taken in its return and the
transactions that are likely to give rise to a tax risk. The taxpayer does not limit this
disclosure to the information required by the administrative provisions of tax law and
does not seek to invoke legal privilege to prevent access to documents that could be
relevant to the determination of tax liability. In return, the tax administration agrees to
offer the taxpayer early certainty about the tax treatment of the taxpayer’s business

3. The text is an extract from a chapter in: A. Majdanska & J. L. Pemberton, Creating a positive tax
climate for complex multijurisdictional investment projects, in Lang/Owens (eds.), Removing
Tax Barriers to the Belt and Road Initiative, Kluwer Law International 2018, forthcoming.
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transactions. Experience shows that this is often easiest to achieve this if the discussion
takes place as close as possible to the time when those transactions take place, which
is why the cooperative model often encourages the parties to discuss issues before a tax
return is even filed, or, in certain circumstances, before a transaction takes place.

The OECD’s 2013 report spelled out the core features of the concept: justified or
demonstrable trust; transparency; cooperation; collaboration; voluntary disclosure;
timely advice on significant positions; and early legal certainty.* The cooperative
compliance model works on the basis that if a taxpayer is voluntarily and fully
transparent, and able to show ‘how it does that’, the tax administration should provide
early tax certainty and do so in advance, where appropriate. Cooperative compliance is
traditionally unilateral, but a number of countries are now exploring an approach
which could be of interest for groups of BRI countries, perhaps combined with a focus
on specific sectors.

Most of the investments in the BRI initiative will involve operations in more than
one country. This will entail reviewing businesses’ value chain, how tax risks are
managed and what drives customer and shareholder value. Multilateral cooperative
compliance could be a way of addressing any potentially contentious tax issues in
advance, providing early tax certainty to participants in the BRI initiative. It could help
significantly reduce tax costs of handling the tax assessment of taxpayers that operate
cross-border and avoid long and costly tax disputes that may emerge once the BRI
initiative unfolds.

6 POTENTIAL TAX BARRIERS® AND SUGGESTED APPROACHES

This section identifies potential tax barriers to the BRI and provides suggestions on how
these may be addressed at the level of either individual countries or groups of countiics
which are engaged in specific BRI projects or sectors. Wherever possible uiese
suggestions build on existing international best practices, but.in some.cases it is
proposed to tailor the approach to the specific needs of the BRI. .,

(a) VAT Systems Deviate from the International Norm
Issues:

With the notable exceptions of Russia and China, which completed its transformation
to a proper VAT system in 2017, most of the emerging and developing countries on the

4. QOECD, Cooperative Compliance: A Framework - From Enhanced Relationship to Cooperative
Compliance (OECD Publishing 2013).

5. For an analysis of relevant treaty policy in China’s tax treaties see ‘Tax Treaties between the Belt
and Read Countries’, Sathi Meyer-Nandi, David Orzechowski, Vladimir Tyutyuryukov, Vienna,
in Lang/Owens (eds.), Removing Tax Barriers to the Belt and Road Initiative, Kluwer Law
International 2018, forthcoming.
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BRI do not operate standard VAT systems.® VAT refunds are paid, if at all, after long
delays; services are given a broad exemption. In many cases, VAT operates more like
a tax on imports and exports.

The Belt, Road Initiative project will involve VAT issues triggered by the
non-harmonized national VAT rules, the lack of a comprehensive knowledge of VAT
systems and the lack of qualified staff and human resources at the tax administrations.
There are four main potential obstacles to cross-border transactions in the Belt, Road
Initiative in the area of VAT: double taxation or non-taxation, dispute resolution,
documentary requirements and irrecoverable input VAT.

The first issue, double taxation or non-taxation, follows from a lack of harmoni-
zation of taxation principles and the place of supply rules between states along the Belt,
Road Initiative. Some of these states may follow the destination principle; others may
favour the origin principle. Even if the countries were able to agree on these basic
principles, they would need to decide on the same proxies and their interpretation to
identify wher= the supply of goods or services should be taxed. Similarly, non-
harmoniza:l VAT rules may alsc lead to non-taxation, if both states allocate the taxing
right ta tiie other jurisdiction. Non-taxation has distortive effects on the competition
and eccnomy.

ccommendations:

The OECD International VAT/GST Guidelines may help to prevent double as well as
non-taxation in some scenarios. These guidelines are, however, very broad and thus
not every double or non-taxation case may be addressed. To make the Belt, Road
Initiative a success, a dedicated BRI agreement may need to be found on how the
standard supplies of goods and services should be taxed along the road.

Where there is a VAT dispute between states (or between a non-resident taxpayer
and the tax administrations), there is no international legal framework to resolve the
conflict. One approach is to examine the applicability of dispute resolution or arbitra-
tion rules of other treaties for VAT (double taxation treaties, invesiment treaties, WTO
law). However, these treaties may not be sufficient help. Most importantly, dispute
resolution for double taxation issues requires a legal basis to rely on and, hence, a
binding bi- or multilateral VAT treaty with place-of-taxation rules in the first place. As
long as there is no such bi- or multilateral treaty in place, dispute resolution for double
taxation issues may be difficult. If, however, the states can agree on common
VAT-principle, a dispute resolution mechanism could be implemented.

Another problem businesses have to face along the Belt, Road Initiative is the
irrecoverable input VAT, VAT should not be a tax on businesses. However, many BRI
states immediately use the input VAT to finance current public spending and thus may
have problems to refund the input VAT. To ensure the neutrality of VAT, a mechanism
needs to be found that safeguards the capability of states to refund input VAT, perhaps
by developing a set of good practices.

6. For a full analysis of VAT systems see “VAT Challenges in the Belt and Road Initiative’, Caroline
Heber, in Lang/Owens.
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Even if states follow the destination principle and apply similar place-of-taxation
rules and proxies, they still also might ask for different and very burdensome
documentary requirements to benefit from zero-rating, input VAT refund or other
benefits.

One approach which could address many of the issues discusses above would be
a general zero-rating between the entities building the infrastructure for the Belt, Road
Initiative and the ones using the infrastructure for passing-through goods. In these
cases, the goods and services are supplied to businesses, and thus VAT should not
burden any of these transactions. Simplification can be achieved by not levying the
VAT on the transaction and refund it later on. If the supplies were zero-rated, there
would not be any problem with refunding the input VAT. To make the zero-rating
system working, unique VAT-ID numbers needs to be issued which identify the entities
engaged in building and using the Belt, Road Initiative. Only if these specific VAT-TD
numbers are used, the zero-rating mechanism could be applied. If the states were able
to agree on to whom a BRI-VAT-ID number should be issued, this would help resolve
the place of supply rules. If the transactions are zero-rated, it does not matter where the
transaction should be taxed.

(b) The Network of Bilateral Tax Treaties is Incomplete
Issues:

While China and Russia have a broad network of treaties, most of the BRI emerging and
developing countries have very limited treaty networks which do not always reflect
best practices (see Annexes | and 1l for details). Even where treaties are in place, they
do not always reflect current economic trading patterns. There is a need for an up to
date analysis of the existing BRI tax treaty network, which would identify which
provisions require modification'to facilitate trade and investment.” Countries may wizli
to consider developing a multilateral instrument to coordinate provisions, theichy
facilitating a closer economic integration. Particular attention should be paid-to the
mechanisms found in treaties to minimize and resolve cross-border tax disputes, and
there may be a case for initiating a BRI dispute resolution platform (sce {e) below).
Some of the potential problems include:

(1) Incoherent and fragmented treaty wording: When looking at China’s tax
treaties with BRI countries, there is no consistent approach in the wording of
provisions. The majority of provisions found in China’s treaties with BRI
countries follow the wording of either the OECD or UN Models. However,
next to the variations resulting from the different versions of the Models, in
multiple treaties there are further deviations from the Models, resulting in
uncertainty and complexity for doing business in the region. Especially
differences in the PE definition (construction and service PE in particular)

7. See ‘Tax Treaties between the Belt and Road Countries’, Sathi Meyer-Nandi, David Orzechowski,
Vladimir Tyutyuryukov, in Lang/Owens (eds.), Removing Tax Barriers to the Belt and Road
Initiative, Kluwer Law International 2018, forthcoming. This analysis is limited to Chinese treaties
with BRI countries.
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increase the administrative burden of companies. A project with the same
characteristics may constitute a PE in one BRI country (and entail tax and
compliance issues) but not in another BRI country. These variations in the PE
thresholds, together with the extreme differences in withholding tax rates,
further create the potential for tax competition between BRI countries. Due to
the weak anti-avoidance rules, there is also an open pathway for tax abuse by
businesses.

Additionally, the special provision on interest income, which limits source
country withholding taxes when the recipient of the interest income is a
financial institution connected to the government of the other state, is of
relevance for the BRI. Since infrastructure investments are generally highly
geared and much of the debt funding will be provided via public financiers,
such clause encourages infrastructure investment. However, currently, only
approximately two-thirds of China’s treaties with BRI countries include such
provision and depending on the time of implementation, the wording of these
provisions vary in their scope of application. Due te the relevance of this
fwravision, such deviation is problematic. Additionally, BRI countries could
consider broadening such clause also to capture debt provided by private
financier for BRI infrastructure investment.

(2) No clear treaty policy aligned with the objectives of the BRI: It appears that
China’s later tax treaties with the BRI countries have a tendency to shift more
towards the wording of the OECD Model, meaning being less source country
friendly. Since the BRI countries will mainly constitute net capital importing
countries, with the capital streaming predominantly from China into their
economy, and capital income flowing the other way around, the treaties with
China will most likely have an asymmetric nature. Hence, when not neutral-
ized through sufficient gains from increased FDI, the shift in taxing powers
from the source country to the residence country induced by the tax treaty,
might not be sustainable in the long-term, when development of the whole
region is one of the objectives.

Recommendations:

(1) Harmonization of key provisions through cooperation: The standardization of
certain key provision - e.g., PE definition, the special provision on interest
income and anti-avoidance rules - could improve certainty and reduce the
level of complexity currently present when doing cross-border business in the
BRI region. Ideally BRI countries could create a BRI Model Tax Treaty, which
should be drafted in a dialogue between the key BRI countries, e.g., through
the inauguration of a BRI tax treaty forum. One could also explore a process
for a simplified multilateral instrument, which enables a rapid update of the
most relevant key provisions in existing treaties.

(2) Agreement on specific tax treaty policy: The BRI countries together with
China could try to agree on a specific BRI tax treaty policy which heeds the

1,
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asymmetric relationship of the capital flows between China and the BRI
countries. The policy should be aligned with the development objectives of
the region, which presupposes sufficient tax revenues generate by all partici-
pating countries.

(3) ldentify ways to update and expand the BRI treaty network: Appendix I
provides some suggestions for a multilateral approach to updating treaties.
One way to extend the treaty network would be for countries which have very
limited networks to engage in multilateral negotiations which lead to bilateral
signing of treaties. The proposed BRI Tax Academy could play a role here.

(c) Transfer Pricing Practices Need to Be Simplified

Issues:

Many of the BRI emerging and developing countries along the BRI have rudimentary
transfer pricing rules. Frequently, the legislation is unclear, the information require-
ments are inconsistent and the experience of tax administrations in applying the rules
is at a very early stage. To achieve the goals of the BRI will require greater coordination
of the valuation rules of intra-multinational transactions and greater consistency of the
valuations used for VAT, customs and transfer pricing purposes.

The Transfer Pricing issues in the BRI can generally be divided into six categories
relating to specific areas such as manufacturing activities, service and financial
transactions, intangible properties, cost contribution arrangements, documentation
and advance pricing agreements,

In the case of manufacturing activities, two major problems pertain to constant
lack of comparable data in many BRI countries as well as to the allocation of location
savings. A number of BRI countries face a shortage of publicly available commei’isl
databases and do not have appropriate financial registries where companies‘record
their corporate financial information. This leads in many cases to tax authotities using
secret comparables which as a consequence puts taxpayvers without the 7€eess to such
data at a disadvantage and may cause infringing secrecy of the daia used for
assessment purposes. The location saving issue is strongly related to the access to data
as many BRI countries tend to (over)use foreign data due to the insufficient availability
oflocal comparables. In relation to this issue, a potential misuse of foreign comparables
in practice arises as another problem.

When it comes to services and financial transactions in BRI countries, the topic
seems to have significant importance with numerous countries implementing their
own rules in this regard or at least having certain practices and recommendations.
Those countries include, among others, China, Singapore, Russia, Vietnam, Indonesia
and Hungary. Even though some of these countries try to follow QECD respective
guidance, there still might arise a problem regarding diverging legal provisions and
rules binding in different BRI jurisdictions.

Further, it should be noted that there exist many issues of potentially major
significance related to transactions involving intangible properties. BRI countries in
general follow OECD TPG in this regard but to different extents. Nevertheless, the
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general rules according to which the returns derived from the exploitation of intap-
gibles are divided, is usually accepted. It has to be underlined, however, that certain
countries either do not have specific legislation in this regard or do not follow C_)]?CD
TPG, which might be detrimental to the development of the initiative. In addlt]{.JD,
overly narrow or too broad definitions of intangibles in domestic laws of respective
countries. ' .

Another transfer pricing issue which needs to be given certain attention are the
cost contribution agreements. The biggest problem in this regard for the BlRI Jmtlat}ve
comes from different approaches taken by tax authorities of diverse cogntrles. Starting
from non-acceptance of CCAs among former USSR states through missmg any rules or
treating CCAs as intra-group services (diverse countries in diffe?ent.reg'lons] to general
and formalized acceptance of CCAs (EU countries], the situation indicated generally
limited proliferation of proper legislation in this regard. This f.urther results in ].a;kI of
expertise among tax authorities. In addition, CCAs raise cer[am doubts anq suspu:lon
among tax officers as it happens that the benefits stemming from this kind of
arrangemerii-ate not explicit at first sight. .

AnGther major transfer pricing issue is documentation. The legislation and
practice-of BRI countries varies greatly, reflecting different levels of transfer pricing

vporience of respective countries, their approach towards international developme.nts

a=vell as the capacity of tax administrations. However, clear trends of implementation
of transfer pricing documentation can be observed in the last years, acceler.ated
particularly by the developments of BEPS Action 13 as well as othe.r intern_atlonal
projects like the UN Transfer Pricing Manual. Other problems in this area include
limited treaty networks in many BRI jurisdictions, which hinder the exchange of
information as well as the common problem of processing transfer pricing documen-
tation in English in certain countries. .

The last potential problematic area among BRI countries is the implementation
and the application of advance pricing agreements. There are various reasons why
countries are cautious in this regard. Among the most important are a lack of transfer
pricing experience and knowledge, lack of capacity (where tax officers are directed
primarily to tax audits) and lack of trust in a cooperative character of procedure 51.1ch
as APA (tax authorities are reluctant towards cooperation intensively involving
taxpayers).

Recommendations:

BRI countries may wish to consider the following actions:

- putting on equal footing transfer pricing rules understanding among BRI
countries to build a bridge between jurisdictions with transfer pricing rules
and jurisdictions without transfer pricing rules by the implementation of a
commonly agreed set of guidelines among the BRI countries;

- focus further acticns on development and promotion in the BRI countries of
two key aspects, namely the improvement of guidance and the dissemination
of the experience among the various stakeholders, e.g., by using the proposed
BRI Tax Academy to develop training programmes for the target countries;

13
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- commissioning policy-relevant research from academic institutions:

- considering the establishment of a BRI Transfer Pricing Forum (e.g., on a
similar setting as the EU JTPF) of experts from both governmental institutions
and private practice that regularly meets and analyses various pre-defined
transfer pricing topics, in order te produce guidance that could constitute a
useful practical tool to solve specific issues.

Regarding the issues related to manufacturing activities, in particular to lack of

comparables and the allocation of location savings, the following actions might be
considered:

- development of a network of multilateral safe harbours among groups of
countries which could enhance the solution of issues related to lack of
comparables data and allocation of location savings properly addressing at the
same time all the numerous areas of concern;

- the development of a database including financial data of MNEs operating in
the BRI countries.

As far as issues related to services and financial transactions are concerned,
countries may wish to consider:

- the guidelines provided by international organizations might constitute a good
source of reference for tax administrations and taxpayers, as well as practical
tools for capability building in transfer pricing matters;

- the development of a network of multilateral safe harbours among the BRI
countries for low value adding services (as well as for some types of financiat
transactions) and the development of a database including data on services
and financial transactions in the BRI countries could be beneficial solstions.

Further, with reference to the issues concerning IPs, the following solutions could
be explored: "

- following the OECD/UN approach, the location of DEMPE fuactions should be
considered as a key factor in the BRI countries when undertaking transfer
pricing law modifications regarding IPs;

- the legal framework for IP protection, which is very well developed in the
region (including copyright law, patent law, trademark law and the laws
against unfair competition), should be also carefully considered;

— as regards the definition of IP, the first action that BRI countries could take is

to align the definition of intangibles with the one suggested by the OECD/UN
approach.

When it comes to CCAs-related issue, it would be desirable to update local
legislation to allow CCAs following the efforts of OECD and UN in promoting uniform
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rules on CCA, especially considering the fact that the concept is new for many BRI

countries and they will probably ‘borrow’ the regulations from the international

bodies. o .
With regard to transfer pricing documentation issues, the BRI countries could

consider the following actions:

- standardizing documentation requirements;

- balancing the tax administrations need for data with taxpayer’s administrative
burden and costs; . .

- requiring taxpayers to submit their transfer pricing documentation automati-
cally in a timely manner.

Finally, the following solutions could be considered to make the application of
APAs in the BRI countries more robust:

- introducing a multilateral APA programme in the BRI region (e.g., along BRI
glanal value chains) could give businesses an opportunity to reach .an agree-
aont with the tax authorities in combination with other tax authorities on the
tuture application of transfer pricing rules to their related party transactiogs;

~ establishing specialized transfer pricing units separated into functional units
within the same tax authority where each of those special units could work
along the same special units of the other tax authorities’ jurisdictions; ‘

— determining the ‘critical assumptions’ in which the MAPAs are underpinned,
so that if circumstances materially change on which the MAPA was agreed,
parties will no longer be bounded by the MAPA; . .

- taxpayers should be required to lodge a brief annual report, which evidences
their compliance with the agreed MAPA terms and conditions.

(d) Will Tax Incentives and Special Economic Zones Lead to a Race to the ‘Bottom’?

Issues:

Governments along the BRI already make use of tax incentives to encourage FDI and an
increasing number are also putting in place free trade zones. Wh.ile there mlay be
legitimate arguments in favour of these measures, they do run the risk of opening }1p
new avenues for aggressive tax planning and undermining the tax base. They also raise
the broader issue that sustainable investment should not be driven by tax consider-
ations. BRI need to avoid a race to the bottom which could seriously undermine the tax
base.

Recommendations:
BRI countries need to have a rigorous process in place to evaluate the risks and benefits

of any tax incentive. This process should go through five stages:

(1) Setting out what is the longer term rationale of a policy of subsidizing
investment.
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(2) Agreeing on the amount of resources that should be devoted to achieving this
objective.

(3) Deciding on what is the best policy instrument to achieve the goal: tax
incentives, direct subsidies, regulatory measures, the government undertak-
ing the investment itself,

(4) Determining the framework to analyse the cost and impact of the incentives
and what will be the approach to accountability.

(5) Agreeing that only the Ministry of Finance can grant tax incentives.

The BRI countries could adopt a BRI Code of Conduct which could draw upon the
work of the OECD, EU and regional bodies such as SADIC. Any tax incentive or Special
Economic Zone should be well designed so that they target sustainable and real
activities which do not distort investment decisions or encourage Base erosion.

(e) More Effective Mechanisms are Required to Minimize and Resolve BRI Tax
Disputes

Issues:

The countries along the Road have diverse taxes and all of these taxes — whether on
profits, income, consumption, capital or property - will potentially impact the deci-
sions of both the public and the private sector to undertake the long-term investments
required to achieve the goals set for the BRI. One of the key questions is how these
different national taxes will interact. Will they create uncertainty and be applied in
ways which lead to double taxation? Or will their interaction lead to a tax environment
which provides the certainty, predictability and consistency which business needs?
Inevitably, due to the interaction of the different tax systems, cross-border tax disputes
will arise and this will require more effective dispute resolution mechanisms.

Recornmendations:

The various measures to resolve disputes can be classified in twe categories: domestic
or international. BRI countries will have te address domestie tax adrninistration
structures and mechanisms to resolve or minimize tax disputes; az well as dispute
resolution mechanisms at the international level.

Domestic:

Apart from the measures suggested in section 4 on tax certainty above these could
include:

|

Non-binding mediation and use of experts.

Administrative tribunals which are independent of the tax administrations.
- Creating a Tax Ombudsman.

- Providing training for JTudges on complex tax issues.

|
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International:

_ MAP: implementing the four minimum standards in BEPS Action 14, which
have now been endorsed by many of the BRI countries and also looking at
whether in the context of the BRI some of the best practice in Action 14 could
also be endorsed.

- Using the upcoming UN Handbook on MAP as a basis for discussions between
BRI countries and putting in place training programs for competent authorities
based upon the Handbook. This could be carried out by the proposed BRI Tax
Academy.

— Putting in place multilateral framework agreements between BRI competent

authorities.

Apart from these specific measures, BRI countries or groups of countries may
wish to establish dedicated technical platforms which would facilitate contacts lbe-
tween CA, assisting in documentation and filing requirements, improve commumc.a-
tion with taxpayers on the progress of their case and help build up a picture of the main
types of disputes on the BRL . ‘ .

11 the medium term there may also be a case to establish a BRI dispute resolution
panel ‘which countries would be able to consult to resolve cross-border disputes
petween groupings of BRI countries.

(f) Excises and Tariffs Need to Be Harmonized

Issues:

In many of the countries along the overland route, tariffs and excises are rela'tively 1ov.v,
except for agricultural goods. Exports and imports between these countries remain
limited (less than 1% of China exports and imports go into countries in the Eurasian
region). The exception is the inter-regional trade in the areas of natural resources,
reflecting the construction of a number of regional distribution networks over the last
ten years. Despite the low rates of these excises, there remains scope for greater
coordination between countries in the design and implementation of these duties and
to eliminate non-tariff barriers.

Recommendations:

The BRI countries should accelerate their cooperation with the WCO to minimize
customs duties and to remove non-tariff barriers, identifying best practices. There is
also scope for exploring how Blockchain technelogy can be used to simplify custom
procedures drawing upon some of the pilot studies that the WCO, IBM and a number
of shipping companies (e.g., Maersk) have recently carried out. The BRI countries
could also look at the experience of other econemic blocks such as the EU and the EEC.
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from other corporate rights that are deemed to be income from shares and is also
taxable under the law of the contracting state in which the profit-sharing company is
resident. The dividends article of a tax treaty usually limits the taxing rights of the
source state by specifying a reduced tax rate. The tax treaties differ from one country
to the next as regards the standard of allocating the right of taxation.

Under the Chinese tax treaties with Albania, Azerbaijan, Bahrain, Bangladesh
Belarus, Bosnia and Herzegovina, Hungary, India, Indonesia, Iran, Israel, Kazakhstan,
Kyrgyzstan, Malaysia, Nepal, Pakistan, Poland, Qatar, Romania, Russia, Slovakia Sr;
Lar.lka, Turkey, Uzbekistan and Vietnam, when a dividend of the contracting s’tate
resident company is paid to a resident of the other contracting state, if the recipient is
the beneficial owner of the dividend, the tax may not exceed 10% of the total dividend
In China-Egypt treaty, the applicable tax rate is 8%, while the rate is 7% in the treatf
between China and the United Arab Emirates. The tax rate is 5% in the treaties between
China and Brunei, Bulgaria, Croatia, Laos, Kuwait, Macedonia, Mongolia, Montenegro
Oman, Saudi Arabia, Serbia and Slovenia. ,

In additien, under Chinese tax treaties with Belt and Road countries, the source
states tax the beneficial owner in different rates according to the different proportion of
the shares that the company paying the dividend holds.® The higher the proportion of
the shares in the dividend paying company, the lower the tax rate applicable in the
source state. Chinese tax treaties with some countries have limitations on the nature of
the beneficial owners of dividends, such as the tax treaties with Singapore, Tajikistan
and Turkmenistan. The beneficial owners of dividends may only be co}porations
excluding partnerships. ’

In the process of going global, if a Chinese enterprise finds that the source state
imposes a higher withholding tax rate on dividends than the applicable treaty rate, t'ic
dividends paid to domestic shareholders may benefit from a lower rate by app]vm; for
preferential tax treatment overseas, and the income tax paid in accordance Wid; ‘h: tax
treaty rate may be credited in the home country,

-

L

8. Specifically, it includes:

(1) 0% (dividends beneficiary owners directly or indirectly own dividend paying compani
at leasy 50% shares and invest EUR 2 million in the company): Georgia; 8 panes
(2) 5% (dividends beneficiary owners directly or indirectly own dividend p’ay]'ng compani
at least 10% shares and invest EUR 100 thousand in the company]: Georgia; pames
(3) 5% (the _beneﬁcial owner of the dividends is a company, partnership and éxce t direct
Dwr_le_rshlp of the company paying the dividends of shares at least 25% cases): Sh? apore
Tajlk_lstan, Turkmenistan, Armenia, Syria, Czech Republic, Estonia Lawia. Litﬁugnia'
U.krame, Moldova, and the national agreement (the beneficial owner ojf the div,idends aici
directly with the dividend shares less than 25% cases at a rate of 10%); ’
(4) 10% (dividends holders are directly entitled to pay at least 10% share:a of the dividend
clgméjany): Philippi_nes (with the above national agreement, the ber;eﬁcial owner of
;é\é’lt;;?ast?eix: {};i@r)].ght to pay dividends directly, the company’s share is less than 10%,
(5) 15% (the beneficial owner of the dividends is a company, not including a partnership, and
has_ at least 25% shares of the company paying the dividends (case): Thailand arllja‘the
n_at_lonal agreement stipulates the beneficial owner of the dividends have direct payment of
dividends of shares of the company less than 25% cases at a rate of 20%) d °
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2.3 Royalties Article in Tax Treaties

The term ‘royalties’ usually refers to money paid as remuneration for the use of, or the
right to use literary, artistic or scientific works, including film, radio or television
broadcasting film, tape copyrights, patents, trademarks, designs or madels, drawings,
secret formulas or processes, as well as money paid as remuneration for the use of, or
the right to use industrial, commercial or scientific equipment, scientific experience
and information received as consideration. The Chinese tax treaties with Georgia,
Tajikistan and Turkmenistan stipulate that the concept of royalties does not include
payments for the use of, or the right to use the other industrial, commercial and
scientific equipment. The royalties article usually limits the tax rights of the source
state by specifying a reduced tax rate.

Most Chinese tax treaties with Belt and Road countries stipulate that, when
royalties arising in a contracting state and paid to a resident of the other contracting
state are taxed in the contracting state in which the royalties arose, under the law of
that contracting state, if the beneficial owner of the royalties is a resident of the other
contracting state, the tax payable may not exceed 10% of the gross amount of the
royalties.In the tax treaties with various other Belt and Road countries, the rateis lower
or-higher than 10%. For example, in the treaty with Georgia, the applicable tax rate is
$u;: Latvia and Romania, 7%; Egypt and Tajikistan, 8%; Pakistan, 12.5%; and Nepal
and Thailand, 15%.

There are different types of royalties with different tax rates in some Chinese
treaties, for example under the tax treaty with Poland, for the use of, or the right to use
industrial, commercial or scientific equipment, the applicable tax rate for the remu-
neration is 7%, but for the use of, or the right to use literary, artistic or scientific work,
including film, radio or television broadcasting film, tape copyrights, patents, propri-
etary technology, trademarks, designs, models, drawings, secret recipes and secret
programs, the tax rate is 10%. With the exception of certain countries,” the tax rate for
royalties under Chinese tax treaties with forty-two Belt and Road countries is 10%. In
addition, the Chinese tax treaty with Malaysia contains a special rule under which,

9. Specifically, it includes: (1) Georgia: 5%; (2) Laos: 5% (limited to Laos, 10% in China); (3)
Romania: 7%: (4) Latvia: 7%; (5) Poland: 7% (limited to the use, the right to use industrial,
commercial, scientific equipment to pay a variety of payments. To use or the right to use literary,
artistic or scientific works, including film, radio or television broadcasting film, tape copyright,
patents, proprietary technology, trademarks, designs, models, drawings, secret recipe, secret
program to pay all money as reward for the tax rate of 10%); (6] Egypt: 8%; (7) Tajikistan: 8%
(8) Pakistan: 12.5%; (9) Thailand: 15%; (10) Nepal: 15%; (11) Philippines: 15 % (limited to the
right to use or have the right to use literary, artistic or scientific works, including films, videos,
television or radio the copyright of the tapes paid by various payments. Pay to use or the right to
use the patent, trademark, design or model, drawings, secret formula or process as well as the use
of, or the right to use, industrial, commercial, industrial, commercial or scientific equipment,
scientific experience as all kinds of money reward information applicable tax rate is 10%); (12)
Malaysia: 15% (limited to the right or the right to use literary or artistic works, including film,
radio or television broadcast, film and tape, the copyright paid by the various payments. To use
or the right to use the patent, proprietary technology, trademarks, design or medel, drawings,
secret formula or scientific program, copyright, or use, the right to use industrial, commercial or
scientific equipment or related industrial, commercial or scientific experience and information
received as a consideration for the applicable tax rate 10%).
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where the royalties obtained by a Chinese resident are subject to movie leasing tax
under Malaysia’s movie leasing tax law, the fee is exempt from such tax in Malaysia.

Under Chinese bilateral tax treaties with Belt and Road countries, when tax treaty
provisions and domestic tax laws are inconsistent, if the treaty rate is less than the tax
rate prescribed under domestic tax laws and regulations, the treaty rate will prevail; if
otherwise, the domestic laws and regulations will prevail. Therefore, when Chinese
enterprises make investments in Belt and Road countries with which China has signed
tax treaties, they first should be familiar with the provisions of the applicable tax treaty,
especially the preferential treatment of interest, dividends, royalties and other relevant
items of income, and obtain a lower tax rate by applying overseas for benefits under the
applicable tax treaty.

In order to prevent the abuse of tax treaties, anti-tax avoidance provisions are
often included in the interest, dividends and royalties articles, such as beneficial owner
provisions, the principal purpose test (PPT) and a limitation on benefits (LOB).'°
Therefore, going-global enterprises should pay special attention to these provisions
when designing their overseas investment structures, so as to avoid being identified as
abusing tax treaties and therefore not entitled to tax treaty benefits.!!

At present, ten Belt and Road countries do not have tax treaties with China,
namely: Afghanistan, Bhutan, Burma, East Timor, Irag, Jordan, Lebanon, Maldives,
Palestine and Yemen. If a going-global enterprise invests in a country that has not

signed a tax treaty with China, tax will be paid solely in accordance with the domestic
law of the host country.

3 IMPACT OF THE OECD/G20 BEPS PROJECT ON THE APPLICATION OF
PREFERENTIAL TREATMENT UNDER TAX TREATIES

Due to the restriction and influence of various factors, countries lack  effective
cooperation and coordination in tax collection and the management of transnational
economic activities. Taxpayers take advantage of the tax differences arnong jurisdic-
tions and the mismatch of rules to carry out lawful tax planring, which artificially
causes taxable profits to ‘disappear’ or profits to be transferred 1o low-tax countries
(regions) with little or no substantive business activities, resulting in a serious erosion
of the tax base and damage to the interests of tax collection in the relevant countries,
This caused not only by the increasingly serious erosion of the tax base and the loss of
tax sources but also by the distortion of market resource allocation and damage to the
environment of fair competition. Especially in the era of the digital economy, a variety

of new tax planning methods adopted by multinationals has made this problem more
serious and prominent.

10. For example, article 23 of ‘double taxation and anti-tax avoidance and evasion treaty between
China and Russia’ (signed on 13 Oct. 2014, in effect from 9 Apr. 2016).
11. See 'Using Tax Treaties to help ‘Belt and Road’ Enterprise ‘Going Global”, PwC China:

http://www.pwcen.com/ webmedia/doc/63573 1546577072907_chinatax_newsﬁjulzo 15_34_chi
.pdf (accessed 22 Jun. 2016).
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In September 2013, the G20 sumimit commissioned the QECD to staﬁBthe
. olementation of an international tax reform project, namely the QECP/GZD a.se
& nd Profit Shifting (BEPS) project. The purpose of this project is to modify
Emswn'anal tax tules; curb multinationals’ avoidance of global tax obligations and
m[er'niu(;]f national tax}bases; and coordinate and equitably balance tax collection and
erosnljlocation among couniries in transnational economic activities. . .
‘o After three years” discussion, in October 2015, the OECD released fifteen final

ts under the Action Plan, as well as an explanatory statement. These results were
b d in November of the same year by the G20 summit in Antalya, and many
apPTOV_ZS - including China - are committed to the implementation of the output of the
(I;(?E]lljléngmject. The BEPS Action Plan and the measures in th? Final P.{eports represeilt
the first substantive change in international tax rules by. the international CFTlmggpz
in over almost 100 years. With the official imp]emen.tau.m? of the outgut of the i
project, at present, the international community and individual Founmes ha:e gtra_ 11
ally entered iito a post-BEPS era in which they are now translating BEPS outputs into

i AR entation.

demefl“t:e;g::nagainst the new background of changing interlllatiopal tax rules and
dontestic laws, the preferential arrangement in Chinese tax tr?atles with Bel_t and Road
~ountries will face new challenges. When a Chinese enterprise mak‘es_a_n anestme.n;
along the Belt and Road, on the one hand it should make full use of existing prefer.er?m
treaty provisions to maximize tax benefits; on the‘ other han.cl, because e;ns Eg
preferential tax treaties will absorb the new constra.mts and adjustments un dir_ e
BEPS project, Chinese enterprises will face constraints from these new F:on t;f)ns
while seeking to maximize tax benefits and interests. The prominent anq 1mme_ 1at)e
issue to be resolved concerns how to seek a balance between ensqnng _Chme; s
compliance with the BEPS project outputs on the oD hand, and mamtlalmmg t e
interests of enterprises to continue to enjoy preferential treatment and facilitate their
investment in Belt and Road countries on the other hand.

3.1 Provisions on Treaty Shopping under BEPS Action 6

Regarding the preferential provisions of tax treatie; and the sgl)ecif;c appl_1cat102
thereof, the main problems and challenges faced by Chmese.enterpnse.s in seeking an
realizing the maximization of those treaty benefits lie in the stricter regulat'ory
requirements imposed by BEPS Action 6 in response to the problem r?f treaty shloplpmg.
Under BEPS Action 6, to prevent the abuse of tax treaty benefits, the minimum
standard is - at least in bilateral tax treaties - that effective rules should be gdopted to
deal with treaty shopping. First, the title and preamble of a tre.a.ty should clarify th_at the
parties to the treaty intend to prevent the creation of conditions fo.r non-taxation or
reduced taxation caused by evasion of taxes, including treaty shopping. .
Second, to implement the common will of the contracting states, the treaty will:

- combine the use of the principal purpose test (as a general anti-abuse rule) and
a limitation on benefits (as a specific anti-abuse rule);
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- incorporate the principal purpose test; or
— incorporate a limitation on benefits, complemented by mechanisms against

conduit arrangements, for example by applying the principal purpose test to
conduit financing arrangements.

Entities that serve only as conduits and transfer gains to investors in a third
country are not allowed to enjoy treaty benefits. These different rules have their own
functions and roles: specific anti-abuse rules can provide greater certainty, but can deal
only with known tactics of abuse; general anti-abuse rules have less certainty of
judicial principles, but are able to deal with unknown or unsolved transactions of
abuse. These two methods to resolve treaty abuse are equally effective, but due to the
different legal environment and policy orientation, thersfore, while the minimum
standards can ensure that the abuse of a treaty can be effectively countered, countries
have flexibility to determine what rules to use.

3.2 The Connotation and Application Requirements of the LOB Rules

In 2002, OECD issued a report on restricting the entitlement to treaty benefits.'? This
report asserted that the conventional method could only serve as a guiding principle,
and that more specific rules should be implemented to deal with treaty shopping As a
result of this report, new provisions were added to paragraphs 10, 11 and 12 of the
OECD Income and Capital Model Convention and Commentary (OECD Model Com-
mentary) on Article 1 regarding ‘improper use’ of the Convention. OECD adopted the
entire LOB provision based on the 1996 US Model Convention (US Model), and an
objective-oriented anti-abuse provision (paragraph 21.4 of the OECD Model Commnen-
tary on Article 1) based on the UK practice. A LOB provision was also included ia the
BEPS Action 6 Discussion Draft published in 2014, which is more detziled vhan the
LOB provision recommended in Article 20(1) of the QECD Model.

The purpose of the LOB provision is to prevent the residents ot « third country
from obtaining the preferential treatment enjoyed by the residents of a contractin g state
under the reciprocal treaty. It is mainly based on the objective criteria of a legal nature,
ownership and daily activities of the residents of the contracting states to classify the
scope of residents that are entitled to enjoy treaty benefits. The basic concept is that tax
incentives are applicable only to taxpayers that have real commercial purposes or are
fully connected with the residence state. On the surface, each item of the LOB provision
is very different, but the essence of them all points to these two important factors. The
provision provides for the scope of ‘qualified residents’ that may enjoy treaty benefits,
including ‘qualified residents’, companies or entities that meet the test on active
operating activities, entities that meet the exemption provisions at the discretion of the
competent authorities, entities that meet the requirement of a ‘derivative benefits’

12. OECD, Restricting the Entitlement to Treaty Benefits (OECD 7 Nov. 2002).
13. OECD, Discussion Draft, BEPS Action 6: Preventing the Granting of Treaty Benefits in Inappro-
priate Circumstances (OECD Publishing 14 Mar. 2014).
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ision (the newly added BEPS Action 6)." It can be seen that the application scope
o ovision under BEPS Action 6 has been expanded, so that some normal
g .Pf or arrangements will not be excluded from tax treaty benefits. On the other
transacttltznrsequiremems under the provision of limited taxation of interest are more
haPd’ent and the crackdown on treaty shopping is thereby strenthened.
smngTh&; LOB rules are more detailed, which can provide an objective standard for the

etent authorities to make determinations; reduce the difficulty of appl]i.catign; and
ol cution time and expense. However, at the same time, the provision is more
rEduc]e exeand its application needs to consider the interaction between many other
COIﬂtP_’ezxzrms compounds the complexity of treaties, and increases the possibility of tax
;rr‘le;aaitlrag.e, so it is suitable to apply the PPT rules in practice to supplement the LOB

rules.
3.3 Connotation and Application Requirements of the PPT Rules

paragrapil .5 of the OECD Model Commentary on Article 1 sets_ a guiding prlingplet:ai
the princ.pal purpose of certain lransactions. or.arra‘ngemen[s lS.’[O gbtam d)e er >
status and obtain better treatment, then it is in violation of the objectives an_ piqi?l
¢ relevant provisions, and therefore it should not be granted treaty benefits. 1 T IC;
21.4 of the Commentary on Article 1 provides a sampl_e clause forllhe \PPTlriu es, :
guiding principle is that the benefits of a double taxgtlon conv§nt10n should not te
available where a main purpose for entering into certain U‘.aI‘ISEICHOHS or érrangemegls
was to secure a more favourable tax position and obtammg that more favoural e
treatment in these circumstances would be contrary to the object and purpose of the
1s.

Ielevaélélféaoa‘?esclloxlfvitll the PPT rules in the OECD note, BEPS A(.:tion 6 clearly sggge:;ts
that the PPT rules be included in the OECD Moedel, and explain the. key .terrna_m t e
article in detail, and use the examples to guide the cogrt t.o explain th%s sub].ectlve
principle. The Preventing the Granting of Treaty Benefits in Inappl‘oprlat? Circum-
stances, Action 6-2015 Final Report (Final Report of BEPS Action 6) stipulates a
proposed Article X (7) of the OECD Model as follows:

Notwithstanding the other provisions of this anventio‘n, a benefit u_nde_rf ‘[h!S
Convention shall not be granted in respect of an item of income or capital if it is
reasonable to conclude, having regard to all relevant facts and circumstances, that
obtaining that benefit was one of the principal. purposes of‘_any arran_ge_ment Er
transaction that resulted directly or indirectly in that benefit, _unless it is es_ta_ -
lished that it reflects a genuine economic activity or that grantlng that benefit in
these circumstances would be in accordance with t»he ob}wgct and purpose of the
relevant provisions of this Convention. [OECD, Action 6 Final Report, at 55]

Notwithstanding the other provisions of this Co_nventio'n, a benefit u_nde_r _th_is
Convention shall not be granted in respect of an item of income or capital if it is
reasonable to conclude, having regard to all relevant facts and circumstances, that

14. State Administration of Taxation: ‘Preventing Improper Grant of Preferential Tax Treaties
(Action Plan No. 6)’, China Tax Press, 2015, p. 21.

65

ARSI BT R AT T T Immmr




Cui Xiaojing

obtaining that benefit was one of the principal purposes of any arrangement or
transaction that resulted directly or indirectly in that benefit, unless it is estab-
lished that granting that benefit in these circumstances would be in accordance
with the object and purpose of the relevant provisions of this Convention.'

The provisions on the PPT rules in the Final Report of BEPS Action 6 do not
require that obtaining the treaty benefits be the sole purpose of a special arrangement;
it requires only that it be one of the main purposes. The concept of treaty benefits
includes all restrictions on the taxation right of the source state (such as tax relief,
exemption, deferred tax or refund) under Articles 6 to 22 of the treaty, eliminating
double taxation under Article 23 and non-discriminatory protection of national resi-
dents and residents of a contracting state in Article 24, and other similar restrictions.
However, if it is possible to prove that the preferential treatment accords with the

purpose and objective of the relevant provisions of the applicable treaty, the PPT rules
are not applicable.

3.4 Suggestions for Balancing Compliance with the BEPS Project and Access
to Treaty Benefits

The BEPS project puts forward new frameworks and requirements for shaping and
deepening international tax cooperation. China needs to participate in the further
adjustment and implementation of the BEPS project at the international level, The Belt
and Road Initiative, which the Chinese government has proposed, injects new vigour
and vitality into Chinese enterprises, strongly promotes foreign investment by Chinese
enterprises and creates conditions and convenience for enterprises to further enhance
their competitiveness on the international market. However, while Chinese enterniicas
make investment in Belt and Road countries, it is the time that the BEPS project.cnould
be implemented in various countries. International cooperation on anti-tax-avoidance
targeted at developed countries will bring about huge challenges and\inipacts for
Chinese businesses attempting to go global. Countries have beer revising their
domestic tax laws to implement the output of the BEPS projéct,;ana the investment
structure of Chinese going-global enterprises could be in confice with laws against
cross-border tax avoidance and tax evasion in various countries after their tax laws are
revised.

More importantly, with the deepening of Chinese advances in trade and invest-
ment in Belt and Road countries, China needs to further improve and strengthen
cooperation with countries as regards anti-tax evasion, properly balancing the appeal
of their tax benefits, according to the BEPS project’s framework and requirements.
However, one needs to be aware of the effects of strictly following the BEPS project’s
framework and requirements regarding Chinese tax benefits, particularly the poten-
tially adverse effects. Therefore, it is necessary to research further and adopt a flexible
and creative cooperation and implementation strategy according to the BEPS project,
as well as further improve and strengthen cooperation with Belt and Road countries on

15. Previously cited 12, State Administration of Taxation book, p. 79.
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3 avoidance through the inclusive framework. At the same time, China should
;nzi:iupport the development of the Belt and Road Initiative and the growth of
e

ChmE(S:e [?:itifr:ljzséxample of Chinese enterprises investing in Kazakhstan. Chinese
gses often choose the path of indirect investment by setting up intermed.iate
o ompanies, which are often based in Singapore. This is because the China-
holdlﬂi ([:an tpa.x tre,aty provides that the dividends Chinese enterprises receive from
Kazal;(hztan are subject to 10% corporate income tax as non-residents, while the
E:;Zkhstm—smgapore tax treaty provides that for dividenc} and b_onuses fron;i Katz}?f
Kkhstan, Singapore businesses need to pay only as% w1.thholdmg' tax. Un er the
China-Singapore tax treaty, the dividends r.ecewed by Chinese rgmdentlen‘;f-lrpnses
from Singapore are not subject to corporate income tax as n.on—remdents.. n this gaiz,
a Chinese enterprise that wants to investin Kazalfhstan can first set up an uilter.me iate
holding company in Singapore, and then invest into Kaze.lkhstan through the mte_rdme;
diate holding company. This will save the 5% corporate income tax as a non-residen

(Figure 5.2)-
Figure 5.2 Kazakhstan Investment Framework

- ———=> Stock right
——b Dividend

Domestic parent Domestic parent
China company A company A
3 3
No tax
2
Overseas
Singapore 10% intermediate
company C
5%
h 4 v
Overseas Overseas
fagakhatm subsidiary B subsidiary B

According to the requirements of BEPS Action 6, if Kaza.khstal? strengtl;ens the
regulation of intermediate holding companies, Chinese enterpnses will bear 5% of_the
income tax more than Singapore enterprises do without having to change thg China-
Kazakhstan tax treaty. This will increase the tax burden of Chinese enterprl‘ses a1.1d,
furthermore, affect their competitiveness on the internaticnal market - all while China
has not obtained any tax benefits from it. This is not conducive to the developmer}t of
the Belt and Road Initiative and the growth of enterprises. In fact, there may be various
reasons and considerations for a country to provide differential tax treatment t‘o
different countries; in fact it does affect and distort the market environment of fair
competition. Therefore, to solve the treaty shopping problem, Chipa must put The
market environment with fair competition into perspective. In this regard, China
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should carry out specific cooperation and coordination with Kazakhstan as regards the
implementation of BEPS Action 6. The basic strategies and methods include:

(1) adjusting the preferential tax rate for dividends, interest and royalties that
resident enterprises are entitled to enjoy in the original tax treaty, to a
preferential level compared with other countries in future. Do include a
most-favoured-nation treatment provision in future regional tax coordination
between China and Kazakhstan, providing that Chinese enterprises automati-
cally obtain preferential tax rates;

(2) without changing the original income tax rate for non-resident enterprises,
China should seek an exemption or loosened regulation for Chinese enter-
prises under BEPS Action 6.

For example, according to the connotation and application requirements of the
PPT rules, if one can prove that granting the tax benefit is in line with the purpose of
the relevant provisions of the treaty, the PPT rules are not applicable. In the face of the
unfair tax environment that Chinese enterprises encounter, China could engage in
consultations and negotiations with the host country to ensure that Chinese enterprise
investment and specific arrangements are in accordance with the purpose and objec-
tive of the tax treaty, so as to avoid being characterized as treaty shopping and
subsequently being denied preferential tax treatment.

Therefore, Chinese enterprises must take into account the change in Kazakh-
stan’s domestic tax laws and regulations when making investments, especially the new
amendment regarding anti-tax treaty abuse under domestic law, according to the 1.0O2
and PPT rules proposed in the BEPS Action 6 Final Report. Chinese enterprises iriust
redesign their own transactions, and never simply set up a number of intersodiate
holding companies for the sake of tax avoidance. Going-global enterprises should
strengthen the whole investment structure and commercial purposes according to
anti-treaty abuse rules in the host countries, in order to ensure tuat the holding
company in the intermediary state has a reasonable business purpo:c2, has substantial

b

business activities, independent of its people and property. This will help to avoid tax
risk and save tax expense.

On the other hand, countries should make adjustment accordingly in the
high-level design of national tax henefit distribution systems, especially to start with
negotiations with Belt and Road countries regarding the revision of tax treaties. This
should first be based on the principle of mutual benefit and reciprocity. It is necessary
to select those countries with a larger number of Chinese foreign direct investments
now or in future, and countries that have relatively higher levels of investment directly
into China, and lower the tax rate to 5% to 8% (from the existing 10%) on dividends,
interest and royalties. More preferential tax treatment, on the one hand, makes Chinese
enterprises no longer need to lower their taxes by establishing intermediate holding
companies in third countries, thereby avoiding a potential anti-avoidance investigation
triggered by tax planning arrangements. Meanwhile, under the precondition of com-
plying with the BEPS project requirements, China can exercise its tax sovereignty rights
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ide the tax rate, tax type and scope of taxation under its domestic laws, save
c ; ) : : _

“ d’fal structure expense and tax expense for enterprises, further promoting the
capl

. vestment by Chinese enterprises in Belt and Road countries.
inv

4 EMPIRICAL ANALYSIS OF THE PREFERENTIAL TAX TREATIES USED
BY CHINESE GOING-GLOBAL ENTERPRISES
Because foreign investment by Chinese enterprises is still in its infancy, some going-
bal enterprises do not understand tax treaties. Indeed, some are nt?t ?ven aware of
gID' existence, to speak nothing of the ways and tactics to maximize tax treaty
g;iiﬁts. According to a survey conducted by the Beijing muxtlicipal office o£ Si[atg
Administration of Taxation in 2014 of 281 going-global en.terpnses, near.ly 920 lf; 1a_
never received the proper tax treatment abroad under app.hcable tax treaFles. T erei %s
little consultation applied by taxpayers with other countries about tax disputes. T 1151
chapter take< 1aterest, dividends and royalties as an ex_ample, and makes an.empm;a1
analysis i elevant cases, with a view to providing g}.ndance for Chinese going-globa
enterprises to maximize their enjoyment of tax benefits.

4.+ Case of Chinese Unicom Red Chip Company: Dividend Discount

4.1.1 Facts of the Case

The actual name of Chinese Unicom Red Chip Company is Chinese Un_ited Network
Communications (Hong Kong) Limited Company, and it belongs to Chl{nese U.n{com
Group listed in Hong Kong. The Hong Kong Stock Exchange has so'-called red ch_1p and
‘blue chip’ stock. Red-chip companies are those Hong KOI.l.g*hStEd c.ompem}es the
largest holding power of which is directly or indirectl.y afﬁ.hated to institutions or
enterprises from Mainland China, i.e., Chinese enterprlsgs listed on the Hgng Kong
Stock Exchange. The headquarters and actual administrapoq of Ch'l-Illese Un.lcom Req
Chip Company are located at Financial Street, Xicheng District, Beijing. Wei Yanwei,
the chief of Large Enterprises and International Tax Managemem Depaﬂmem gf
Xicheng District Tax Bureau in Beijing stated that although Chinese Um.com Red Chip
Company is listed in Hong Kong, it is also a Chinese resident enterprise. Under the
regulation of National Taxation Administration (2009 No.. 82), overs§as r'eglste.red
Chinese-invested enterprises are to be characterized as resident entgrpnses in China.
Based on ‘actual management standards’, Chinese Unicom Red Chip Company was
identified as a Chinese resident in November 2010.

In March 2011, based on corporate tax data, the Large Enterprises _afld Interna-
tional Tax Management Department of Xicheng District Tax Bureau in Beijing learned
that, in 2009, China Unicom signed a strategic alliance agreement and mutual
investment equity subscription agreement with a Spanish telecommunica.tions co.m-
pany, Telefdnica Internacional S.A.U (Telefénica), with the two compgmes hol.chng
each other’s shares. In May 2011, Telefénica distributed dividends to Chm.ese Unicom
Red Chip Company four times. Under Spanish tax law, Telefénica withheld and
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remitted tax on the dividends. The tax rate was 18% before 31 December 2009, and
19% thereafter. Telefonica withheld a total of EUR 22.64 million (approximately CNY
210 million).

It seems reasonable to obtain dividends from foreign shares and pay taxes under
local law. However, Chinese Unicom Red Chip Company was identified as a Chinese
resident enterprise from 1 January 2008; it should enjoy tax treaty treatment accord-
ingly. China and Spain signed an income tax treaty early in November 1990, Article 10
of which provided that the source state is to cap the tax rate for dividends at 10%.
When a Spanish resident pays dividends to a Chinese resident, the tax rate should not
exceed 10% of the total dividend. Accordingly, the Xicheng District Tax Bureau stated
that China Unicom should enjoy a preferential rate of 10% on income. The company
agreed with this, and actively pursued relevant procedures, and jointly asserted its own
tax interests and national tax sovereignty with the tax department.

In April 2011, Chinese Unicom Red Chip Company communicated with the
Spanish tax authorities on many occasions to apply for treatment under the applicable
tax treaty. Chinese Unicom Red Chip Company also requested that the authorities
refund the Spanish tax from 2009 to 2011, which was more than the required
minimum, totalling EUR 10.62 million. '

4.1.2 Analysis of the Legal Issues

The focal issue of the Chinese Unicom Red Chip Company case is tax residence status.
If any Chinese resident goes abroad to engage in business activities, it may request the
related treatment stipulated in the applicable tax treaty. Because the tax treaty 1v
applicable only to ‘the residents of contracting states’, going-global enterprises. 1iiust
first prove their Chinese tax residence status. Because Chinese Unicom Red'Chip
Company is listed in Hong Kong, and this place of registration is not in the mainiand of
China, it could not be seen as resident enterprise of Mainland China without a special
procedure to indicate its identification. However, if it were identified.as a Mainland
China resident enterprise under the mainland corporate income:tax riles, the appli-
cable tax treaty benefits would be completely different.

Under regulations of the National Taxation Administration, going-global enter-
prises should complete the application form for a Chinese tax residence certificate and
submit it to the local taxation administration in the foreign jurisdiction. The Chinese
tax authorities responsible for such matters under the provisions of the application
matters, in accordance with the corporate income tax law, individual income tax law
and tax treaties for residents, render an opinion on the applicant’s Chinese residence
certificate which is issued by the Chinese Director General of Taxation. Residence
certificates for Chinese companies are issued by the tax authorities of the place where
the taxpayer’s headquarters is located.’

16. Liu Guangming et al., How nearly 100 Million Yuan of Overpayments Are Returned to Ching from
Spain, China Revenue News (29 Aug. 2011), 5th edition.

17. According to the Notice of the State Administration of Taxation on Relevant Matters Concerning
the Issue of ‘the Identity Certification of Chinese Tax Residents’ on 28 Jun. 2016 (No. 40 of 2014
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Chinese Unicom Red Chip Company’s way to safeguard its own rights‘began.with
hinese tax residence certificate. The Xicheng District tax bureau studied Ch.mes.,e
[he' C Red Chip Company, and immediately issued a notification to the enterprise in
UmCOJtI; remind the enterprise to apply for a Chinese tax residence certificate as soon
G;d:;ssible and timely apply for treaty benefits with the Spanish tax authorities.
a ;

4.2 Case of Huaxin Cement Limited Company

4.2.1 Facts of the Case

As a key project in the Belt and Road Initiative, .Hl.laXiIl Cer.ne[n Limited Co'mpafny
established a subsidiary, Yawan Company, in Tajikistan wh1f:h was responsible ﬂ(l)r
carrying out the business in Tajikistan. It was Feported.that in December 2012, he
Yawan Company took a USD 78 million loan for a period of sev.e1.1 ygars from t-g
National Devilopment Bank of China, paid interest of USP ’?’.94 I-HIHIOI'I 11} 2013, pa}
income tax of USD 470,000 at the rate of 12% unde.r Tajikistani domestic law, paid
interest of USD 4.45 millicn in 2014 and did not pay income tax. Howev?r, gnder the
Chiria-Tajikistan tax treaty, the interest could be tax exempted. After apphcatmn.of the
(ax oxemption by Yawan Company to the Tajikistan Tax Bureau, the latter repl;ed on
- November 2014 and agreed that the annual interest would be t.axed at .the 8% rate
stipulated by the tax treaty, but not including taxes payable on interest in ?013 and
2014. To this end, Yawan Company repeatedly communicated with the Tajikistan Tax
Bureau, seeking to exempt the 2014 interest from income tax under the tax treaty and
obtain a tax refund for 2013.

However, the Tax Bureau did not agree and urged Yawan company to pay usDh
530,000 for the withhelding tax on interest in 2014; otherwise it would be subject to
penalties. Because at that time the Yawan Company had signed a lloan agreement for
the USD 100 million investment in a second-tier project with the Naticnal Development
Bank of China, if it could not benefit from tax treaty treatment, the company would
have to pay nearly USD 5 million income tax. Therefore, because efforts to coop‘er.ate
failed, Huaxin Cement Company had to request help from the local tax authorities,

reau of Huangshi City.
Dameg;};erlaj)r(uilrly 2015, the Ta%( Bureau of Huangshi called the Natilonal Tax Bureau
of Hubei Province to report the problem. On 4 February 2015, the National Tgx Bureau
of Hubei Province fully collected the information and reported the .detalls 10 Fhe
National Taxation Administration. After having been informed, the National Taxation
Administration immediately launched a Mutual Agreement Procedure (MAP) lunder
the tax treaty; wrote to the Tajikistan Tax Bureau; and requested a tax EXeH:lpth[l on
the interest paid by Yawan Company te the National Development Bagk of ;lh%na under
the tax treaty. Through efforts to cooperate by the Chinese embassy in Tajikistan, the

by the State Administration of Taxation). The domestic and overseas brancha?s oflf(;hinesef
resident enterprises shall, through their head office, apply for the issuance of ‘Certi icate o
Resident of Tax Resident’ in any one calendar year in which they constitute the tax resident in

China.
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Tax Bureau of Tajikistan confirmed that it received the letter, and finally agreed tg
grant the tax exemption under the tax treaty.

This has brought approximately USD 5 million in profit for Yawan Company.
Thus, through the joint efforts of the Tax Bureau of Hubei Province and the Tax Bureau
Huangshi, which lasted thirty-six days, Hubei’s first case to safeguard its rights in
taxation on the road to investment in a Belt and Road country, was finally settled.'®

4.2.2  Analysis of the Legal Problems Involved

The first issue in the Huaxin Cement Company case is to determine whether the interest
should be paid in Tajikistan. In this case, Yawan Company is a resident enterprise in
Tajikistan. It obtained loans from the Naticnal Development Bank of China, and paid
interest to the National Development Bank of China. Under the China-Tajikistan tax
treaty, the interest is deemed to arise in Tajikistan (under Article 11 (6))."" Article 11(2)
of the tax treaty stipulates that the interest that arises in one conftracting state and is
paid to a resident of the other contracting state, may also be taxed in the state where the
interest arises under the laws of the state. However, if the interest beneficiary is a
resident of the other contracting state, the tax may not exceed 8% of the total interest.
Therefore, under the above provisions, the interest paid by Yawan Company to the
National Development Bank of China is taxable under Tajikistani domestic law, and
the income tax is to be paid at 8% (the treaty tax rate) instead of 12 % (the domestic tax
rate).

However, under Article 11 section 3 of the tax treaty, notwithstanding the
provisions of Article 11 section 2, interest arising in a contracting state and paid to'the
government, local authorities, the central bank or any financial institution wholly
owned by the government of the other contracting state, or interest arising froi one
contract state and paid for a loan that is guaranteed and insured by the gevernment,
local authorities, central banks of the ather contracting state or financial institutions
wholly owned by the government, is entitled to tax exemption in t¥e ‘irst mentioned
contracting state. As the National Development Bank of China s » vix-exempt financial
Institution under the above provisions, the interest paid by Yawan Company to the
National Development Bank of China should enjoy tax exemption in Tajikistan.?®

At present, among the fifty-four Chinese bilateral tax treaties with Belt and Road
countries, forty-nine stipulate that the source state of interest must grant a tax
exemption to, or does not enjoy the right to tax interest of the other contracting state,
an administrative subdivision or a local authority and the central bank or financial
institutions wholly owned or controlled by government. Furthermore, twelve of those
tax treaties have specified the scope of “financial institutions completely owned and
controlled by the government’, namely the Development Bank of China, the

18. Zhu Yan et al., Cross Border Taxpayers Should Pay Special Attention to the Taxation, China Tax
Newspaper, A01 (23 Mar. 2015).

19. Article 11(6), China-Tajikistan tax treaty ('if the interest payer is the resident of one contracting
state, the interest shall be deemed as have occurred in this contracting state’.).

20. Tax treaty between China and Tajikistan.
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Agﬁcultural Development Bank of China and the Export IrnporF Bank of phina; some of
these treaties include the National Social Security Fund (leouncﬂ, the .Cl.nna Igvestment
Corp. and other policy non-bank financial institutions.”” The .re.malmng. thlrty—s?veli
tax treaties®* contain only an exemption principle, without explicitly spgn‘ymg a' list of
financial institutions. In addition, five tax treaties, qamely those with Bosnia e%nd
Herzegovina, Israel, the Philippines, Russia and Slovenia, do not grant a tax exemption
for interest paid to financial institutions controlled or owned by .the governm.em.

On the other hand, recently, newly signed treaties and revised tax treaties have
relaxed the scope of financial institutions owned or controlled by thle govgrnlmerllt, f.rom
the original ‘full ownership’ to ‘main ownership’, and t?le scope_of financial .1nst1tut1.ons
{hat are granted tax exemption is gradually expanding. Taking the revised .Clinnal-
Romania tax treaty (signed on 4 July 2016) as an example, paragraph 3 of .A.rtm e-z 1
stipulates that notwithstanding the provisions of. paragraph 2, interest arlslmg mta
Contracting State and beneficially owned by a resident of the other Cont-ractl.ng. Stale
shall be taxable only in that other State to the extent that such mlter_est is peuld. a) in
respect of inaebtedness arising as a consequence of the sale on credit of any equ}pmemi
merchandise or services; or b) on any loan of whatever kmd. granted b_y ‘a.fmanmal
insticition of that other State; or c¢) to that other State or a pohtu.:al subdivision, }Qca
quihority or administrative - territorial unit thereof, or any entity Wl-lCJHY or mainly
vwned by that other State. The term ‘mainly owned’ refers to ownership of more than

Q
i A'The tax treaty with Cambodia (signed on 13 October 2016? also ?tipul._ates tl.le
same. For the purpose of paragraph 3, Article 11, the understanding of ‘any financial

21. For example, the tax treaty with Pakistan includes only t}]e People’_s Ba_nk of Ch;ﬂa §r(1:cll _1311115n0;
China; the tax treaty with Turkey includes the People’s Bank of Chlpa,.B}aln o’t n?: e
Industrial Bank of China International Trust and Investmel_'lt Corporation; t ? tax tretaBy ul
Laos and Oman stipulates that only the People’s Banl_( of China, the State Deve c}){pn;eglh_ a1.1 T
China, the Export-Import Bank of China and the Agn;ul[urgl D‘evglop_mezlt B?n 0 hm%haina
Indonesia Agreement on Tax stipulates that “any financial institution” re ers mt g EE r:ti
Development Bank Corporation, the Agricultural _Developmen‘[ Bank of Chl}[ll‘a, : e i(poem
Import Bank of China, the National Council for Social Security F?nd and the C ina n\;les I;: te
Corporation; the tax treaty with Brunei includes the Pepple ] Ba.nk_ of ChlmDa, tle ea .
Development Bank of China, the Export-Import Bank_of China, the Agn.cultura ! leg_e oprr;rré
Bank of China, the National Council for Social Security Fun_d; the tax treaty Wlltl mgtaéj k,
Turkmenistan and Tajikistan includes the People’s Bank of China, the China Dlelve opﬁneg dg}gai
the Agricultural Development Bank of China, the Export-Import Bank of (_311{r:1a, the t an_ i
Council for Social Security Fund and the China Exp_ort & Credit [neu_lrame (irpora l(t) f?,ank
exchange of Notes with Malaysia tax treaty also {llcludes the China D9vefprnce]n_ i
Corporation, the Agricultural Development Bank .Of China, the Equrt—lmpon Banko tllma, Ih;
National Council for Social Security Fund, the China Export & Credit Insurancg gorporél fon, :
China Investment Corporation and the silk Road Fund Co., Ltd.; Agreement witl Aze}r1 ajgan_ alx
includes: the State Development Bank of China, the Exportfhnpc‘rrt Bank of C}lmg, tl e Bgrlﬁuﬂf
tural Development Bank of China, the National Cogncﬂ for Social Sgcumy Purfl ’1 t_ e ar& o
China, the Construction Bank of China, the Industrial and Commercial Bank of China an e

i ank of China.

20 ﬁiﬁﬁgilrlllga'l"lhziland, Vietnam, Nepal, India, Bangladesh, Sri Lar_lka, Kazakhs;ei]l;, nggzs;;r;,
Uzbekistan, Egypt, Mongolia, Belarus, Ukraine, Mo}dov_a, Georgia, ArmEIIua, ag_lai r%qoni
Czech Republic, Slovakia, plus Leah, Estonia, L1th1_.1arua, Hungalry, Latvia, M_ace oin?, e
tenegro, Romania, Poland, Serbia, Kuwait, the United Arab Emirates, Bahrain, Qatar, Sau
Arabia, Sytia, Iran.
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institution or statutory body mainly owned by the Government of the other Contracting
State’ in China refers to: the National Development Bank of China, the Agricultural
Development Bank, the Import and Export Bank of China, the National Social Security
Fund Council, the China Export and Credit Insurance Corp., the China Investment
Corp., Industrial and Commercial Bank of China, the Bank of China, the Construction
Bank of China, the Agricultural Bank of China, and any institutions or legal entities that
are mainly owned by the Chinese government, and which the competent authorities of
the two contracting states may agree at any time.

4.3 Case of Jerry Petroleum Company

4.3.1 Facts of the Case

Yantai Jerry Petroleum Company (referred to here as Jerry Company) is a locally listed
company based in Yantai, Shandong Province. In 2010, Jerry Company established 3
wholly owned subsidiary in Kazalkhstan, leasing its own equipment to the subsidiary
and charging a leasing fee. The total price of the equipment was approximately CNY
19.56 million, and the leasing income was approximately CNY 53 million over six
years. The Kazakhstani tax authorities become aware that the subsidiary paid a huge
amount of fees to the parent company, and therefore immediately withheld 15%
income tax from the leasing fee paid overseas under its domestic tax law.

In 2011, when Yantai Tax Bureau was making the final settlement for income tax
of Jerry Company, it questioned whether Article 12 of the China-Kazakhstan tax treaty
stipulated that for the leasing income obtained from the Kazakhstani investmens,
royalties are to be taxed at10%. Jerry Company submitted a tax refund applirativn to
the competent tax authorities in Kazakhstan, but the Kazakhstani comietent tax
authorities insisted in applying domestic law and rejected Jerry Company’s applica-
tion. The company’s effort to protect its rights was very passive in Kazakhstan. The Tax
Bureau of Yantai selected key personnel to intervene decisively, cuder the article
concerning MAP of the China-Kazakhstan tax treaty, and coa<hed the enterprise on
how to complete the application for a MAP, submitted the request to the Chinese tax
administration via the provincial tax bureau and started negotiation procedures with
Kazakhstan.

After rounds of intense bilateral consultations and negotiations, Kazakhstan
finally agreed to offer the refund. On 20 February 2012, the State Administration of
Taxation issued a notice to Jerry Company, stating that Kazakhstan must tax the
leasing income at 10% under the royalties article of the tax treaty. Jerry Company could
pay CNY 2.65 million less to Kazakhstan. Kazakhstan also notified Jerry Company that
it agreed to impose a 10% leasing tax rate on Jerry’s leasing income obtained in
Kazakhstan and was prepared to refund the excess tax collected previously. Therefore,
the income tax liability was reduced to CNV 5.3 millien (from CNY 7.95 million).
Kazakhstan also agreed that, in future, the maximum rate under the tax treaty would
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applied directly without the taxpayer having to seek a refund. Having receiveq the
betife from the Kazakhstani tax authorities, Jerry Group prepared files and submitted
no

N 3
its tax refund application.”

4.3.2 Analysis of the Legal Issues Involved

This case involves the tax rate applicable to income from related-party e_quiprélejgt
Jeasing and the means of tax collection and payment. Jerry Company. and its subsid-
iarieg in Kazakhstan are tax residents of China and Kazakhstan, respectively. Thfey may
lar]? the China-Kazakhstan tax treaty. Under Article 12 of that treaty, equipment
?:’aii?lg fees are royalties.>” Kazakhstan has the right2 _to levy taxes, and it may iII-lpOISE
tax under its national laws, i.e., at the 15% tax rate.” However, J?rry Companﬁf the
recipient and ultimate beneficiary of the leas‘mg ffae from the equ_lpmem. l(azze; Ats:;n
should apply A maximum rate of 10% when it levies taxes under its own ‘law. he
same time, s the tax treaty does not stipulate how to execute these_ t_ax rate caps, t .e
host counttizs apply the rate in accordance with the relevant provisions of domestic
law, comie countries give refund after collection, and some (.ZOU_HU'IES ap.pl‘g the ;ax cap
wiies tae taxpayer makes a declaration. But in recent years in the negotlatlpn g alnev;
ta, treaty or amendment of an old tax treaty, China norrgally seeks to have it stipu afte
(hat the tax cap will be applied directly rather than in the forrp of a refund after
collection, so as to reduce the tax expense of going-global .enterpnses.

This suggests that Chinese enterprises need to acpvely underfstand and t.ake
advantage of preferential treatment provided by .tax treaties, and Clé.ll‘lfy lhs rlel{a;\;ﬁn-
ship between tax treaties and domestic tax laws in the process qi going globa . " en
atax treaty and domestic tax law are not consistent, most countries generally SUP ate
that the treaty will prevail. If the treaty tax rate is less than the rate under domestm.law,
the preferential tax rate under the tax treaty is allowed (although there are exceptlops,
the United States). When a treaty is given the priority, the knowledge and application
thereof can bring significant tax benefits for enterprises.

5 SOLUTION TO ADDRESS DISPUTES REGARDING TAX TREATIES
BENEFITS

In the case of Huaxin Cement, the relevant interest should enjoy tax exemption in
Tajikistan. The Yawan Company consulted with the Tajiklstan Tax Bureau many
times, but the latter not only refused to grant a tax exemption for 2014 and refllmd the
interest income tax paid in 2013 but even urged Yawan company to pa.y interest
accrued taxes of USD 530,000 in 2014. The enterprises represented by Huaxin Cement

23. Zhang Tongpeng, Five Shandong “Going Global’ Companies Telling How to Crack Three Corporate
Tax Revenite Problems, China Tax News (22 May 2015), B1.
24, Atticle 12(3). @ o treat
25. Article 12(1) & (2) China-Kazakhstan tax treaty. S N 7
26 Articlg 12%2% Ch[in}a—Kazakhstan tax treaty (‘but if the recipient is the beneficiary of ﬂsle royalty
. fee, then the tax payable shall not exceed 10% of the total amount of the royalty fee’.).
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Company face the issue of how to safeguard their rights when they have tax disputes
with the tax authorities in the host country in the process of going global. In the theory
and practice of international tax law, enterprises can generally start with the following
ways to safeguard their rights.

5.1 Local Relief in the Host Country as the Main Solution

In the long history of international practice, as for how to resolve disputes between
foreign investors and host countries, the territorial supremacy of host countries has
been universally respected and recognized by the international community. Among
them, for the majority of developing countries that have suffered external interference
and coercion over the course of history, they particularly care about the territorial
supremacy as hosts when resolving disputes and conflicts of interest with foreign
investors. They maintain that disputes need to be resolved by local relief from the host
country, as is required by domestic law and foreign policies. Most Belt and Road
countries are developing countries, and their territorial superiority as host countries
should obviously be highly respected by China, Chinese enterprises and individual
investors. In the event of disputes with Belt and Road countries, individual investors
and Chinese enterprises should fully respect and make use of Belt and Road countries’
local relief to resolve the disputes.

However, there are obvious deficiencies in the awareness and ability of Chinese
enterprises and individual investors to apply the legal rules to seek lacal relief in the
host country. To this end, the Chinese government should strengthen and improve the
awareness and ability of Chinese enterprises and individual investors to pursue loc.l
relief options in the host country from many perspectives. From the perspectivag af
individual investors and Chinese enterprises, they should further strengthen the
awareness and ability to utilize domestic and international tax law experts to timely
prevent and control tax disputes; when disputes arise, taxpayers should be able to rely
on the support of tax law experts at home and abroad to help resolve tax disputes by
pursuing local relief options in the host countries. From the pérspective of the Chinese
domestic support system, the Chinese government can provide <upport and assistance
for Chinese enterprises and individual investors to use host-country local relief options
through establishing and using various consulting and service mechanisms. In this
regard, the State Administration of Taxation has established two support institutions
for international tax law and policy services, namely, the 12366 Beijing Tax Service
Centre and the Shanghai Tax Service Centre.

5.2 Diplomatic Protection as Auxiliary Solution

Diplomatic protection refers to the responsibility of a country to invoke another
country’s responsibility in the name of the state through diplomatic actions or other
peaceful solutions due to the internationally wrongful act of another country that has
inflicted harm upon the first country’s nationals, so as to enable the country to fulfil its
responsibilities. Generally speaking, whether to exercise diplomatic protection is a
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right of the state decided at its own discretion, not the obhgatlion fo? its citizens. There
are three prerequisites for the exercise of diplomatic protectl.on. First, the damage to
pationals in a foreign country must be caused by the international wrongful .ac.t of the
foreign country. Second, the requesting state must be able to prove that the victims are
own nationals. Third, the local relief options must have been exhausteq.

A request for diplomatic protection may be filed without the e;haustlon of 10(?a1
relief options if: (i) there is no reasonable and available 1oca1"rehef, or llocal relief
options provide no reasonable possibility of such remedy, (ii) .the. relief process
involves undue delay, and that delay is caused by the country.whlch is al‘:leged to .be
responsible, (iii) the victim is apparently precluded from purslumg local reheﬁ and (iv)
the state alleged to be responsible has conceded the exhau.stm_n of local relief. 11'1 the
judgment in the Diallo case in May 2007 (preliminary objecFlon),. the Internatlopal
Court of Justice once again confirmed the two principles of natmnahtyI and e;shaustlo.n
of local relief which are universally recognized conditions for the exercise of diplomatic

its

protection, . ‘ .
As a-1ule of customary international law, with the development of international

practic€.and the draft articles on diplomatic protection compiled and adopted by t}_le
[nte;national Law Commission in 2006, there have been some new deveiopments. in
e ciplomatic protection system and its interpretation. Furthermore, thc_e gz?e_mpnon
~ules have increased such as the standard of nationality; rights and .I’BSpOnSIblll’[IES; and
the demand for local judicial relief. China has actively participated in the whole process
of international legislation of Draft Articles on Diplematic Protection and put forward
its own proposal and position for it. . B

At the same time, facing the huge outbound flow of enterprises and citizens,
China is still exploring ways and means to effectively protect overseas mterlests, aqd
overseas interest protection still has a long way te go. In short, the d1p10ma.t1c
protection system and its interpretation are undergoing new changes, but the gxermse
requirements and basic framework have not changed fundamental_ly, e_spemally as
regards the exhaustion of local relief requirement. Therefor.e, ad_udr.essmg disputes over
preferential tax treatment via diplomatic protection remains limited to har_sh con_d1—
tions. Moreover, as diplomatic protection covers a wide range of areals, Wlt[h a hlgh
level of political sensitivity, China is unlikely to readily resort to using diplomatic
protection to resolve disputes on tax treaty benefits, especially between Belt and Road

countries.

5.3 MAP Between Contracting Countries

The MAP under tax treaties opens up an effective international relief channel for
going-global enterprises and helps to properly resolve the tax dis.pun.as abroad for such
enterprises. Chinese tax treaties with Belt and Road countries 1nclude.a munj'lal
agreement provision, which stipulates that when authorities of the. cogtractmg parties
cannot reach an agreement regarding the interpretation or appllcatlol} a tax treaty
provision, or one country’s tax collection practice leads to double taxation, they may
consult together to resolve the international tax dispute.
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which they operate). To this end, the development of efficient and effective advanceq
pric%ng agreement (APA) programmes will be fundamental. This will be analysed ip
section 2.6.

This chapter will address the above-mentioned topics by providing, first, 3
background on each one, taking into account the main features from a gene},ﬂ
international perspective as well as those specifically related to OBOR countries, and
then, some conclusions and proposal for future developments. !

2 RELEVANT AREAS OF STUDY
2.1 Manufacturing Activities

Manufacturing activities give rise to some of the most common kind of transactions
around the world. In general, businesses can operate with three types of models
namely toll manufacturers, contract manufacturers and full-fledged manufacturers,
Toll and contract manufacturers operate in a quite similar way. They are limitedfrisk
service providers, producing goods strictly under specifications and selling everything
back to the principal. Other than plant, machinery and routine manufacturing skills
they do not own valuable IP, such as patents and secret formulas. The main differencé
between the two business models is seen in the fact that the tol] manufacturer does not
bear any inventory risk, while the contract manufacturer procures and owns raw
materials and takes title to the finished products, thereby bearing the related inventor:r
risks. In contrast, the functions of a full-fledged manufacturer cover, for examp‘é
manufacturing, procurement, inventory management and customer negotiations a‘sj
well as sometimes research and development (R&D) and marketing activities. F'u;]-ler—
more, a full-fledged manufacturer generally possesses various inventory and valuable
1P,® such as industrial/technical know-how and secret formulas. As awesuit, the risks
undertaken by a full-fledged manufacturer are substantial and material.

For transfer pricing purposes, the nature of transactions betesn related parties
arising from the manufacturing activities should comply witiy the"arm’s length prin-
ciple. This often requires the performance of an accurate comparability analysis, by
means of a comparison between terms and conditions agreed between related parties
and those agreed between unrelated parties, Due to the differences in risk profiles, it is
the general understanding that toll and contract manufacturers are, in principle,
remunerated with relatively low but stable returns, while full-fledged manufacturers
can claim the residual profits (or suffer considerable losses). In this context, the
clomparable uncontrolled price (CUP) method, the cost-plus method and the transac-
tional net margin method (TNMM], typically applied in practice, rely heavily on

6. z_i\notl_ler type of manufacturer that literature often mentions is the licensed manufacturer. The
functional profile of a licensed manufacturer is generally the same as that of a full-ﬂéd ed
manufacturer. However, a licensed manufacturer does not perform R&D activities, and does iot
have product- or manufacturing-related Intangibles. For production purpose, the li’censed manu-
facturer uses intangibles via license agreements with an associated entity 0; third party,
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comparables data. As a result, two main issues are often identified, especially within
developing countries, namely the lack of comparables data” and the allocation of
Jocation savings.®

Regarding the lack of comparables data, developing counties are faced with a
shortage of commercial databases, publicly available, for the purpose of finding
comparables data. It is undisputed that the likelihood of non-OECD countries not
having access to a commercial database with company financial or pricing of transac-
tions is much higher than that of OECD countries. The main reasons are that those
countries do not have resources available to purchase databases and/or lack skilled
personnel to manage and operate these databases. Furthermore, for some countries
that have access to these databases, the data that are relevant to their audit may not be
sufficient. In 2015, 106 countries had no more than ten independent records with
revenue and net margin information, and thirty countries had approximately 10-100
such records. Many OBOR strategic countries, including Albania, Armenia, Azerbaijan,
Bahrain, Belares, Brunei, Croatia, Georgia, Iran, Kyrgyzstan, Lacs, Moldova, Mongo-
lia, Nepat, Jatar, Syria, Tajikistan, Turkmenistan, Uzbekistan, and the United Arab
Emirates were on that list. The issues are caused by the fact that these countries do not
have proper financial registries where local companies can record their corporate
fnancial information that could be also used for transfer pricing analyses. This issue,
2 some extent, often ends up with tax administrations using ‘secret comparables’ in
tax audits. However, such use of secret comparables may infringe the tax secrecy of
taxpayers the tax data of which are taken for assessment use, and, in addition, the
assessed taxpayers would not be able to properly defend their results because they lack
access to the secret data.® As a result of the conflicting interests against taxpayers’
rights, the use of secret data could discourage MNEs from establishing business
operations in the concerned jurisdictions, potentially harming the success of the OBOR
project.

In China, tax administrations may use public information (e.g., the databases of
the National Bureau of Statistics and the Bureau van Dijk), as well as non-public

7. For guidance on these topics, see The Platform for Collaboration on Tax, Discussion Draft: A
Toolkit for Addressing Difficulties in Accessing Comparables Data for Transfer Pricing Analyses
(January 2017); European Commission, Dir.-Gen. Taxation & Customs, EU JTPF, Report on the
Use of Comparables in the EU (Oct. 2016), JTPF/007/2016/FINAL/EN.

8. For guidance of these topics, see OECD, Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations (OECD Publishing 2010), D.6.1. Location savings, amended by OECD,
Aligning Transfer Pricing Outcomes with Value Creation — Actions 8-10 Final Reports, OECD/G20
Base Erosion and Profit Shifting Project (OECD Publishing 5 Oct. 2015); UN, Practical Manual on
Transfer Pricing for Developing Countries, supra n. 3, paras. B.2.3.47.-B.2.3.2.61.; Cooper et al.,
World Bank Transfer Pricing Handbook, supra n. 4, p. 218-219.

9. The OECD is generally opposed to the use of secret comparables. OECD Guidelines (2016), para.
3.36. The view of the UN is rather flexible (UN, Practical Manual on Transfer Pricing for
Developing Countries, supra n. 3, paras. B.1.6.30.-B.1.6.32) that the tax authorities may use secret
comparables in a transfer pricing audit; however the tax authorities should (within limits of
confidentiality) disclose the data to the taxpayer so as to assist the taxpayer in defending itself
against an adjustment. The World Bank Transfer Pricing Handbook contends that, in practice,
non-pubic information is often used by tax administrations for risk-assessment purposes, rather
than for transfer pricing adjustments, and such information is practically useful to establish a safe
harbour margin. Cooper et al., World Bank Transfer Pricing Handbook, supra n. 4, at 1501-51.
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information, to prove compliance with the arm’s length principle during transfer
pricing audits.'” To do so, they may collect secret comparables during transfer pricing
audits to use them as comparables in other audits in the same industry.

Likewise, the law of Kazakhstan envisages the use of the following sources of
information on market prices (in the arder of priority): (i) officially recognized sources
of information, (ii) stock exchange guotations, (iii) price information maintained by
Kazakh state authorities and (iv) software issued by the authorities, information
provided by taxpayers and other sources of information.'! However, a major challenge
for taxpayers in Kazakhstan is that the process leading to transfer pricing assessments
undertaken by tax authorities is often non-transparent, and the tax authorities typically
do not disclose either the source of data used or the methodology they have applied.'2
In Russia, the databases used are RUSLANA and SPARK. Taxpayers may use foreign
comparables, although local data are preferred. In addition, the use of a ‘secret source
of information” or information that is inaccessible under Russian law is explicitly
prohibited, unless the information is derived from tax audits.’ Therefore, both tax
administrations and taxpayers may rely only on publicly available sources of informa-
tion. In contrast, sources on comparables data are not yet available for Georgia or
Belarus.

Regarding the allocation of location savings, tax administrations in OBOR
countries may tend to use foreign comparables that are often more available, however
adjusted in order to consider the specific geographical conditions by virtue of ‘location
savings'. The views on this topic from the OECD and the UN have been more aligned
by the OECD/G20 BEPS project. As a general rule, local comparables, if available,
should override foreign comparables, and the arm’s length nature of a transaction
should be determined by reference to the former kind of comparables.'* In this contet,
there will be no need to perform a separate adjustment to account for location tavings.
However, foreign comparables, adjusted to take into account location savings, could be
used to derive the arm’s length nature of a transaction when local comparables are
absent.'® Finally, if there are no comparables at all, the proposed sotution would lead
to splitting the benefits derived from location savings between theinvaived enterprises
based en the bargaining power of each.'®

10. #=T-k4%, ((E%%ﬁ%ﬁé\%%T‘?iﬁ(ﬁ%ﬂéﬁﬂ%ﬂﬁfﬁ&mEW-;»‘QH’?E;‘?‘»TT:‘EJ}H:)U@’AE)) (H
HPS B R I01THGE), 201TEIFITE ..

11. KZ: Law 67-IV, Article 18.

12. A. Zhabbarov & A. Kulisheva, New Transfer Pricing Law in Force, 17 Intl. Transfer Pricing J. 4,
at 304 (2010).

13. E. Veter, H. Hansen & R. Radzhabov, New Transfer Pricing Rules, 18 Intl. Transfer Pricing J. 5,
at 340 (2011).

14. OECD, Actions 8-10 Final Reports, supra n. 8, para. 1.142; UN, Practical Manual on Transfer
Pricing for Developing Countries, supra n. 3, para. B.2.3.2.50.

15. OECD, Actions 8-10 Final Reports, supra n. 8, para. 1.143; UN, Practical Manual on Transfer
Pricing for Developing Countries, supra n. 3, para. B.2,3.2.50.

16. QECD, Actions 8-10 Final Reports, supra n. 8, para. 1.143; UN, Practical Manual on Transfer
Pricing for Developing Countries, supra n, 3, para. B.2.3.2.56. More often than not, this solution
is applied in cases of full-fledged manufacturers, where comparables might often not be
available. As a result, the compensation usually requires a mare detailed study of its contribu-
tion to the value chain, behind which are functions, risks and assets.
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On the other hand, some countries (especially developing countri.es, whif:h
certainly include guite a number of OBOR countries) assert that the economic ben.eﬁts
arising from location savings should accrue to the country where ﬂ-le operations
actually take place. The Chinese tax authorities, for exampl?, are a. leading proponent
of such view. Particularly, the Chinese tax authorities provide a six-step alppmaCb to
determine the transfer price for a Chinese enterprise to allow for the. loc_at.mn-sa\.fmg.s
penefits.'” The application of this six-step approach will align _the profltabll}ty, vﬂnch is
equal to full cost mark-up multiplied by the margin, of the Chinese enterpns§ w1ltEl;1 thé.lt
of the foreign enterprise, which is mostly selected from devel'oped countries.”® Ulti-
mately, all the benefits derived from location savings are ofﬁmal}ly‘ allocated to the
Chinese enterprise. The approach taken by the Chinese tax aut_horltlfes may generate
concerns for MNEs that have manufacturing activities out in China, due to the
deviations of this approach from the international standards set out by the OECD a.nd
the UN. On the other hand, Chinese MNEs investing- abroad could face similar
challenges frar local jurisdictions declaring location savmlgs. _ . .

India“z also known to apply the concept of location savings guite gften in
practicé,The Indian tax authorities hold that transfer prices determined by virtue of
good Iptal comparables, if available, are at arm’s length and capture t.he effects D_f
lacation savings.'” Both China and India leave the option open of applying the profit
;plit method in this context.* . .

In addition, an increasing number of countries are exploring the ‘apphca.uon gf
location savings in their domestic transfer pricing laws. The tax a.dmmlstratlt_)ns in
South Africa and Vietnam, for example, following the practice of Chlqa and In@La,Z?ﬂi
currently considering the use of the concept of location savings in their tax audits.”*
In effect, issues surrounding location savings again highlight the problem o.f the
insufficient availability of local comparables data, which to some extent results in an
overuse and potential misuse of foreign comparables in practice.

2.2 Services and Financial Transactions

Intra-group services include a vast variety of transactions, 1‘{:mging frgm management
and administrative services to marketing services, technical services, as well as
intra-group financial transactions. A review of thzeq arm’s .length HE.ltUl"e of 1ntr§-group
services normally Tequires a two-steps analysis.”” The first step is to determine the

17. UN, Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, para. B.2.4.4.9.

18. Ibid. ) ] )

19. UN, Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, para. D.3.7.4,

20. Ibid., paras. B.2.4.6.13. and B.3.7.3.

21. Ibid., para. D.5.8.4. o L '

22 i.?ll\? Q?Jy dinh v& quan 1y thué ddi véi cée doanh nghiép c6 giao dich litn ket (Regulations on _the

' Tax- Adrniﬁistration of Enterprises with Related-Party Transactions) (21 Nov. 2016), Article

6 3 d 3 .. - . € r

23. Fér}éugdance of these topics, see OECD, Transfer Pricing Gu}delmes (ZQID], Chaptner VII, Spe(__la%
Considerations for Intra-Group Services’, amended by Action 8-10 Final Reports; L(IN, Prcéctzca
Manual on Transfer Pricing for Developing Countries, supra n. 3, Chapter B.4., “Intra- r.oup
Services’; Cooper et al., World Bank Transfer Pricing Handbook, supra n. 4, at 205-209; EU
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chargeability of the concerned intra-group activities via the so-called ‘benefit test’
Pursuant to this test, two conditions are to be satisfied, namely: (i) the activity at stake
has provided or is expected to provide economic value to the concerned parties and (jj)
a third party in comparable circumstances would have been willing to pay for the
provision of the activity or would have performed the activity in-house.? In particular,
shareholder activities,* mere duplications of services®® and the provision of incidenta]
benefits*” are not classified as chargeable intra-group services under this test.

The second step, then, is the determination of the arm’s length compensation for
the chargeable services in three further steps, namely assessing costs of the concerned
service; choosing the proper charging method (direct or indirect) to allocate the costs;
and applying the most appropriate transfer pricing method to calculate the proper
amount of remuneration. In this regard, the CUP method, the cost-plus method and the
TNMM are used most frequently in practice. Within this framework, safe harbour
rules, in the specific context of low value-adding services®® and minor expenses,?
could be applied in certain cases.

Regarding the specific category of financial services, the above-mentioned gen-
eral principles apply equally in order to obtain their arm’s length nature. Nevertheless,
special considerations should be paid as regards the category of arrangement. In this
context, the CUP method is often applied to locate the arm’s length rate of interest or
credit rating, although the cost-plus method and profit split method could also prove
useful. For example, for intra-group interest rates, the information derived from
third-party syndicated loans, price quotes® and other information contained in pub-
licly available databases®! can be beneficial;*? for intra-group financial guarantee fees
instead, the information derived from third-party financial guarantees, price quotes,?

JTPF. See European Commission, Dir.-Gen. Taxation & Customs, EU JTPF, Repert on Cost
Contribution Arrangements on Services not Creating Intangible Property (2012 JTPF/008/
FINAL/2012/EN. _.

24. QECD, Transfer Pricing Guidelines (2010), para. 7.6; OECD, Actions §-10 Finel Reports, supra 1.
8, para. 7.6; UN, Practical Manual on Transfer Pricing for Developing Coirirics, supran. 3, para.
B.4.10.

25. OECD, Actions 8-10 Final Reports, supra n. 8, para. 7.9; UN, Praciical Manual on Transfer
Pricing for Developing Countries, supra n. 3, paras. B.4.2.13.-B.4.2.17.

26. OECD, Actions 8-10 Final Reports, supra n. 8, para. 7.11; UN, Practical Manual on Transfer
Pricing for Developing Countries, supra n. 3, paras. B.4.2.18.-B.4.2.20.

27. OECD, Actions 8-10 Final Reports, supra n. 8, para. 7.12; UN, Practical Manual on Transfer
Pricing for Developing Countries, supra n. 3, paras. B.4.2.21.-B.4.2.24.

28. OECD, Actions 8-10 Final Reports, supra n. §, paras. 7.43-7.65; UN, Practical Manual on
Transfer Pricing for Developing Countries, supra n. 3, paras. B.4.5.3.- B.4.5.10.

29. UN, Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, paras. B.4.72-
B.4.13.5.

30. These guotes, however, may not be accepted as the primary method in certain jurisdictions.
Nevertheless, they could still be used as a corroborative method.

31. For example., Thomson Reuters Loan Connector™, Bloomberg Professional® and information
found on the websites of stock market exchanges.

32. For more detailed guidance on this topic, see R. Petruzzi, Transfer Pricing Aspects of Intra-Group
Financing (Wolters Kluwer 20186),

33. These quotes, however, may not be accepted as the primary method in certain jurisdictions.
Nevertheless, they could still be used as a corroborative method.
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pankers’ acceptances, credit default swap fees, letter of credit f.ee.s, (;ommitment fees,
various types of insurance, as well as put ogtions can be .beneflmal. _ .

In the context of the OBOR countries,” the topic of intra-group s_ajmces (includ-
ing financial transactions) plays a relevant role. The Chinese tax auth.oml.es, as an echo
to the BEPS project, have amended the domestic transfer pricing guld‘_elmesatﬁo erlllsu.re
alignment with international standards, following the release of Bullet;p 42,°° Bu fetln
4*7 and Bulletin 6.% Concerning intra-group services, the ben .Efl'[ tesF will be taken into
account to assess the deductibility of service payments, and in parﬂcularﬁ:hareho].der
activity, duplicated activities and incidental benefits are no‘n—chargeable.. In pa_rt;cu—
lar, the enhancement of the credit rating which is solely atmb‘uta}jole to being part of an
MNE group, will not be characterized as an imra—groupl ser?nce. .

Singapore suggests a 5% mark-up on ‘Toutine serv1c§s — provided by fll? parent Sr
a group service comparny for ‘business convenience and efficiency reasons’,*’ and a 0%
margin on cost pooling arrangements.** As regards the relatedlcross-border lpans, an
internal comparable between the Singaporean associated entity and_ the th%rd-party
entity is stwetly preferred in comparison to an internal comparable with al third-party
bank."*Itis also prescribed that the arm’s length interest rate usually consist ofa blase
referel ce rate* and a credit spread or margin.***° Instead of F:on@uctmg a detailed
{ranster pricing analysis, taxpayers may choose to apply the ir%dlcatlve margm to éach
Jelated-party loan that does not exceed SGD 15 million at the time the loan is obtained

> 47
3 pmf‘{?i:ia.n transfer pricing rules do not include a safe harboulr rule on low
value-adding services. However, regarding intercompany loans, thel 111.terest for' tax
purposes is defined by law and, therefore, interest rates that are not within the defined

re detailed guidance on this topic, see Petruzzi, supra n. 3 ' ) _
g;l iggti]c%lfeby the Chginese Ministry of Commerce shows that, in .the first half of _2015, Chl{]@e
. enterprises invested in 48 countries along the OBOR zone, tot;lm_g usD 7.05 bl_lhon, mainly in
the ASEAN region, Russia and Kazakhstan. For reason of matena{hty, the analysis of this section
; i tely focused on the ASEAN region, Russj‘a_n "and Kazak }slal}._ e §
6. N (BB B Rk TR R A P B A AR S (BRBEEHAE
20162425, 201646F295 . - e
37 é?ﬂzﬁ%lﬂ%?P'F)FE%EJﬁ%?%*ﬁﬂﬁdé’ﬂ%mﬁﬁﬁé‘“lﬂﬁ%ilﬁuﬁﬁEw) (EFEHSERREAE20165
6470, 20164F10A 115, - — g
38 CN?)«@%’{'ﬁ%%‘@}%ﬁ‘éT‘ffﬁi%ﬁ(%%dém}rﬁﬁ%é))éfﬁﬁ,m\ﬁ]ﬁﬁﬁ&ﬁ{ﬁ)ﬁﬁﬁ%» (EFES S
| RBAE0175H68), 201TE3E1TE. o
. o s b B T A AR BRI Y B A A 25
D EFBAARAE0ITHECS), 0ITEIATE, o
40 C(Nl;%gi%'ﬁﬁ%f m«m%ﬁ%ﬁ&ﬁ%fﬁﬁ(ﬁﬂﬁmﬁﬁ A DR RTEENERAE)
. CN: = hk, 1R 2 R
FRELE R S E20175865), 201 :4|:3H1Ha_ﬂ '
41. Sézlfijé IRAS ;Tlczix Guide: Transfer Pricing Guidelines (2017), paras. 12.26-12.27.
42. Ihid., paras. 12.31-12.32.

43, Ibid. 13.16. _ _ ‘ ]
42. {l?iie base reference rate is usually a publicly available rate such as the Singapore Inter Bank

i s offered by banks.
ffered Rate, the London Inter-Bank Offered Rate or prime rates o d by 7
45 gh:r;argin is mainly to compensate the lender for bearing the credit risk of the borrower
defaulting on the loan.
46, IRAS, supra n. 41, paras. 13.17-13.19.
47. Ibid. 13.27-13.34.
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range will be subject to standard transfer pricing rules.*® Specifically, the Russian tax
authorities do not assess for transfer pricing purpose: (i) transactions involving the
provision of guarantees where all the parties to the transaction are non-bank Russian
companies or (ii) transactions involving the provision of interest-free loans between
Russian related persons.*’

In Indonesia, under domestic transfer pricing rules, taxpayers are obligated tq
charge a market interest rate on loans granted.” During a tax audit, the Indonesian tax
authorities will agsess four aspects of intra-group loans to ensure fairness, namely: (j)
analysing whether the debt is needed, (i) verifying that loans from affiliated parties
actually occur, (iii) testing the reasonableness of the debt-to-equity ratio and (iv)
testing the reasonableness of the interest rate or other expenses related to intra-group
loans.”" Furthermore, the CUP method can be used to test an interest payment
transaction. It is also provided that an intra-group guarantee should also be priced at
the market rate. Nevertheless, the Indonesian transfer pricing rules do not distinguish
between implicit and explicit guarantees. In that case, taxpayers may use the CUP
method to support the arm’s length nature of the guarantee.

Vietnamese transfer pricing rules currently do not contain specific provisions on
inter-group loans. However, it is suggested that the CUP method is appropriate in
establishing the arm’s length result under a loan contract.™ Particularly, where loans
are provided by an overseas entity, a Vietnamese company will need to register its
medium- and long-term foreign loans (for a term of one year or more] with the State
Bank of Vietnam. If local companies fail to do so, the interest expense generated as
such is not deductible.

Neither the Indonesian tax authorities nor the Vietnamese tax authorities provide
any safe harbour provisions under domestic transfer pricing law. On the other hang,
Hungary includes special ‘treatment for low value-adding intra-group services in a
non-exhaustive list, taking into account the work of EU JTPF®® on this met{si.

2.3 Intangible Property .

IP is defined in the Actions 8-10 Final Reports™ as ‘something which is not a physical
asset or a financial asset, which is capable of being owned or controlled for use in
commercial activities, and whose use or transfer would be compensated had it
occurred in a transaction between independent parties in comparable circum-
stances’.* The transfer pricing issues connected to intra-group transactions involving
[P are numerous and of high relevance, considering the increasing importance of their

48. RU: Tax Code Articles 43(3) & 269(1).

49. RU: Tax Code, section V.1.

50. ID: Income Tax Law, Article 18.

51. ID: PER-22 of the Directorate General of Taxes Regulation.

52. VN: Transfer Pricing Circular 6.

53. EUJTPF, Report on Cost Contribution Arrangements on Services not Creating Intangible Property,
supran. 23.

54. OECD, Actions 8-10 Final Reports, supra n. 8.

55. Ibid., para. 6.6.
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galue within MNEs.>® One of the most relevant of these issues concerns how to
attribute the value generated by IP amongst the various members of an MNE, i.e., how
to allocate IP-related returns between related parties. Indeed, although the legal
ownership of IP might be easily identifiable, the arm’s length nature of the allocation
of the IP-related returns should rather focus on the specific contributi.on to the
jmportant functions and risks related to the development, enhancexpent, malr.ltenance,
pmtection and exploitation (DEMPE) of the IP, as the OECD stated in the Actions 8-10
Final Reports.*’

In this regard, the UN Manual also identifies the importance of the special
contributions made with respect to DAEMPE (development or acquisition, el_lhance-
ment, maintenance, protection and exploitation) of the intangibles involved.”® Addi-
tionally, the World Bank Handbook supports the DEMPE concept in general, although
it underscores the uncertainty and lack of resources for tax administrations to apply the
DEMPE concept in practice.

In the ¢ontext of the OBOR countries, China has come a long way from having a
dearth oftvansfer pricing rules to now being one of the earliest adopters of the
outcomes of the OECD/G20 BEPS project despite some divergences. For example, for
puiposes of Chinese transfer pricing law, ‘ownership’ is not limited to a strict legal
sense. Rather, the Chinese tax authorities typically apply the concept of ‘economic
ownership’, especially in the case of marketing intangibles and TP resulting from R&D
activities, in order to preserve China’s taxing rights over value created within its
boundaries. Furthermore, in the case of marketing intangibles, to the extent that the
Chinese enterprise would bear a substantial amount of marketing expenses, the
Chinese position is that the Chinese enterprise should be entitled to at least a portion
of any excess economic profit associated with the marketing intangibles resulting from
the marketing activities within the jurisdiction.” Moreover, although China follows the
OECD approach as tegards ownership and the DEMPE functions, its view on the
functional analysis is broader in the sense that it sets out a 'DEMPEP” approach. This
means that it goes one step further by adding ‘promotion’ to the definition of activities
that entitle returns on IP. By adding ‘promotion’ to the DEMPE standard, China
reinforces its view that market premium could rise to the level of a unique and valuable
intangible. It emphasizes the contribution of manufacturers and marketers to the
enhancement of IP asset value, and downplays the significance of high-level sirategic
planning and control of IP asset development. In other words, the Chinese approach

56. For guidance of these topics, see OECD, Transfer Pricing Guidelines (2017), supra n. 2, Chapter
V1, ‘Intangible Property’, amended by OECD, Actions 8-10 Final Reports, supra n. 8); UN,
Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, Part B.S,‘ 'Trar_lsfer
Pricing considerations for Intangible Property’); Cooper et al., World _Ban Transfer_Pma;ng
Handbook, supra n. 4, at 212, Chapter 5, ‘Selected Issues in Transfer Pricing’ - ‘Intangibles”).

57. OECD, Actions 8-10 Final Reports, supra n. 8, para. 6.32.

58. UN, Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, paras. B.5.3.13.
-B.5.3.14.

59. China (People’s Rep.), Transfer Pricing, Topical Analyses IBFD (accessed 28 Aug. 2016).
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deviates from the OECD approach, which pursues to allocate value creation based op
decision-making as a control factor, which clearly is more beneficial to developed
countries.*

The majority of OBOR countries (Albania, Bangladesh, Belarus, Bosnia ang
Herzegovina, Bulgaria, China, Croatia, Czech Republic, Estonia, Georgia, Hungary,
India, Indonesia, Israel, Kazakhstan, Kuwait, Kyrgyzstan, Latvia, Lithuania, Malaysia,
Mongolia, Oman, Philippines, Qatar, Romania, Russia, Saudi Arabia, Serbia ang
Montenegro, Singapore, Slovakia, Slovenia, Sri Lanka, Tajikistan, Turkey, Ukraine and
Vietnam) to a greater or a lesser extent, follow the OECD Guidelines. This means that
the legal owner of intangibles will be entitled to retain all ex-ante returns derived from
the exploitation of such intangibles only if it performs and controls all of the DEMPE
functions; provides all assets, including funding, necessary for the DEMPE functions;
and assumes all risks related to the DEMPE functions.

Despite the widespread adoption of the OECD Guidelines among OBOR coun-
tries, there are some jurisdictions that do not follow the OECD and apply only the
transfer pricing rules envisaged under their domestic tax system, such as Egypt, Iran,
Macedonia, Nepal, Pakistan, and Turkmenistan. Nevertheless, as regards the alloca-
tion of returns on intangibles, they do not have specific rules, which inevitably might
trigger disparities among the region when determining the proper transfer price in
connection with intangibles, if they do not pursue a move to the OECD/UN (post-BEPS)
approach. As mentioned before, countries such as Armenia, Azerbaijan, Bahrain,
Brunei, Kuwait, Moldova, Syria, the United Arab Emirates and Uzbekistan do not have
transfer pricing rules in their tax systems - which might also be detrimental to OBOR
development.

Moreover, as regards the definition of IP, difficulties can arise during a transfer
pricing analysis as a result of definitions of the term ‘intangibles’ that are eithei too
narrow or too broad under domestic laws. On the one hand, if an overy aarrow
definition is applied, certain IP could fall outside the definition and ther=iorc be able to
be transferred or used without separate compensation. On the other hand, if an overly
broad a definition is applied, the use or transfer of IP i transactions between
associated enterprises could require compensation in circumsziances where no such
compensation would be provided in transactions between independent enterprises.®!

2.4 Cost Coniribution Arrangements

The OECD defines CCAs as ‘special contractual arrangements among business enter-
prises to share the contributions and risks involved in the joint development, produc-
tion or the obtaining of IP, tangible assets or services with the understanding that such
IP, tangible assets or services are expected to create benefits for the individual

60. C. Chi, J. Kondos, S. Liu & K. Liao, China's New Transfer Pricing Guidelines and BEPS, in China
- Looking Ahead, Intl. Tax Rew., at 19 (2015), htip://www.internationaltaxreview.com/
IssueArticle/3511707/Archive/Chinas-new-transfer  pricing-guidelines-and-BEPS.html  (ac-
cessed 12 Dec. 2017).

61. UN, Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, Part B.2.2.
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pusinesses of each of the participants’.** CCAs often pursue two distinctive purposes,
namely: (i) the joint development, production or obtaining of assets® and (ii) the
sharing of costs for obtaining intra-group services.** MNEs have used CCAs since 1950s
as a cost-effective means of carrying out their activities based on economies of scale
and sharing of risks and resources. Their distinct benefit vis-a-vis traditional multilat-
eral agreements or a web of bilateral ones is a more streamlined system of sharing
contributions, remuneration and risks.

CCAs can involve numerous transfer pricing issues that must be carefully
considered. These include the determination of the participants; their contribution to
the CCAs as well as their expected benefits form the CCAs; and the quantification (and
classification) of balancing payments and of any payment for entry, withdrawal or
termination of the CCA.®

As far as the OBOR countries are concerned, there are some recent developments
to be considered. China first adopted CCA rules in January 2009 (effective from 1
January 2008)°® and amended the reporting and administration process in June 2015.%

62. See OECD Guidelines, Chapter VIII (*Cost Contributions Agreements’), amended by the Actions
8-1C.Final Reports. OECD, Actions 8-10 Final Reports, supra n. 8, at 161.

63. ©CAs of the first type resemble joint ventures (or consortia), where the parties partially unite
icres, assets and activities to implement a certain project. The practical difference between
CCAs and joint ventures (or consortia) is that the former are commonly agreed among related
parties, while the latter are agreed among unrelated parties. In OBOR countries, consortia are
popular in industries such as mineral extraction and construction, and the respective agree-
ments may be concluded on intergovernmental level or closely observed by the governmental
agencies.

64. CCAs of the second type are arrangements where several members of an MNE contribute to the
group's internal activities (becoming, in a way, ‘cost centres’), while other group members cover
their respective costs based on certain allocation keys. These arrangements can cover the use of
intangibles owned, IT, logistics, accounting and other management services performed by
designated companies of the group. The difference from common arrangements for intra-group
services is the more complex nature of relations, whereby the same companies are both
providers of some services and recipients of others. The costs are split among members of the
group (potentially) benefiting from such intangibles or services in proportion to their sales
Tevenue, profit, number of staff, number of software licenses or other relevant indicator or set
thereof. While the ‘beneficiaries’ regularly pay for such services and use of intangibles, the
volume of benefits obtained in a given period does not necessarily correlate with the amounts
paid in the same period; however this may happen ameng independent companies in the case
of subscription-type arrangements.

65. For guidance of these topics, see OECD, Transfer Pricing Guidelines, Chapter VIII, ‘Cost
Contribution Arrangements’, amended by OECD, Actions §-10 Final Reports, supra n. 8); UN,
Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, paras. 1.6.11-1.6.12
and 7.4.6.13-7.4.6.14; Cooper et al., Werld Bank Transfer Pricing Handbook, supra n. 4, Chapter
5, ‘Cost Contribution Arrangements’; EU JTPF, Report on Cost Contribution Arrangements on
Services nor Creating Intangible Property, supra n. 23. Communication from the Commission to
the European Parliament, the Council and the European economic and social committee COM
(2012) 516 final dated 19 Sep. 2012, http://ec.europa.eu/taxation_customs,/sites/taxation/files
/resources/documents /taxation/company_tax/transfer_pricing/forum/jipf/2012/2012-09_co
m516_en.pdf). The EU JTPF found that by 1 Jul. 2011, only a few EU Member States had law or
guidance on CCAs, namely Denmark, Estonia, Italy, Lithuania, the Netherlands, Spain, Portugal,
Slovenia and the United Kingdom. Earlier, it also acknowledged that ‘tax auditors ... may not be
familiar with such arrangements’.

66. CN: Implementation Measures of Special Tax Adjustments (Guoshuifa [2009] 2).

67. CN: Ahnouncement on Standardizing the Administration of Cost Sharing Agreement (An-
nouncement 45).
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These rules allow both of the above-mentioned types of CCAs, and prohibit accrual ang
payment of any additional reyalties for the IP developed or transferred under a CCI;\
They also include limitation on benefits clauses; establishing five conditions when th .
respective costs cannot be deducted; namely a lack of economic substance: deviatioe
from the arm’s length principle; costs not matching revenues; non—compliance witE
documentation requirements and reporting requirements; and a timeframe of less than
twenty years. The documentation and reporting requirements include a list of mini-
mum .contents for a CCA, a list of supporting information and rights of the tax
authorities to review the arrangement and amend the price. The emphasis of CCA rul
in China is on the deductibility of the incurred expenses. 3
N Among former USSR countries, there are only three that have detailed transfer
pricing rules, namely Kazakhstan, Russia and Ukraine, although they do not provide
for a.cceptance of CCAs. Practitioners confirm that in Russia, CCAs are not legall
possible due to contract requirements and difficulties with cost justification. As Y
re§ult, a business is forced to use ‘cover’ transactions (i.e., bilateral service coﬁtracta
with management companies or license payments).®® However, there remains a risk oSf
Texposure during tax audits, and in 2013 there were numerous Russian court cases
involving this issue. The corporate and tax rules in other former USSR countries (such
as Azerbaijan, Belarus, Georgia, Kyrgyzstan, Tajikistan, Turkmenistan and.Uzbeki-
stan) contain limited transfer pricing provisions, which are similar in respect of
non-acceptance of CCAs, and no publications considered this issue. Armenia and
Moldova have no transfer pricing rules and therefore CCAs are not accepted.

Among EU OBOR countries, some have designated CCA rules, such as Estonia
Poland, and Romania, which include detailed provisions on the content of respectivé
docu_mentation (including proof of benefits of domestic company, allocation keystana
consllstency use thereof, breakdown of costs). Croatia, Czech Republic Hur:u;ry
Latvia, Lithuania, Slovakia and Slovenia normally accept CCAs, but the ded;‘.ﬁlbﬂ;’[y o}
respective costs is determined on a case-by-case hasis.

In the maritime OBOR countries, Indonesia briefly touches upan the issue of
CCAs in its tax rules, and practitioners believe that the QECD aprinecn 1s acceptable
Malaysia applies dedicated guidance based on the QECD Guidelises. That guidancé
contains a chapter on CCAs which sets forth only basic rules (definition, arm’s length
rju]e, suggested allocation keys and economic substance); in practice, the tax authori-
ties tend to apply rules on intra-group services instead (if there is no development of
IP) .. singapore does not have specific rules on CCAs and tends to treat ‘service’ CCAs
as m.tr.a_—group services (with respective requirements) and ‘IP’ CCAs as either the
acquisition of IP ar license fees, depending en the facts of the case.

68. R. Ava]yan,AHmn_quopHmﬁ 3aKoH BEPHYJI TAIIH MECTYIO YacTk Gu3Heca B Poccuto (Hnrepes:
A.‘B. I'yepxoBEM) LAn_ti~Of1'shure Law Returned Only One Sixth Of Business to Russia [f 1 i
with A.V. Guskov)], in Hanorosstii y«er nma 6yxrantepa [Tax Accounting for jﬂu:countaré1 ]BI_VIEW
6, at 11-17 (2016); A. Smekhova, Hanorosuxu CT2parTCs HE BEIHOCHTH 3aBENOMO np(}mp}iu’r;li?ge
]lgjceu:fsrir;m (I/I_;;[TBPBI?K) c M\. Opmosriv}  [Tax Officers Tend to Avoid Issuing Definitely Losing
DRoks 1n,sat( éléigge(vgoﬁ}t?l M. Orlov)], Poccuiicxuit nanoroesti kypsep (Russian Tax Courier),
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Bangladesh, India, Israel, Philippines and Sri Lanka generally accept CCAs and
allow the deduction of respective payments; no formal guidance is available. Turkey
also generally accepts CCAs, and in 2016 it published Draft Guidance on the subject
which is generally a translation of the OECD Guidance. In particular, it requires proof
that the services in guestion were actually necessary for recipient and duly rendered (in
addition to the arm’s length nature of price and proper documentation).

Albania, Bulgaria, Egypt, Iran, Kuwait, Macedonia, Mongolia, Pakistan, Qatar,
saudi Arabia, Serbia and Mentenegro and Vietnam do not have any rules on CCAs, and
the local tax authorities may have issues with recognizing such arrangements. A few
additional countries, such as Bahrain, Brunei, Oman and the United Arab Emirates, do
have any transfer pricing rules, and provisions on CCAs are thus also absent.

The ahove review of CCA practice in OBOR countries suggests that the main
issues are the limited spread of CCAs and the consequent lack of related experience
within the tax authorities. Moreover, in some countries, inexperienced tax officers are
suspicious of the nature of CCAs, as there may be no explicit economic benefits for a
particular ¢en.pany against incurred costs, especially when there is no direct supplier-
customer reiationship and no fixed price. This is mitigated in part by rules requiring
proof Of mecessity and actual delivery of the service (as in Turkey). The World Bank

" dbouk cites the following CCA-specific issues:* (i) valuation of buy-in and buy-out
cayments, (i) valuation of participants’ contributions, for both IP and services,
(iif) determination of participants’ expected benefits, (iv) determination of the cost
base (e.g., inclusion of the costs of employee share options], (v) treatment of tax
incentives and government subsidies, (vi) acceptance of different types of ownership of
intangibles (i.e., legal, beneficial and economic) and (vii) tax treatment (e.g., with-
holding obligations) of contributions and balancing payments.

Some comments on the tevisions to Chapter VIIT of the OECD Guidelines,”
however, included criticism of the approach based on valuation of participants’
contributions as less objective than an approach assessed on participants’ costs (which
are readily identifiable in accounting records). They additionally pointed out that
estimation of (expected) benefits and respective allocation of costs (which may seem
more fair) makes the system more complicated for the tax authorities than cost-based
allocation (which seems maore practical). Another comment emphasized the lack of
clarity in the requirements for CCA documentation.

The introduction of CCAs can also require a set of changes to domestic rules on
contracts and accounting. Such changes include acceptance of cost recognized by a
particular company based on cost sharing agreement (as opposed to traditional price
setting) and adjustment of rules on documentary evidence of costs in (tax) accounting.
Furthermore, as OBOR countries normally use their official languages for accounting

not

69. Cooper et al., World Bank Transfer Pricing Handbook, supra n. 4, at 214-215.

70. OECD, Comments Received on Public Discussion Drafr BEPS Action 8: Revisions to Chapter VIII of
the Transfer Pricing Guidelines on Cost Contribution Arrangements (CCAS) (QECD Publishing
2010), pp.19-20 by Federation of German Industries, p.52 by BUSINESSEUROPE, pp.60-61 by

CBI etc.
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and reporting purposes, companies interested in using CCAs will have to bear the
expense of translating documentation supporting the arrangements.

2.5 Documentation

Every transfer pricing analysis necessitates comprehensive knowledge of the facts anq
circumstances of the specific case. If facts and circumstances are not known, a reliable
assessment cannot be made. The extraordinary volumes of relevant data that must be
looked at usually distinguishes transfer pricing cases from other tax cases, and even
minor changes in the fact pattern can have a significant influence on the results of such
analysis. Thus, a common understanding of the facts and circumstances of a case is
essential. Establishing such knowledge is based on the data collected by the taxpayer
to substantiate its tax position - in this context, transfer pricing documentation,

Under the BEPS project, Action 13”* has aimed to re-examine transfer pricing
documentation and has developed rules regarding transfer pricing documentation tg
enhance transparency for tax administrations, taking into consideration the compli-
ance costs for business. This has resulted in a new three-tier approach consisting of;
(i) a master file containing standardized information relevant for all group members,
(ii) a local file referring specifically to material transactions of the local taxpayer and
(iii) a country-by-couniry report containing information on income, taxes paid and
economic activities of the group.” Structurally, this builds on Chapter V of the OECD
Guidelines, as well as the EU Code of Conduct on Transfer Pricing Documentation” in
which the concepts of master file and local file were first introduced. The country-by-
country report is, instead, something genuinely new in the transfer pricing fiela,
however, it was used before - in slightly different form - for accounting and revarung
purposes for groups in specific sectors (e.g., banking and extractives).”*

This new BEPS standard, as introduced in the paragraph above, itvolving a
three-tier approach to transfer pricing documentation, is not fully endozsed by the UN
Manual as revised in 2017, The UN Manual emphasizes that for de- eloping countries,
it must be decided - depending on the specific country sitiétien - whether the
implementation is useful and doable,” while the Manual séll’ acknowledges that
related to the UN standards on transfer pricing, documentation should - to the extent

71. OECD, Transfer Pricing Decumentation and Country-by-Country Reporting - Action 13: 2015
Final Report, OECD/G20 Base Erosion and Profit Shifting Project (OECD Publishing 5 Oct. 2015).

72. OECD, Action 13 Final Report, supra n. 71, Chapter C.

73. EU Code of Conduct: Resolution of the Council and of the representatives of the governments of
the Member States, meeting within the Council, of 27 June 2006 on a code of conduct on transfer
pricing documentation for associated enterprises in the European Union (EU TPD), OJ C176 (28
Jul. 2006).

74. European Commission, Country-by-country reporting for specific sectors (banking and extrac-
tives) in the EU, available at https://ec,europa.eu/info/business-economy—euro/company-
reporting—andaaudiling/company—repom‘ng/pubijC-coumry—country—reporting and https://ec.
europa.eu/info/business—economy—euro/companywreporring—andAauditing/companyfreporting/
transparency-requirements-listed-companies_en.

75. UN, Practical Manual on Transfer Pricing for Developing Countries, supra n. 3, Chapter B.1.6.6
and C.2.2.3.1.
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possible ~ be in line with QECD standards.” Also, the World Bank Handb.oo.k does not
make any recommendations to implement specific standards (Whl?[her it is the ne\;\i
pEPS standard or that of other institutions), but merely describes various approach.es‘s. !
Nevertheless, as the BEPS project created a minimum standard on transfer anmg
documentation, and countries in the Inclusive Framework™® are committed to 11nple-
ment all minimum standards, it will certainly unleash global effects in the coming
years. . .

The master and local files, according to the BEPS standard, are to provide
comprehensive data to a tax administration to conduct a transfer pricing exarm’nat.ior},
while the country-by-country report is conceived as a risk assessment tool. This is
stated not only in the respective BEPS final report,” but also in section 5 of the
Multilateral Competent Authority Agreement on the Exchange of Cogntry-by—[)ountry
Reports (Multilateral CAA), as well as in model Competent Authority Agreements to
income tax treaties (tax treaties) and tax information exchange agreements as attached
to the BEPS Action 13 Final Report. Nevertheless, this clarification should not be
misundersteod. While the template is conceived for use in high-level risk assessment
regarding transfer pricing and other BEPS-related risks, and tax ad.Hllﬂl"TitIatIOI.lS. are not
allewed to base adjustments merely on the information received in this specific f_orrn,
tie sountry-by-country report will certainly have to be available to auditors during a
later transfer pricing audit. In addition to these objectives, transfer pricing documen-
tation additionally serves to increase taxpayer awareness and attention to compliance
with the arm’s length principle.®!

According to the Action 13 Final Report, the procedure for transmitting the
documentation to the tax authorities deviates significantly between the country-by-
country report and the master and local files. While the master and local file are directly
sent by a local subsidiary of a group to the respective tax authorities, the country-by-
country report is sent only by the ultimate parent company of a group to the tax
administration of its residence country and is subsequently disseminated to other
affected tax administrations via exchange of information mechanisms. Thus, such
differences lead to deviations in the date on which documentation is available to tax
administrations, as well. While it is up to every single tax administration to define
timelines for transmission of the master and local files, the country-by-country report
must be submitted within twelve months® after the fiscal yvear of the report, and shared
with other authorities within fifteen (eighteen) months.

76, Ibid., Chapter B.1.8.12.

77. Cooper et al., World Bank Transfer Pricing Handbook, SUpTa 1. 4 at 2{:1—268.

78. As at December 2017, there are 110 countries participating in the inclusive f@mework on BEPS.
See http://www.oecd.org/tax/beps/inclusive-framework-on-beps-composition.pdf. Many of
them participating in the OBOR initiative.

79. OECD, Action 13 Final Report, supra n. 71, para. 25.

80. OECD, Multilateral Competenit Authority Agreement en the Exchange of Counmi_—b]r—Coumry
Reports, available at hitp://www.oecd.org/tax/automatic-exchange/about-automatic-exchange
/cbe-meaa.pdf.

81. OECD, Action 13 Final Report, supra nn. 71, Chapter B. ‘

82. Ibid., Article 5, Annex IV (Model legislation related to Country by Country Repgrtmg].

83. OECD, MCAA on the Exchange of Country-by-Country Reports, supra n. 80, section 3.
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Transfer pricing documentation regimes are often reinforced with significant
penalties. Nevertheless, the new OECD standard does not necessarily foresee penaltigg
and leaves it to the domestic legislature as to whether to implement them or not.® [,
contrast, the EU, which issued a binding directive on country-by-country reporting in
2016,* includes the obligation for Member States to foresee penalties, but leaves jt
open to the Member States to design such rules individually.® In any case, when it
comes to penalizing groups that are obliged to submit a country-by-country report, i
will be difficult to determine penalties that are severe enough to be effective while alsg
not being draconian. At the same time, it is widely acknowledged that - regarding
country-by-country reporting - the risk of being negatively rated during a tax admin-
istrations risk assessment process and later thoroughly audited will incentivize groups
at least as much as penalties to submit accurate data.

Transfer pricing documentation and the country-by-country report as part of it
are protected by tax secrecy. The BEPS Action 13 Final Report emphasizes this fact by
reiterating confidentiality requirements in Chapter V of the OECD Guidelines, in the
model legislation on domestic implementation of country-by-country reporting and in
the multilateral competent authority agreement, as well as in the competent authority
agreements based on the model tax conventions and model tax information exchange
agreements. Nevertheless, certain stakeholders - in particular from civil society® and
academia - call for publication of country-by-country reports, arguing that only public
knowledge of these facts will lead to a push back against overly aggressive taxpayer
behaviour. While within the OECD there seem to be no signs to reconsider the
confidentiality approach, publication of these reports is more intensely discussed at the
level of the EU. In 2016, the Commission proposed to amend the Accounting Directive®
to oblige groups to publish parts of their country-by-country reports.®

OBOR countries have widely deviating transfer pricing frameworks .onthese
topics. Some of them look back on many years of experience in applving transfer

84. OECD, Action 13 Final Report, supra n. 71, Article 7, Annex IV (Model I=gisiation related to
Country by Country Reporting). '

85. EU Exchange of Information Directive 3: EU Council Directive 2012722 /76/EU of 8 Dec. 2015
amending Directive 2011/16/EU as regards mandatory automatic exchange of information in the
field of taxation, OJ L 332 (2015). )

86. EU Exchange of Information Directive 4: Council Directive (EU) 2016/881 of 25 May 2016
amending Directive 2011/16/EU as regards mandatory automatic exchange of information in the
field of taxation, OJ L. 146 (2016), Article 25a.

87. Seee.g., A. Knobel & A. Cobham, Country-by-Country Reporting: How Restricted Access Exacer-
bates Global Inequalities in Taxing Rights, Tax Justice Network (December 2016).

88. EU Accounting Directive: Directive 2013/34/EU of the European Parliament and of the Council
of 26 Jun. 2013 on the annual financial statements, consolidated financial staternents and related
reports of certain types of undertakings, amending Directive 2006/43/EC of the European
Parliament and of the Council and repealing Council Directives 78/660/EEC and 83/349/EEC
Text with EEA relevance, OJ L182 (29 Jun 2013).

89. According to this approach, information on the following topics should be published: (i) the
nature of the activities, (ii) the number of employees, (iii) total net turnover made, which
includes turnover made with third parties, as well as between companies within a group, (iv) the
profit made before tax, (v) the amount of income tax due in the country as a reason of the profits
made in the current year in that country, (vi) the amount of tax actually paid during that year
and (vii) accumulated earnings.
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pricing rules, while others introduced tespective law only quite recently.” Accord-
ingly, the capacities of tax administrations vary broadly, e.ls well. Ruh.es on transfer
pricing documentation will have to consider such variations anFi tallor-madle ap-
proaches will be necessary. Nevertheless, a clear trend towards the 1mplementat10n- of
iransfer pricing documentation regimes could be observed over the last riecade vx.r}.uch
further accelerated after the release of the BEPS Action 13 Final Report.” In addm.on,
it must be recognized that international commitments to different standards deviate
petween countries (some being OECD, some G20, some Inclusive Framework mem-
bers), and policies will have to take this into account.

Implementation of country-by-country reperting requires a network of exchange
of information rules. Typically, such provisions are implemented through a «_:ountry.’s
tax treaty network or accession to the Multilateral Convention on Mutual Assistance in
Tax Matters. Where such network does not exist (which is still the case for some of the
countries participating in OBOR), implementation will have only limited effects,' as
country-by-coentry reports of foreign groups will not be transmitted to those countries.

Furtiisrmore, not all OBOR countries’ tax administrations are capable of process-
ing trahsfar pricing documentation provided in English, even though this will be the
lanfuage of most of the data obtained. Thus, this will lead in the short term to the
percssity for taxpayers to provide (costly) translations.

2.6 Advance Pricing Arrangements

An APA is defined as:

an arrangement that determines, in advance of controlled [ransafztinns, an appro-
priate set of criteria (e.g. method, comparables, an appropriate é.]d]UStmEHt thereto,
critical assumptions as to future events) for the determination of tk.le transfer
pricing for those transactions over a fixed period of time. An APA is formally
initiated by a taxpayer and requires negotiations between the taxpayer, one or
more associated enterprises, and one or more tax administrations.”

An APA can be concluded unilaterally, bilaterally or multilaterally, as questions
on transfer pricing issues can occur between a taxpayer and the tax administration
of its residence country, as well as between tax administrations of different

90. Cooper et al., World Bank Transfer Pricing Handbook, supra n. 4, Chapter 6._ See also e.g., EY
Transfer Pricing Surveys (latest publication -http://Www._ey.cum/gl/en/selr\uces/[ax/ey-zull&
transfer pricing-survey-series), Deloitte Global Transfer Pricing Country Guides (llayest publica-
tion - https://www?2.deloitte.com/us/en/pages/tax/articles/global-transfer pricing-country-
guide.html). o i

91. See e.g., KPMG, BEPS Action 13 Country Implementation Sz{mmary, https://hn_me.kpmg.(,o_m/
contem/dam/kpmg/xx/pdf/2017/04/mf-beps-action-13wapr1124—2017:pd[. Cn implementation
of country-by-country reporting, see OECD, Country-Specific InforT_rLaIwn on Courmy-by-Coug{ry
Reporting Implementation, http://www.oecd.org/tax/agtomanc—exchange/country-spemﬁ@
information-on-country-by-country-reporting-implementation.htm.

92. QECD, Transfer Pricing Guidelines (2017), supra n. 2, para. 4.123.
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Jurisdictions.” The legal basis for unilateral APAs can be found in the respective
domestic tax law, either in transfer pricing law, in specific law on APAs or in general
procedural rules. The legal basis for bilateral or multilateral APAs can be found ip
international treaties such as tax treaties, where provisions implementing Article 25 of
OECD or UN Models on the mutual agreement procedure (MAP) usually serve as the
basis for such agreements. While some countries consider international treaty provi-
sions on MAPs alone as a sufficient basis for a bilateral or multilateral APA, others
require specific domestic implementations.

An APA must be based on the arm’s length principle. Regardless of whether an
APA is concluded unilaterally, bilaterally or multilaterally, its purpose should be to find
a common interpretation of the arm’s length principle in a specific situation, rather
than to arbitrarily define tax burdens for invelved taxpayers. An APA is not a civil law
contract, but an instrument of public law. Tax administrations will lack the authority
to autonomously reduce or increase a taxpayer’s tax burden, and they will certainly be
bound by the rule of law to apply their country’s transfer pricing law, including the
arm’s length principle. Nevertheless, it is only rarely the case that a jurisdiction will use
favourable and unilateral APAs that go beyond the arm’s length principle as an
Incentive to attract businesses.

Not all OBOR countries provide for the possibility of an APA.?* The main reasons
for being reluctant to introduce APAs can be grouped into three categories, namely: (i)
a lack of transfer pricing experience and knowledge, (ii) a lack of capacity and (iii) a
lack of trust in such cooperative procedure. Where countries have only recently
introduced transfer pricing law or have just started to enforce such rules, they usually
need to gain experience before starting an APA programime in order to minimize th;
risk of locking in transfer pricing positions that are either not in line with internaucaal
standards and/or are harmful for their country. Some ceuntries that have already
gained know-how and experience in the field of transfer pricing .stifi-have not
implemented APA programmes because of their limited personal capaciw 1n this area
and their will to use such limited capacity primarily for tax audits, as uﬂyithis function
promises revenue generating effects. Finally, countries might beeluctant to introduce
APA programmes because they do not trust in the specific APA procedure, where
taxpayers are typically intensively involved in establishing the assessment of a case
and results might depend on the agreement of a taxpayer.

Unfortunately, there are currently not many publicly available data on existing
programmes, many countries do not even publish their administrative guidance and
there is scarcely any case law available. Such lack of transparency increases the risk

93. For guidance of these topics, see OECD, Transfer Pricing Guidelines (2017), supra n. 2, paras.
4.129 & 4.130; UN, Practical Manual on Transfer Pricing for Developing Countries sup’m n. 3
Chapter 3.10; Cooper et al., World Bank Transfer Pricing Handbook, supra n. 4, Cflapter 7.. 1

94. The APA policy of specific countries can be found in the Transfer Pricing Surveys published
amllu.ally by major firms such as EY, https://www.ey.com/gl/en/services/tax/ey-2016-transter
-pricing-survey-series; KPMG, https://home.kpmg.com/xx/en/home/insights/io]3/04/kpmgv
g_lobalI—transfer—pricing—review.htm1; PwC, https://Www.pWc.com/gx/en/services/tax/pub]ica
tions/international-transfer-pricing.html; Deloitte, https://wwwz.cleloitte.com/us/en/pages/
tax/articles/global-transfer-pricing-country-guide. html,
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that APAs will not be in line with international standards, will be inconsistent with the
ireatment of other cases or will even be considered as providing preferential taxation in
specific cases.

Regarding issues related to APAs, generally, every transfer pricing case should be
resolved based on the same set of rules. As such, there should be no distinction
between an APA case and any other case, although an APA case is resolved in advance
of the concerned transactions while other cases are often handled years later during a
tax audit. This earlier resolution can be financially favourable for a tax administration;
if during APA negotiations the tax liability of a taxpayer turns out to be higher than
according to the taxpayer’s initial approach, this will - looking at the time value of
money - increase tax revenue for the tax administration. Additionally, the quality of
data to which a tax administration has access in an APA procedure is often better than
during an audit, and thus allows for a more accurate assessment. For businesses, an
APA increases certainty, allowing for more accurate planning. Businesses must plan
their undertzikings as accurately as possible for internal and external reasons. Inter-
nally, a coripany must know how much resources are available in order to be able to
make fovnd management decisions. Externally, a company must provide a clear
piriure of its financial situation in order to attract new investors®” or to satisfy demands
orits creditors. Uncertainty counteracts these demands, and thus companies are likely
.0 be interested in the certainty regarding their tax liabilities as provided by APAs.

During negotiations for an APA, the tax administration can obtain in-depth
insights into the taxpayer’s organization and strategies, allowing the administration to
learn and increase its knowledge. APA negotiations are typically held in an open and
cooperative atmosphere where the tax administration is working closely with the
taxpayer. As the taxpayer initiates an APA procedure, its willingness to share informa-
tion on the concerned transactions will typically be higher than during an audit
procedure. The fact that on the side of the taxpayer the same persons who designed the
transfer pricing system of the respective transactions will negotiate the APA, will
further improve the quality of information at hand vis-a-vis audits of past transactions.
These insights will allow tax administrations personnel to learn more about the
thinking of taxpayers, a knowledge that can be used later in different areas of work
(e.g., risk analysis, auditing).

Nevertheless, asymmetries in the skill and training level between a tax adminis-
tration and taxpayers or between different tax administrations can influence outcomes
negatively. An APA is the result of a process of negotiations. If the APA is unilateral,
these are conducted between a tax administration and a taxpayer; or if the APA is
bilateral or multilateral, they are conducted between more than one tax administra-
tions with the involvement of a taxpayer. If there are significant discrepancies between
the resources of stakeholders, this will likely influence the outcomes favouring the

95. In particular regarding projects with an extraordinary investment velume, such certainty is
essential for investor relations. In the past, agreements similar to APAs were even lifted to the
level of states treaties in order to comfort investors (e.g., Intergovernmental Agreement on the
Nabucco Pipeline Project where agreement was found that profits should be shared according to
the length of the pipeline in a specific country).
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resource-rich parties. If, for example, one party can rely on the expertise of an
economist who is specialized specifically in transfer pricing, while the other Darty
cannot rely on such a person, there is a risk that facts in favour of the latter party’s
position will be overlooked. Asymmetries (as described above) will alse occur in other
situations, such as audits and MAPs, and are therefore not an exclusive problem of Apa
negotiations. However, the cooperative character of an APA procedure could ceTtainly
give rise to potentially negative effects.

Offering the opportunity to conclude an APA may increase the attractiveness of 3
certain jurisdiction for businesses. Business decisions regarding where to locate
activities are complex and take into account various aspects. Tax is one of these aspects
and in this realm, it is not only the statutory tax rate that companies are considering. In
any case, tax certainty and - in particular — a reliable and well-functioning tax
administration can positively influence a company’s decision to invest in a country,
and the availability of an APA can signal this reliability. Accordingly, the BEPS Action
14 Final Report recommends the introduction of (bilateral) APA programmes’® in itg
best practices, and a recent joint report from the OECD and IMF on tax certainty refers
to APAs as a practical tool for enhancing tax certainty.®”

Nevertheless, APAs can lead tax administrations to focus scarce Tesources on
compliant rather than non-compliant taxpayers, thus ‘squeezing the wrong end’. Tax
administrations with very narrow personnel resources may have to wind down their
audit attempts in order to be able to run an APA programme, resulting in an overall
decrease in collected taxes. At the beginning of a tax administration’s work in the field
of transfer pricing, personal resources are typically very scarce. If only a very smal
group of skilled employees is available, the proper allocation of such capacity i
extremely critical. Often this group will work in an audit programme first, as this
promises countable monetary results while at the same time is a strong signal to the
business community. Moreover, audits that are based on prudent risk assessment
allow for a focus on taxpayers that are unlikely to be compliant, while taxpayers that
reveal their transfer pricing system voluntarily are more likely to be compliant anyway.
Thus, introducing an APA programme at an early stage could: effort with drawing
skilled auditors and result in an unreasenable allocation of scarce Tesources.

Unilateral APAs are particularly vulnerable to being used in unintended ways.
First, the close cooperation between tax administration and taxpayers could lay the
groundwork for corruption. The facts that only a small number of tax administration
employees will have the skills to verify the integrity of an APA and a domestic appeal
procedure is usually ruled out in an APA can further leverage this risk. Second, the
broad range of possible interpretations of the arm’s length principle could tempt tax
administrations to use APAs as a tool for (harmful) tax competition. Especially in
European and OECD countries, this opportunity was seen as problematic and counter-
measures have been considered already. In the EU, relevant cross-border APAs had to

96. OECD, Making Dispute Resolution Mechanisms More Effective — Action 14: 2015 Final Report,
OECD/G20 Base Erosion and Profit Shifting Project (OECD Publishing 5 Oct. 2015), at 28.

97. IMF/OECD, Tax Certainty: IMF/OECD Report for the G20 Finance Ministers (Mar. 2017),
available at http://www.Decd.org/tax/gzﬂ—report—on—tax—certainty.htm.
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pe exchanged spontaneously”® and from 2017, must be exchanged autornatica.lh_f,99 at
the level of the OECD, the BEPS Action 5 Final Report'® established a new minimum
standard on the mandatory exchange of APAs. ‘ _

Many of the risks menticned in above can be mitigated through increased
iransparency. Risks that are rooted in the one-sidedness of unﬂaterafl APAs are
minimized if all interested jurisdictions are informed at an early stage, and if later APAs
are exchanged'®* between the jurisdictions involved in the transactions. Taxpayers are
then not able to take different appreoaches,'® and thus the risks of unwanted d.ouble
non-taxation and other forms of misuse are reduced. At the same tir-nej, the risk of
double taxation is reduced as well, if jurisdictions openly share their gpmpns. Futhgr
transparency will facilitate the closing of the gap in asymmetric.snuatmns, this is
particularly true when APAs are published and can therefore be studied by anyone who
is interested.

3 CONCLUEICN AND PROPOSALS

This chapter has analysed various transfer pricing topics that can generate relev.:m[
iss1é3 11 OBOR countries. In general, one of the very first aims is to put on equal foqung
i, aderstanding of transfer pricing rules among OBOR countries in order to build a
i sidge between jurisdicticns with transfer pricing rules and those without.

Moreover, it would be reasonable to focus further actions on the development
and promotion in OBOR countries of two key aspects, namely the improvement of
guidance and the dissemination of experience among the various stakeholders. The
first part could potentially take place through the implementation of a commonly
agreed set of guidelines among OBOR countries. The second part, instead, could take
the form of tailoring existing training programmes to the local environments of the
target countries. In this context, both international organizations and acader{l%c
institutions should consider both offering consultations on the development of specific
guidelines and training of local tax officers. Additionally, OBOR countries might also
consider the establishment of an international forum (e.g., in a similar setting as the EU
JTPF) of experts from both governmental institutions and private practice that regu-
larly meets and analyses various pre-defined transfer pricing topics, in order _[0 produce
guidance that, although not legally binding, could constitute a useful practical tool to
solve specific issues.

98. EU Savings Directive: Council Directive 2011/16/EU of 15 Feb. 2011 on administ_rative
cooperation in the field of taxation and repealing Directive 77/799/EEC, OJ L64/1, Article 9.

99, EU Exchange of Information Directive 3, supra n. 85. o

100. QECD, Countering Harmful Tax Practices More Effectively, Taking into Accourt Tm_rtsparer_zqz
and Substance — Action 5: 2015 Final Report, OECD/G20 Base Erosion and Profit Shifting
Project (OECD Publishing 5 Oct. 2015). _ ' .

101. Automatic exchange of APAs is obligatory from 2017 onwards according to t_he Directive on
Administrative Assistance (supra n. 98) and is part of the new BEPS minimum standard
(supra n. 72). ] o _ . N

102. OECD, Transfer Pricing Guidelines (2010), para. 4.129 favours information o tl’_le_ot er
jurisdiction in cases of unilateral APAs; the Action 5 Final Report foresees a sophisticated
system of exchange of rulings.
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