Right of a Jurisdiction to Impose Tax

The government collects VAT of $30 over the course of the supply
chain which is borne by the end consumer.

Example 2-2

Company C established in the PRC is a Small Scale VAT taxpayer,
whose outputs are subject to 3% VAT. it sells machine components
to Company D for $100 plus VAT of 3%, total $103. Company D
is a General VAT taxpayer subject to 17% VAT. Company D sells
finished goods at $200 plus VAT of 17%, total $234. Company D
will remit VAT of $34 to the government as it is unable to claim
a credit for the $3 charged by the Small Scale VAT taxpayer,
thus creating VAT leakage in the supply chain. The leaked VAT

becomes a cost to Company D.

Although a VAT system allows a government a constant source
of revenue which s easier forit to police and ensure compliance,
there have been concerns voiced about the administrative and
compliance costs of operating a VAT system. Administrative
costs refer to the costs incurred by a government to employ
people and infrastructure, including hardware and software
to administer a VAT system. Compliance costs refer to the cost
a business must incur to be in VAT compliance. This may be
the cost of employing additional staff or professional advisors
or the time spent by the proprietors of smaller enterprises to
maintain their VAT books and records, which may impaci on
the time they can commit to doing actual business.

Accordingly, some jurisdictions prefer to impose asingle stage
levy at the point of final sale, often referred to a5Szles Tax, as
discussed below.

In the international business environment, there are supplies
of goods and services across borders, where different tax
regimes in each jurisdiction would prohibit a credit for VAT
imposed in another jurisdiction. This would be a hindrance to
international trade.

The question is “who has the right to tax, the jurisdiction of
origin or the jurisdiction of arrival?”. The general theory is
that as VAT is a tax on final consumption, the jurisdiction of
destination should have the VAT taxing rights.

Accordingly, most VAT regimes zero rate the export of goods
and services, which means that there is no VAT on the export
of goods and services. In addition, the taxpayer is still able to
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(b)

claim a credit for input VAT incurred on its purchases as tax
refund on export.

VAT is generally collected in the jurisdiction Qf destination
according to the prevailing rate in that jurisdiction. For
example, the PRC imposes VAT on imports and Australia
imposes GST on imports. If the goods or services, once
imported, are used for production whereby value is added, a
credit for the VAT charged on import will be available.

The destination principle provides a level playing field for all
businesses competing in a particular jurisdiction as they are
not hampered by a home country VAT which could price them
out of a particular market where the VAT in the destination
jurisdiction is lower. In some instances, there would even be
douhie taxation.

Sdles Tax

As opposed to being collected at the various stages of value
added, Sales Tax is a final tax collected at the final point of
sale and collected from the businesses that make the final sale.
Thus, the sellers act as the collection agent on behalf of the
government.

Although Sales Tax is generally easier to administer, it is open
to non-compliance. For example, sales tax is a final tax on
the sale of goods, with no credit system in place. Purchasers
are thus not incentivized to obtain valid invoices to obtain a
credit for input taxes and thus prices are potentially subject to
manipulation such that revenues raised from sales tax may be
lowered.

Furthermore, the tax base may be reduced, resulting in lower
tax collections, as sales tax is generally imposed on the sales of
goods rather than the supply of services. In some jurisdictions,
a separate indirect tax may be imposed on the supply of
services, thus increasing administration and compliance costs
for the government and businesses.

For example, in the PRC, prior to the imposition of VAT on
the supply of intangible assets, real estate and services, which
commenced as a pilot program in Shanghai in 2012 and was
fully implemented in May 2016, a non-creditable Business
Tax (“BT”) was applied to these supplies. As a consequence,
many enterprises were filing both VAT and BT returns, which
has added to their compliance burden, and consumers of
these supplies were subject to the cascading effect of BT, thus
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(d)

()

increasing the cost of these supplies, as the BT passed down
the supply chain with no credits available.

The introduction of an overriding VAT system consequently
brought the PRC further into line with internationally accepted
principles.

Capital Duty

Capital Duty is a tax charged on the share capital of a company.
It was abolished in Hong Kong with effect from 1 June 2012
but continues to be levied in other jurisdictions such that it is
still a consideration in international tax planning.

Stamp Duty

Stamp Duty is generally a tax imposed on documents for
the sale, lease or transfer of immovable property or the sale
of shares. It is, in fact, a tax on certain transactions. As the
financial impact of stamp duty can be considerable, it is an
important aspect of international tax planning.

Customs and Excise Duties

Customs Duties are taxes imposed on the import of goods
into a jurisdiction, being payable at the point of entry on the
assessed value of the goods being imported. Hong Kong, being
a free port, does not impose customs duty on the importation
of goods.

Excise Duty is an inland tax imposed on the productior-ar sale
of specified goods regardless of whether they are, imported
or produced locally. Excise Duties are generally imposed on
alcohol, tobacco and fuels so they could be congidered as a duty
intended to influence behavior. Hong Kong imposes Excise
Duty on alcohol, tobacco, methyl alcohol and hydrocarbon oil.

Withholding Tax

Withholding Tax, in the context of international taxation, is a
tax deducted at source by the jurisdiction wherein the income
arises. The recipient of the income is the taxpayer with the
payor being the agent to collect and pay the tax to the local
tax authorities. The incidence of Withholding Tax and the
reduction of the amount of Withholding Tax payable is one
of the most important considerations in international tax
planning.

Typically, the types of income subject to Withholding Tax are
dividends, interest and royalties.

112-2000
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Withholding Tax also refers to the deduction of income tax
by an employer from the remuneration of employees, often
referred to as Pay As You Earn or Pay as You Go. For example,
jurisdictions such as the PRC, the UK and Australia adopt a
withholding tax system for the collection of individual income
tax.

92-3000 Tax Policy Formulation

Tax policy formulation is an extremely complicated process as
consideration has to be given to the impact, costs and benefits of a tax
policy proposal to the society as a whole and to specific sectors, such
as industries, businesses and individuals.

Depending on, the goals and ideals of each government, different
governmenis ‘'will formulate different tax policies to address both
long tern;-and short term social and economic issues facing each
counify;, ‘One of the Hong Kong’s long term priorities is to encourage
invesitnents and to remain internationally competitive and thus, the
fiang Kong government has always adopted a simple tax system.
Lowever, with an aging population which would inevitably produce
an increased financial burden for the government, the need to
broaden the city’s tax base has been on the government’s agenda
for many years. An example of how the government utilizes tax
policy to address short term issues is the recently proposed vacancy
tax targeted at property developers to cool the ever-rising property
prices in Hong Kong.

In the PRC, there was considerable policy debate on revising the
Individual Income Tax Law to reduce taxes on the lower wage earning
population and to change the tax residency rules to bring the PRC in
line with international practices. The reforms were adopted by the
Standing Committee of the National People’s Congress (“NPCSC”)
on 31 August 2018 and promulgated through Presidential Decree
No. 9, fully taking effect from 1 January 2019.

It is necessary to ensure that proposed changes to tax legislation
do not produce anomalies when applied alongside existing tax
legislation resulting in unanticipated loopholes or contradictions. For
example, the proposal for the introduction of a GST in Hong Kong in
order to broaden the tax base has been widely discussed and debated
over the years. It has been argued that because a GST would likely
decrease sales and adversely affect many businesses in the city, the
proposal contradicts Hong Kong’s goal to remain competitive in the
international arena. If a GST were to be introduced, the government
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must also consider formulating an exemption policy for the
underprivileged population and a GST refund mechanism for tourists
that would not create loopholes or add excessive administrative costs
and burden on the government.

Accordingly, the drafting of tax legislation is very important in
ensuring that the law achieves its defined effect and governments
employ specialist law draftsmen to undertake this work.

Tax policy, in most developed jurisdictions, is formulated during the
Budget process, whereby proposals for new or revised tax legislation
are presented to the senior government officials with responsibility
for fiscal affairs.

In Hong Kong, the Executive Council, the Legislative Council and
the Tax Policy Unit are responsible for formulating and reviewing
tax policies with input from the Inland Revenue Department (“IRD")
and the Financial Services and Treasury Bureau. In the PRC, the
National People’s Congress (“NPC”), the State Council, the Ministry
of Finance (“MOF”) and the State Taxation Administration (“STA")
all have the authority to formulate tax policy.

International organizations also assume an active role in advising
countries on their tax policies. The OECD provides tax policy
frameworks to countries for legislation designed to achieve specific
goals, for example, investment in a jurisdiction. In December 2017,
the International Monetary Fund (“IMF”) provided the PRC with a
technical assistance report which discusses the impact of tax poticy
on employment in the PRC, specifically covering the taxaiton of
employed labor and small and medium-sized enterprises.*

12-4000 Consultation

Consultation is considered to be an important element of tax policy
formulation. Consultation can be public, that is, releasing a draft
of the proposed legislation to the public to elicit responses to the
proposal, or targeted.

Participants in targeted consultation are generally selected because
they have expertise in a particular area, for example, taxation,
law and accounting. For instance, in Hong Kong, the Joint Liaison

11 International Monetary Fund. Fiscal Affairs Dept. (286 Mar 2018), The People’s
Republic China: Tux Policy and Employment Creation, International Monetary Fund,
Washington, DC https://www.imf.org/en/Publications/CR/Issues/2018/03/28/
Peoples-Republic-of-China-Tax-Policy-and-Employment-Creation-45765
Accessed 30 June 2018.
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Committee on Taxation ("JLCT"), whose membership is made up of
professional bodies, including the Taxation Institute of Hong Kong,
the Law Society of Hong Kong, and the Hong Kong Institute of
Certified Public Accountants, together with Chambers of Commerce,
is regularly consulted with regard to changes in tax legislation. In
particular, the Hong Kong government has continuously sought
these organizations’ views on how Hong Kong's tax base can and
should be broadened.

Other participants in targeted consultation may be certain industry
groups that will be specifically affected by the proposed legislation.
For example, if proposed legislation is specifically targeted at the
asset management business in Hong Kong, input will be sought
from industry groups, such as the Association of Independent Asset
Managers, Hong Kong.

Occasionzlly,; consultation may be confidential, in that participants
are requiréd to sign a confidentiality agreement. Such consultation
usualnstakes place when proposed tax legislation is controversial.

Overall, the purpose of consultation is to clarify the policy intent
of the proposed / revised legislation, to provide input into the
implementation of the policy with a view to minimizing the
administrative and compliance burden on the taxpayer and to ensure
that the proposed legislation does not produce unintended results.

12-5000 Gazetting

The Government of the Hong Kong Special Administrative Region
Gazette (“the Gazette”) is an official channel for promulgating
information (e.g. legislation, public notices and appointments) which
is required for statutory or other reasons to be made public.

Proposed changes in tax legislation are presented to the government
in the form of a bill. In Hong Kong, the bill is presented to the Executive
Council for approval. Once approved, the bill will be published in the
Gazette and presented to the Legislative Council for reading. Each
bill must have three readings and once the bill has been passed, it will
be handed to the Chief Executive of Hong Kong to promulgate the
law, at which point the law will be published in the Gazette.

12-6000 Implementation by Legislation

In Hong Kong, once the legislation has been enacted by the Legislative
Council through publication in the Gazette, the Ordinance commences
with immediate effect, or, if provision is made for it to commence on
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countries will consider numerous factors, such as the place wherg
work is performed, the location of the entity bearing the costs of
employment, the location of the entity that has authority to instruef
the individual or that bears the risk and responsibility for the work
of the individual, the location where the contract of employment jg
negotiated, concluded and enforceable, and the place in which the
individual’s remuneration is pald Norma]ly, the location where work
is performed is the same as the residence of one’s employer, and thus
the source of employment income would coincide with the employerf
country of residence. However, given the mobility of individualg
coupled with the international presence of many businesses today,
there may be multiple locations from which individuals source their
employment income. For instance, if an individual is sent abroad by
his/her employer to work for a certain period of time, the source of
his/her employment income would be both his/her home country
where he/she ordinarily works as well a3 the country in which he/
she has spent time such that he/she may be taxable in both countries,
However, if the individual’s duration of employment in the foreign
country is short, most countries do not exercise their taxing right
under their domestic laws or DTAs.

As paragraph 2 of Article 15 of the OECD Model Convention ‘
provides for an exemption from tax of employment income in the ¥
source Country if certain conditions are met, to prevent abuse ol
this exemption, the OECD has outlined the factors below which aze
relevant to determining the true employer, and thus the localiiy of
the employment income:

(@) who has the authority to instruct the individual regaiding the
manner in which the work has to be performed;

(b) who controls and has responsibility for the. place at which
the work is performed;

(C) is the remuneration of the individual directly Charged by the
formal employer to the enterprise to which the services are
Provided; |

(d) who puts the tools and materials necessary for the work at
the individual’s disposal;

() Wwho determines the number and qualifications of the
individuals performing the work;

(f)  whohas the right to select theindividual who will perform the
work and to terminate the contractual arrangements entered
into with that individual for that purpose;

14-8000 © 2019 The Taxation Institute of Hong Kong |
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—
(g) who has the right to impose disciplinary sanctions related to
& the work of that individual;

(h) who determines the holidays and work schedule of that
individual.®

[n Hong Kong, under Section 8(1) of the IRO, income from any office,
employment of profit or pension is subject to Salaries Tax if it arises
in or is derived from Hong Kong, i.e. if it is sourced in Hong Kong.
The IRD has set out its views on how the source of employment
income is determined in DIPN 10 (Revised). Although the IRD
recognises in the DIPN that the source of employment income should
pe determined using a “totality of facts” approach as outlined in the
decision Commissioner of Inland Revenue v George Andrew Goepfert
(1989) 1 HKRC §90-003", it has maintained its position that it will
place emphasis on three specific factors:

(a) the(place where the contract of employment was negotiated
andrentered into, and is enforceable;

(t)  the residence of the employer; and
ic) the place where remuneration is paid.

In addition, the IRD is of the view that if the employer is resident in
Hong Kong, it is highly likely that the employment has a source in
Hong Kong, even though the contract may have been negotiated and
concluded outside Hong Kong. In contrast, the fact that remuneration
is paid outside Hong Kong where the employer is resident in Hong
Kong would also not likely cause the employment’s locality to be
offshore in the absence of other relevant factors. Once the source of
an employment is determined to be in Hong Kong, all income from
that employment would be caught by Section 8(1) of the IRO and
subject to Hong Kong Salaries Tax. If, on the other hand, the source
of an employment is determined to be offshore, then only income
arising from services rendered in Hong Kong, calculated on a time
apportionment basis, would be subject to Salaries Tax. However,
Section 8(1B) of the IRO exempts employment income sourced in
Hong Kong from Salaries Tax where services rendered in Hong Kong
during visits do not exceed a total of 60 days in a year of assessment.

10 OECD (2017), Model Tax Convention on Income and Capital: Condensed Version
2017, OECD Publishing, Paris, http://dx.doi.org/10.1787/mtc_cond-2017-en,
para 8.14 Commentary on Article 15.

11 [1987] HKLR 888.

12 ADTA to which Hong Kong is party normally extends the period of stay during
which services are rendered tax free.
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Economically the result is as follows:

Income: $100
Hong Kong Salaries Tax (assume standard rate): (15)
UK Income Tax (assume effective rate 32%): _(32)
Net After Tax Income: $53
Effective Tax Rate: 47%

Example 6-3

Company C, incorporated in the UK, whose business is the design and
fitting-out of shopping malls, is contracted by a company in the PRC to
design and fit out a shopping mall in Shanghai. The contract provides for
a fixed fee to be paid to Company C for the services and specifies that the
duration of the project is 12 months.

Company C sends a team of 20 of its staff to the PRC to provide the design
and fit out of the mall and, apart from staff making occasional visits back
to the UK to take instruction, the team are present in the PRC for the
whole 12-month period.

source of income in the PRC, that is the fee paid for performing services |
in the PRC, the fee paid to Company C will be subject to CIT in the PR,
Conversely, as the UK imposes taxation by reference to residence, the
same fee will also be subject to corporate tax in the UK.

Economically the result is as follows:

Income: $100
PRC Corporate Income Tax: (25)
UK Corporate Tax: (20)
Net After Tax Income: $55
Effective Tax Rate: 45%

From the above examples, it should be clear that the incidence
of economic or international juridical double taxation is a huge
disincentive to conduct international business, thus hindering the

flow of people, goods, capital and services across jurisdictional
borders.

Indeed, in the words of the OECD with regard to international
juridical double taxation:

fl6-1400 © 2019 The Taxation Institute of Hong Kong

As the PRC imposes the charge to taxation on non-residents with a ®
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«Tts harmful effects on the exchange of goods and services and the
movement of capital, technology and persons are so well known
that it is scarcely necessary to stress the importance of removing
the obstacles that double taxation presents to the development of
economic relations between countries”

Accordingly, the following sections in this Chapter will examine in
detail the remedies available to taxpayers to eliminate or minimize

economic and international juridical double taxation.

1]6-2000 Methods of Double Taxation
Relief

There are generally three methods by which countries provide
taxpayers with relief from juridical double taxation: (1) the-deductlon
method; (i) the exemption method; and (iii) the Credlt. methgd.
Domestic tax legislation of home countries (i.e. countries which
imcosetaxes based on residence) may provide for one or more of these
niatiiods, whereas the latter two methods are generally the agreed
ways of elimination of double taxation between two jurisdictions that
have concluded a DTA. Each of these methods are explained below,
followed by computational examples illustrating how each method
works quantitatively. Special issues arising from methods of double
taxation relief are then discussed.

16-2100 Deduction of Overseas Taxes Paid as
an Expense

Domestic tax law typically allows business expenses to be deducted
from revenues in calculating an entity’s taxable income. Therefore,
where a home country taxes its residents on offshore sourced income
that has already been taxed in the source country, the home country
would allow its resident taxpayer to deduct the overseas taxes paid
in the source country as a business expense in its home country’s
tax return. However, this can only provide a partial relief of double
taxation as the overseas tax paid cannot be fully set off against the tax
imposed by the home country, but rather can only be used to reduce
taxable income in the home country such that the relief is limited to
the domestic tax rate of the home country multiplied by the amount
of the overseas tax.

3 Ibid.
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As can be seen in the computational examples in section Y6-240(
below, the deduction method provides a lower effective tax rate for
a company than if no relief was allowed, but it is the least beneficia]
method for the taxpayer among the three methods commonly found
in various countries’ tax systems. The only situation in which the
deduction method would provide the taxpayer with a higher benefit
than the other methods is when the taxpayer has accumulated
losses, especially if the foreign tax credits cannot be carried back or
carried forward to offset taxes payable in previous or future years,
For example, under the deduction method, the home country tax
loss for the taxpayer would be increased from the availability of
the tax deduction of the overseas tax paid. However, the overseas
tax paid would not be included in the taxpayer’s home country tax
computation under the exemption method nor would it be available
for offset against any taxes payable in the home country as the
taxpayer does not have any taxes payable on tax losses.

16-2200 Exemption or Exclusion of Income
Taxed in Other Jurisdictions

Where home countries allow taxpayers to exclude income already
taxed in the foreign source country in their home country’s tax retumn,
this is called the exemption method. Because foreign income is only
taxed once in the source country and not again in the home countiy,
the exemption method provides full relief from double taxatioiiior
the taxpayer. Countries which adopt the territorial system of taxation
typically use the exemption method. No taxes are collecied on the
foreign income by the home country and thus it falls outside of the
home country’s tax base, that is, the total amount of assefs or income
over which a country has taxing rights.

Althoughbeneficial to the taxpayer, the exemption method encourages
taxpayers to move capital to jurisdictions with low tax rates and
therefore, home countries are unable to effectively protect their tax
base. To counteract this effect, countries may impose restrictions
on the use of the exemption method, such as only allowing it on
foreign dividend income where the taxpayer actively participates in
the management of the foreign company. Another variation of the
exemption method is exemption with progression, which is further
discussed in subsection §6-5300 below.

In terms of complexity, the exemption method is easier to administer
than the credit method because it is not necessary to determine
the nature and amount of foreign taxes paid — foreign income is
simply excluded and not accounted for in the home country. The

f6-2200 © 2019 The Taxation Institute of Hong Kong
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dministrative burden increases as home countries impose more
aestriCﬁOIlS on its use since additional steps are needed to determine
f,ghether taxpayers are eligible to apply the exemption method.

16-2300 Foreign Tax Credit

Countries which adopt a residence based Wc‘)rldwi_de system pf
taxation typically allow their taxpayers to credit foreign taxes paid
against taxes payable in their home country. Therefore, this crt_edlt
method also provides taxpayers with full relief from double taxation.
However, the amount of credit available is generally limited by
the amount of tax levied by the home country. For example, if the
foreign country’s tax rate is higher than that of the home country,
the maximum_foreign tax credit taxpayers can claim in their home
country woiid be the home country’s tax rate multiplied by the
foreign incoine. Taxpayers would thus spffer the excess tax paid in
the foreign country. Such limitation is imposed ’s_o that the home
couriizjwould not have to subsidize the taxpayers’ investment in the
feceign country.

Decause foreign income is included in the home country’s t,ax return
and remains in the home country’s tax net, the home country_ s _tax b:flse
is protected. However, the credit method increases the admlrustrahve
burden for the home country as it must determine which types of
taxes are creditable and implement a process to verify the amount
of foreign tax paid. The types of foreign taxes that are creditable are
usually in the same nature as the taxes levied on the same type of
income in the home country. Creditable taxes are further discussed in
subsection 96-5200 below.

Another problem with the credit method is that taxpayers tend not
to repatriate foreign profits back to the home country if the home
country’s tax rate is comparatively high. This is because additional tax
equal to the difference between the domestic tax rate and the foreign
tax rate would have to be paid on such profits. If the home country
does not impose taxes on deemed repatriations, such as Controlled
Foreign Company (“CFC”) rules (which will be discussed in Chapter
14), indefinite deferrals of foreign profits would have the same effect
on its tax base as if the home country allows its taxpayers to use the
exemption method.

16-2400 Typical Calculation of Each Method

Typical calculations of the deduction, exemption and credit methods
are illustrated in the following example. A calculation which does
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not provide for any double tax relief is also included such that
effects of each method on a taxpayer’s position can be analysed
compared.

Example 6-4 '
Company X is a tax resident in Country A, where the corporate income tay |5'
rate is 20%. It operates a branch in Country B, where the branch income js .‘:
subject to corporate income tax rate at 30%. Company X derives $1,000 of |
profits in Country A and its branch derives $500 of profits in Country B, ‘
Deduction Method
Country A Profits [A] $1,000
Country B Branch Profits [B] 500
Country B Tax on Branch Profits [B] x 30% = [C] 150
Profits before Country A Tax [A] + [B] - [C] = [D] 1,350
Country A Tax [D] x 20% = [E] 270
Total Tax Paid [C] + [E] = [F] $420
Effective Tax Rate [F] / (JA] + [B]) 28%
Exemption Method 0\
Country A Profits [A] $1,000 |
Country B Branch Profits [B] O]
Country B Tax on Branch Profits [B] x 30% = [C] 150
Country A Tax [A] x 20% = [D] 200
Total Tax Paid [C] + [D] = [E] $350
Effective Tax Rate [E] / ([A] + [B]) 23.3%
Credit Method
Country A Profits [A] $1,000
Country B Branch Profits [B] 500
Country B Tax on Branch Profits [B] x 30% = [C] 150
Country A Tax ([A] + [B]) x 20% = [D] 300
Credit for Country B Tax [B] x 20% = [E] (credit
capped at Country A's corporate income tax rate) (100)
Total Tax Paid [C] + [D] + [E] = [F] $350
Effective Tax Rate [F] / ([A] + [B]) 23.3%

{l6-2400 © 2019 The Taxation Institute of Hong Kong
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| No Relief
Country A Profits [A] $1,000
Country B Branch Profits [B] 500
Country B Tax on Branch Profits [B] x 30% = [C] 150
Country A Tax on Total Profits ([A] + [B]) x 20% = [D] 300
Total Tax Paid [C] + [D] = [F] $450
Effective Tax Rate [F]/ ([A] +[B]) 30%

Asshownin the above calculations, all three methods produce a loWer
effective tax rate than if no relief was availablfa, but the exemption
and credit methods produce the lowest effec’qve tax rates because
full/partial relief is given for foreign taxes paid. In fact, the OECD
recommen@sthat countries adopt the exemption and credit methods
for providing relief of double taxation. But because the deduction
methi.d can be beneficial for taxpayers who have accumulated 1os§es,
(~utries may allow taxpayers to elect whether to use the deduction
swihod or the exemption/credit method, either on a one-time basis
at incorporation or in the year during which a change of tax law
pecomes effective or on an annual basis.

In practice, however, calculations are not as simple as the abov_e
example, mainly because countries use a combination of credit
and exemption methods for different types of income and impose
various restrictions on the use of each method. Specific rules for the
use of the different tax relief methods are often in place to combat
abuse of the methods for tax avoidance purposes and to preserve a
country’s tax base. Issues that arise in computations of tax relief from
variations, restrictions and/or combinations of the different methods
are discussed in the next section.

16-3000 Double Taxation Relief
Computational Issues

16-3100 Variations of Double Taxation Relief
Methods

The variations and limitations that countries place on double tax
relief methods can be broadly categorized as follows:

(a) Hybrid systems — This is where the exemption method is used
for particular types of income (e.g. active income from foreign
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(b)

(iif)

(iv)

branches or dividends from operating foreign subsidiaries)
while the credit method is used for the remaining types of
income (e.g. passive income such as royalties, interest on
foreign loans or dividends from foreign investment holdin
companies), and hence issues regarding characterization of
income arise.

Limits placed on the amount of foreign tax credits that can be
claimed — These limits may be in relation to one or more of the
following factors:

(i) The home country’s tax rate in relation to the source
country’s tax rate — As discussed in subsection §6-2300
above, countries typically cap the foreign tax credit at the
domestic tax rate at which the foreign income would have
been taxed in the home country.

(i1) Nature of foreign taxes paid — Some countries may only
allow foreign tax credits against withholding taxes paid
but not against foreign corporate income taxes paid
on underlying profits used to pay dividends. In other
instances, capital taxes may not be creditable because the
home country does not levy similar taxes.

Limits on each category of income or on the proportionate
amount of foreign sourced income to total taxable incomé
— Available foreign tax credits are often limited not ol Y
by the absolute amount of the taxpayer’s tax liability of
the home country, but also by the proportionaté-amount
of income from each category or each foreign\ country.
For example, a country may require taxpayers fo separate
foreign income into passive and active imcertié and limit
the foreign tax credit claimed in each category to the
lesser of actual taxes paid or accrued for that category or
the domestic tax liability on the foreign income in that
category. In the PRC, the maximum creditable foreign tax
for each foreign country is the lesser of the actual foreign
tax paid or the domestic tax liability on total taxable
income multiplied by the fraction of foreign income for
each country over total taxable income.

Percentage of shareholding / Levels of lower tiered
companies — Company A in Country X owns 75% of
Company B in Country Y, which in turn owns 75% of
Company C in Country Z. Whether Company A can claim
foreign tax credits on dividends paid by Company B and
Company C depends on Country X’s tax rules. Countries

fl6-3100
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Double Taxation Relief "

have different rules governing the minimum percentage
Company A must hold in the lower tiered companies
in order to be able to claim both the withholding tax on
dividends paid as well as the foreign corporate income
tax paid on the underlying profits out of which the
dividends are being paid. There are also different rules
that determine the number of tiers in the lower tiered
companies for which Company A can claim foreign tax
credits.

Availability of carry forward or carry back of excess foreign
tax credits — Because of the limits placed on the amount of
foreign tax credits that can be claimed in a particular year,
there may be excess credits that remain unclaimed. Cquntnes
may pfovide for such credits to be carried back to previous tax
yeags\or carried forward to future tax years.

Group relief — Excess foreign tax credits may also be c]aimfad
Ly companies within the same corporate group. Coqultnes
would set out detailed rules to determine whether affiliated
companies belong to the same corporate group.

Limits placed on whether the exemption method may be used
— Because foreign income falls out of a country’s tax net under
the exemption method, countries generally impose restrictions
on its use using one or both of the following ways:

(i) Exemptionwithparticipation—Thisiswheretheexemption
method may only apply to active income. However, to
determine whether income is active or passive may not
be as simple as it may first appear. For instance, interest
income may have a passive nature, but if a company is
in the business of deposit-taking and lending, such as a
financial institution, interest would be classified as active
income. Dividends received from a wholly owned foreign
subsidiary could either be active or passive, depending on
the business activities of the subsidiary. If the subsidiary
is an investment holding company which receives
dividends and interest from its investment portfolio,
then the dividends it pays to its parent company would
be passive income. On the other hand, if the subsidiary
operates a factory in a foreign country and generates
income from the sale of goods that it manufactures, then
the dividends it pays to its parent company would be
active income. Countries may also specify a minimum
shareholding before dividends received from subsidiaries

International Tax Law and Practice
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can be classified as active income and hence exempt, This
1s typically 10% for most countries but the UK no longer
requires a minimum shareholding for foreign dividends
to be exempt from corporate income tax.

(ii) Exemption with progression — Many countries have
progressive tax rates rather than a flat tax rate. In the
system of exemption with progression, the exemptincome
is allocated the lowest tax brackets and the remainin
taxable income is taxed at higher tax brackets such that
double tax relief on foreign taxes paid on the exempt
income is limited. Numerical examples are provided in
subsection §6-5300 below:.

Countries adopt different combinations of the above methods, which
make computations of exempt foreign sourced income and foreign
tax credits very complex. In fact, double tax relief calculations for
countries which have an extensive double tax treaty network are
even more complicated than those which have concluded few
DTAs because different calculation methods would likely be agreed
between different treaty partners. Although countries are likely to
insist on adopting methods based on their own domestic tax laws
during the DTA negotiation process, compromise on both sides may
be required in order to successfully conclude a DTA. Therefore, the
methods dictated by DTAs are often different from those specified
by a country’s domestic tax laws. Practitioners should thus be cageful
in determining the correct calculation methods in their clients” tax
computations by referring to the appropriate DTA.

16-3200 Characterization of Foreign Saurced
Income

One major issue with double tax relief computations that many
taxpayers encounter is that of characterization of foreign sourced
income. As emphasized above, different countries have different rules
that govern the computation of double tax relief. The availability and
extent of tax relief often depends on how foreign sourced income is
characterized, as can be seen from the hybrid systems and exemption
with participation method described above. A common dispute
taxpayers have with tax authorities is whether income should
be classified as active or passive. Because foreign active income is
often exempt, taxpayers frequently assert income as active while tax
authorities regard the same income as passive.

fl6-3200 © 2019 The Taxation Institute of Hong Kong
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A typical example is rental income. Renta]_ income is generally
regarded as passive income_bec_ause income is generated from the
Jetting of assets which require little or no effort on the part of the
income recipient. However, in some cases, property owners may
spend significant amounts of time travelling overseas to actively
manage their property by, for instance, screening new tenants,
arranging for repairs and maintenance anq attending meetmgs‘of
owners’ incorporation. In such cases, rental income from prqperhes
located in foreign countries may be classified as active income
available for tax exemption in the home country.

Another example is the classification between interest income and
dividends. Some countries exempt foreign dividend:% from tax if the
taxpayer holds 10% or more of a foreign company’s shareholding.
Therefore, takpayers may “dress up” loan relahonshlps as equity
investments in order to qualify for the home country’s exemption
on dividends received, while the same payment may bf% classified as
interest)in the source country to maximize tax (_ieductlon by payor.
These’ examples demonstrate that it is imperative for pra(_:hthnm:s
o have a thorough understanding of the substance of their client’s
pusiness transactions to ensure a correct classification of foreign
income in double tax relief computations.

16-3300 Timing of Foreign Tax Payments

Another practical issue in the computations of double tax relief,
particularly of foreign tax credits, is that the amount of foreign tax
paid is not actually known until after the tax filing deadline of the
home country. Most countries thus allow taxpayers to claim as credits
foreign taxes accrued for the same tax year. Any difference between
actual foreign taxes paid and accrued would then be adjusted in the
following tax year.

16-4000 Computations of Foreign Sourced
Income and Attributable Foreign
Taxes

The following numerical example incorporates hypothe_tic‘:al f_acts
and rules that illustrate how some of the variations and limitations
described in section 6-3000 above work in practice.

International Tax Law and Practice {l6-4000
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112-2000 The “Arm’s Length” Principle

M12-2100 Definition of the “Arm’s Length”
Principle

“ARM’'S LENGTH PRINCIPLE -- The international standard which
states that, where conditions between related enterprises are differeng
from those between independent enterprises, profits which have

accrued by reason of those conditions may be included in the profits
of that enterprise and taxed accordingly.”?

The definitive guidance for determining “arm’s length” pricing is the
Guidelines. As stated in paragraph 16 of the Preface:

"OECD member countries are encouraged to follow these
Guidelines in their domestic transfer pricing practices, and
taxpayers are encouraged to follow these Guidelinesin evaluating
for tax purposes whether their transfer pricing complies with
the arm’s length principle. Tax administrations are encouraged
to take into account the taxpayer’s commercial jud gment about
the application of the arm'’s length principle in their examination
practices and to undertake their analyses of transfer pricing from
that perspective.”

Further, paragraph 1.8 of the Guidelines states:

“There are several reasons why OECD member countries and
other countries have adopted the arm’s length principle. A riajor
reason is that the arm’s length principle provides broad parity
of tax treatment for members of MNE groups and ingependent
enterprises. Because the arm'’s length principle pfits-associated.
and independent enterprises on a more equal.feGting for tax
purposes, itavoids the creation of tax advantagesor disad vantages
that would otherwise distort the relative competitive positions
of either type of entity. In so removing these tax considerations
from economic decisions, the arm’s length principle promotes
the growth of international trade and investment.”

Accordingly, the application of the arm’s length policy not only
permits tax jurisdictions to secure “a fair share” of taxation in
international transactions, but it also encourages international trade.

The arm’s length principle seeks to adjust the pricing of transactions
between associated enterprises by referring to the conditions that

3 OECD Glossary of Tax Terms (n. 1).
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i i dent parties in comparable
have applied between indepen
w:;;gctions in comparable circumstances. These are referred to as

' gomparable uncontrolled transactions.

achieve this, as discussed previously, each member of
v %deé ;oup is treated as if they are i%dependen? entities and the
annsactions between them are examined to idenh_fy if any of the
g;ﬁditions or circumstances differ from thos_e'whlch would have
peen present in comparable uncontrolled conditions.

This analysis of controlled and uncgmtrollec.i trgnsag:’rions thilCh is the
foundation of the arm’s length pricing principle is referred to as a
#comparability analysis”. |

In the case where enterprises are considered to be a@sociated, Article 9,
paragraph 1 of the OECD Model Convention continues:

# .. afih in either case conditions are made or imposgd
betviesn the two enterprises in their commercial or financial
rélations which differ from those that Would be made between
independent enterprises, then any profits which would, but for
those conditions, have accrued to one of the enterprises, but, by
reason of those conditions, have not so accrued, may bf included
in the profits of that enterprise and taxed accordingly.

Article 9 is therefore considered as the authoritative statement of the
“arm’s length principle”.

Article 41 of the EITL also provides for the application of the arm’s
length principle as follows:

“If a business transaction between an enterprise and a related
party does not comply with the arm’s length principle, thﬁs
reducing the taxable income or revenue of the enterprise of the
related party, the tax authorities shall Pe empowered to make
adjustments using reasonable methods.

Article 110 of the EITIR elaborates that the “arm’s length principle” as
referred to in Article 41 of the EITL means “the principle of adopting
fair market prices and business norms for transactions carried out
between non-related parties.” It is, therefor_e, necessary to examine
in depth the “arm’s length principle” as this is fundamental to the
application of transfer pricing policies.

As previously discussed, Hong Kong has also recently ena?c_ted
Section 50AAF of the IRO - Rule 1 - Arm’s Length for Provision
Between Associated Persons which requires income or loss between
associated persons to be computed on an arm’s length basis.
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Step 1 - Identify the controiled transaction

In order to identify the controlled transaction, paragraph 1.36 of the
Guidelines states: =

“The economically relevant characteristics or Comparabil_iw
factors that need to be identified in the commercial or ﬁnanci'at[

relations between the associated enterprises...can be broad]"y;?
characterized as follows: '

® The contractual terms of the transaction.

* The functions performed by each of the parties to the
transactions, taking into account assets used and rigkg
assumed, including how those functions relate to the wider
generation of value by the MNE group to which the partieg

belong, the circumstances surrounding the transaction, ang
industry practices.

¢ The characteristics of the property transferred or the serviceg
provided.

* The economic circumstances of the parties and the market in
which the parties operate.

The business strategies pursued by the parties.”

Contractual terms of the transaction

To the extent that the associated enterprises have formalized thair
relationship by way of a written contract, these contracts mustfirst be
examined with a view to identifying the controlled transactior.,

Most contractual relationships between independent enteiprises are
written to protect their individual interests and therefdre; will be very
specific in terms of pricing, roles, responsibilities, assumption of risk
and permitted variances. Generally, once the terms are agreed, they
will be strictly enforced and further variances will be accommodated
only if it is in the interests of both parties to accept the variances.

In the case of contractual relationships between associated parties,
the written contract may indicate how responsibilities, risks, and
financial outcomes were intended to be divided at the time of
execution but the actual performance of the associated parties under
the contracts may be substantially different from that intended at the
inception of the contract. These changes in performance are unlikely
to be documented in a contractual form., They may just evolve over

time or be implemented by the board of directors or through other
internal policies.

12-2300 © 2019 The Taxation Institute of Hong Kong
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Aﬁﬁ?’t{; provide sufficient information to identify the controlled

- i other
8 action or transactions. It is also necessary to consider the
trans
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a review of the contractual terms of the transaction alone

S
1 1 7 f ’4

sed, 11° ded, and the market dynamics of the locations in which

services provi
ﬂ‘ley opel‘ate.

B
-
le 12-2 |
- S, a member of an MNE group, is inc.orporated in
Compai‘){j It’manufactures and sells precision tooling. A sister company
i S, Company T, is incorporated in Country V. Corppany S has
i Comp_ariy < contract with Company T to provide marketing services
?nterEd m’o\n’ﬂh} return for a fee. Relying on the contractual r'elatmns'hlp
. COUEHT( ntrolled transaction would appear to be marketing ser\irlce?s
alOﬂe;f f blJ Company T to Company 5. However, a further ana ymcsl
Ec:‘:;:i;ml};ercial and financial relationship.betw_een Comganyfd?:;d
2 any T, which involved examining fmefmaall _records, a N
:r;an;liia]ystat’ements shipping documents and mvmgng arr?%ﬂerllveﬁcﬁ
indli ; recision tooling to Company T,
h;lflzaz}iz ﬁ‘kil;;n((::io; Eigyh"stvz(ﬂzr? risk of the pr%)duct, sells the It)rO(iO%(:tt
:0 tiqird—party customers in Country V, and books 1fhe reesualga;‘l tr}:;l o
The controlled transaction should thus be recharacteriz

transaction.
e

The functions performed by each of the parties to the transactions

i i icall
ici tween two independent enterprises will typically
;[gfec%rtllcl?gfgugéations performed, assets _utihzed and ﬁlsg;i af;;ﬁ—ﬁi{
Accordingly, to be in a position to identify the contro eﬁ II;a e
and to éompare the pricing of a controlled trafnsac e?fu_nctional
uncontrolled transaction, it is necessary to pertorm
analysis. o |
A functional analysis requires the identification cl)f ecoalr(;r;léc:gg
significant activities, that is, functions performec.l, ris '}Sllqiasssana]ysis d
assets employed by the parties to the tran'sgctlonf. L8 B
crucial in determining the arm’s length pncm% 0 da Fansastion a8
el fuTlCtiOﬂSdﬁd?l‘takef_lb}?; S;C;(;;eagir clfevej{oped, and
i i orne and the intangi : ] :
}vfégég’zle'teﬂgﬁf]ijtabﬂity of the enterprise undertaking the transactions.

The functions that are typically examined in the course of identifying
the controlled transaction are as follows:

i 12-2300
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(a) GeneralManagement—includes activities such as developmeny
of corporate strategies, finance and administraign
development of management information systems and other

systems required to support the overall operation of
business. 3

(b) Product Research and Development - includes activitieg g

create and develop new products or processes, new techngjgge i

to enhance the business or to improve existing products or
processes. !

(c) Buy Function - includes activities relatin

materials for the production process or
resale.

g to sourcing ay,
finished goods for

(d) Production —includes the manufacture of
production planning,
control.

products, including

product improvement, and quality

(e) Sales and Distribution — in
and services.

(f) Marketing - includes defining the company’s goals with
regard to a specific market or market segment, designing and

launching sales campaigns to target the desired market and
raising brand awareness.

cludes the pricing and sale of goods

(8) Pricing — involves strategic pricing,
trade-off between sales volume an

tactical pricing designed to meet loc
conditions.

The risks that are typically examined in
analysis include the following:

(a) Product Liability - the risk
malfunctioning or not meetin
expectations of the market,

(b) Market Risk - the risk of encounterin

which is, assessing {hg
d product margin: or
al or temporary. -narket

performjng tiefunctional

of the product failing,
g the quality or performance

(c) Inventory Risk — the risk of suffering financial losses
through the ownership of inventory, for example, shrinkage,

obsolescence, market collapse, natural disasters, or fire and
water damage.

M12-2300
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Custome Cre = i i ds or services |
d dit Risk — the risk of supplymg goo
( ) i jfivanze gf alcustomer’s payment with subsequent default

m

on payment by the customer.

i i fluctuation in foreign
ien Exchange Risk — the risk that a
© E)?(rflf\;gr?ge rates Ignay increase the costs of purchase or reduce
the profits on sale or supply.

: . d
i in a transaction, both tangible an
idering the assets used in a : nd
" Cogislgiae};ssgets are considered. As stated in paragraph 1.54 of ‘
intang!’
Cuidelines: |
. “The functional analysis should consider the type of assets ?}?ﬁi
T}? lant and equipment, the use of valuable mtarl}lg =
. cﬁll;ssets etc., and the nature of the assets usgd, suc 'éllzble
l:gean markes Vaiue, location, property right protections avai :
etc.”

iy, 1 iate to use a company that owns
Accordiflsly, 11’51?\’%11(1 ngf‘gs; gﬁlélolljgique intellectual property in its
Sk lgro?:,eg;las a comparable with a company that err_iploy;
mmd'tacmﬁilig Ees in its manufacturing process. The ownership ;nct
o the i teclllectual property give the former company a pro tiun
us((ei Orfn;};lieT edge and therefore, its contribution to value creatio
an

should be compensated.

The characteristics of the property transferred or the services
provided

. ; av. i1
The difference in the characteristics of_ property or ;e'rvifaeli ;inyme |
ome circumstances, account for the d_Lfference int 1ein'd alue in the |
I?)(I))I:n market. Accordingly, in identifying the C(?g'l:r(;n e 1 transaction
: tion wi

aring the controlled transac e Hled
ﬁi{;isg(c)g;% it %s necessary to consider these characteristics an
assess their impact on the pricing of a transaction.

With respect to tangible property, it is necessiary t?t C;rllfll)if;y tI'(L)i
physical features of the property. For example, 1; JE @ sty o
3 mmodity, commanding a higher price poi o Rty
mléljllle ;Sraj] able commodity with a lower price point? It is necessary
:gacon}s{ider its quality and reliability, and the availability and vo

of supply. N |
Where considering the provision of services, itis ne;:esisarjcf) ft?ﬁg;%lgﬁi
the nature of the services provi.ded. and the ct%m]_:f) ex ‘;y O Kb, 2P
example, a service provider, who is one of the few : g)d merics
given ﬁéld, could reasonably expect to be remunera

i 12-2300
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“The automotive industry is a good example where there apa
at are

many LSAs that have led to extraordinarily high profits th
rightly earned by Chinese taxpayers. The LSAs include:

» the “market-for-technology” industry policy, which
requires foreign automotive manufacturers to form JVg in
order to assemble automobiles in China, requiring foreign

automotive manufacturers to compete for limited market
access opportunities by offering favourable terms including

the provision of technologies at below market price;

» Chinese consumers’ general preference for foreign brands
and imported products — this general preference, as opposed
to loyalty to a specific brand, creates opportunities for
MNE:s to charge higher prices and earn additional profits o
automotive products sold in China;

» huge, inelastic demand for automotive vehicles in China due
to the large population and growing wealth of the population;

»  capacity constraints on the supply of domestically assembled
automotive vehicles;

» duty savings from the lower duty rates on automotive
parts (e.g. 10%) compared to imported vehicles (e.g. 25%)
— when MNEs manufacture products in China as opposed
to importing the products from outside of China, they are
able to generate overall savings from the lower duty rates,
even if the MNEs incur manufacturing costs and seli +heir
domestically-manufactured products at a lower sales price
compared to a foreign-manufactured vehicle; and

» alarge supply of high quality, low-cost parts manufactured

by suppliers in China.”
If it has been determined that LSAs exist, it is necessary to ascertain
the amount of LSAs, the extent to which LSAs are retained within the
MNE group or are passed on to independent customers or suppliers
and if not passed on, the manner in which independent companies

transacting in similar conditions would allocate the net location
savings.

In addition to considering the economic circumstances of the
markets in which MNEs operate, it is also necessary to examine the
economic circumstances of the MNE itself. For example, an MNE
in the development phase of business may have lower margins as
substantial expenditure and investment is required to be made on
equipment, research and development, market research and product

112-2300 © 2019 The Taxation Institute of Hong Kong
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or service launch. An MNE entering into new markets may have to
Jower its entry price point to obtain traction in the targeted market.

Conversely, an MNE with a we.]l—d_eveloped business may find its
margins dropping due to stagnation in product developmept, and ’Fhe
emergence of competitors in the market who are offering innovative
products that are attracting its customer base.

Furthermore, its economic performance may be impacted by new
data about the products or services it is offering. For exa_mple, th_e
success of its product may have been based on the premise that it

rovided health benefits. If this claim was refuted by new studies,
the demand for the product, together with its margins, would d‘rop
substantially. Hence, using an independent enterprise that provides
a product that has proven health benefits would not be a reliable
comparable.

In examining the economic circumstances of an MNE group,
considexation should also be given to the impact of group synergies
on priving. For example, the combined purchasing power and the
ceonomies of scale may allow an MNE to raise its margins as a
aonsequence of its ability to purchase in such large quantities that
it is able to secure much lower prices for the goods it buys than
its competitors. An MNE may be in a position to leverage off the
consolidated balance sheet of the MNE group to secure preferential
financing rates, thus allowing it to improve its margins.

These synergies may be beneficial to the MNE group, thus enabling
it to increase its aggregate profits. Therefore, when examining
otential comparables, consideration should be given to these
actors and appropriate adjustments should be made to the pricing
between group members to reflect the financial impact of these group

synergies.
Business Strategies

Following on from the above, the business strategies of the MNE
must be examined when considering the controlled transaction and
seeking a comparable to determine an arm’s length price.

As detailed in paragraph 1.114 of the Guidelines, the following areas
should be considered in evaluating the business strategies of an MINE:

(a) Innovation and new product development;
(b) Degree of diversification;

(c) Risk aversion;

International Tax Law and Practice f112-2300
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(d) Assessment of political changes; and

(e) The impact of existing labour law changes and the duration of
such arrangements.

Step 2 - Compare the controlled transaction with
comparable transactions

Oncethefive factorshavebeenevaluated, the commercial and financia]
relations between the associated enterprises will be established and
hence the controlled transaction should have been identified. Tt is
then necessary to move onto step 2, that is, to compare the conditiong
and economic outcome of the identified controlled transaction with
the conditions and economic outcome of comparable transactiong
concluded between independent parties.

In order to undertake the comparability analysis, it is necessary to
choose the most appropriate transfer pricing methodology for the
controlled transaction or transactions under review. The common

methods of determining an arm’s length price are discussed in detail
at section 912-3000 below.

It will be necessary to choose the “tested party” if the cost plus, resale
price or transactional net margin method is adopted. The tested party
is the party to the transaction whose level of mark-up on its costs,
gross margins or net profits will be measured against comparables
to ascertain if it is transacting on an arm’s length basis. Generally,
the tested party will be the one that has the most simple functicaal
analysis as it is usually easier to find comparables and apply aizansfer
pricing methodology that produces a reliable result.

The next step of the process is to identify comparables:Thise may be
internal or external or uncontrolled comparables.

It may be assumed that an internal comparable, that is, a transaction
of a similar nature conducted in a similar manner in relation to similar
goods that an associated enterprise conducts with an independent
third party, would be a reliable comparable for a similar transaction
concluded between associated enterprises. In many cases, this is true,
as the financial information is readily available internally and the
transaction is easily identified.

However, it may be the case that the internal comparable is not
reliable as there are inherent factors that differentiate the transactions
between associates and third parties. For example, if a manufacturer
sells goods to a third party in very limited volumes and sells the same
product in vast quantities to associated enterprises, the pricing of
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the sale of goods to the third party should not be taken as a reliable
comparable as it will clearly not have bargaining power due to its
Jow level of purchases. Accordingly, the price it pays will be higher
than the price paid by associated companies who can rely on their
puying power to reduce its purchase price.

External comparables are usually sourced from commercial databases
or in the case of tax authorities, from information they have gathered
from taxpayers in the course of tax examinations. There are a number
of limitations on the information included in databases. For example,
disclosure rules in one jurisdiction may provide that all financial
information of companies is available to the public, whereas another
jurisdiction may limit the publication of financial data. Accordingly,
the information included in the database for one company may not
be as compreliensive or reliable as for another company.

Often, comwmercial databases only include data concerning listed
compaznies’ due to the constraints of obtaining information from
privdtescompanies. Listed company data may not be useful as a
gmparable for determining the arm’s length price for an unlisted
group as different internal and external factors, such as public
stakeholders interests influencing business strategies, will affect the
economic performance of a listed company in a manner that may not
be encountered by an unlisted group. However, in practice, listed
companies are the mostly commonly used comparable companies.

Therefore, it is necessary to be objective and thorough in conducting
a search for comparables in external databases, and where
possible, manual searches should also be conducted to validate the
appropriateness of the comparables chosen.

The process of selecting potential comparables can be either additive
or deductive. In the additive approach, third parties are identified
that may carry out comparable transactions. Information is gathered
on the transactions conducted by these third parties to ascertain if
they do indeed carry out comparable transactions. This approach
is useful if the party conducting the search has knowledge of third
parties undertaking comparable transactions, as they can be “added”
to a list of companies in the search for a comparable.

The deductive approach involves taking a wide sample of companies
that operate in similar industries, perform similar functions and that
are not obviously different in terms of economic profile. The sample
of companies will then be refined using various selection processes.
For example, standard industry codes may be input initially to obtain
the initial sample. Subsequently, other characteristics are input, such
as turnover, headcount, product-specific information, such that the

International Tax Law and Practice 12-2300

 ARREE] T T T TR R RS R R R AR




250

and Mutual Agreement Procedures® (“PN 6”), issued on 17 March
2017 and effective 1 May 2017, reaffirms the reasonable transfer
pricing as above. Articles 17 to 21 further elaborate on the application
of the methodologies, which follow the general applications which
are discussed in detail below.

Similarly, in the Appendix to DIPN 46, Transfer Pricing Guidelineg
— Methodologies and Related Issues, the IRD details that the same
methodologies should be adopted in Hong Kong in determining the
arm'’s length pricing. '

The new DIPN 59 further reinforces the adoption by the IRD of the
traditional transaction method and the transactional profits method
in the determination of arm’s length pricing. However, it does not
preclude MNEs adopting alternative methodologies if the QECD
recognized methodologies are not appropriate.

Typically, the traditional transaction methods are considered as the
most direct methods of determining if associated enterprises are

transacting with each other on an arm'’s length basis. The rationale

being that the differences in pricing in controlled transactions and

uncontrolled transactions can be linked to the commercial and

financial relationships existing between enterprises. Assuming such

conditions existing in the controlled and uncontrolled transactions
are identical or similar, the price in the uncontrolled transaction car
be substituted for the price in the controlled transaction resulting w
an arm'’s length price. The same result can be achieved by maiing
comparability adjustments, as necessary, to compensate for furictional
or market differences.

However, in cases where there is no publicly availabls‘iriformation
available on the gross margins of third parties to-eiable a reliable
uncontrolled comparable to be obtained, or in circurhstances where
the nature and circumstances of the controlled transactions are so
unique that there is no reliable uncontrolled transaction of an identical
or similar nature, the transactional profit methodology may be more
appropriate in establishing an arm'’s length price.

M12-3100 Comparable Uncontrolled Price
Method

“COMPARABLE UNCONTROLLED PRICE (CUP) METHOD -
A transfer pricing method that compares the price for property or

5  http://www.chinatax.gov.cn/download/pdf/20171122.pdf Accessed 26 February
2019.
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gervices transferred in a controlled transaction to the price charged
for property or services transferred in a comparable uncontrolled
transaction in comparable circumstances.”®

At Chapter II, Part I, B.1, 2.15 of the Guidelines, it is stated:

“.. an uncontrolled transaction is comparable to a controlled
transaction (i.e. it is a comparable uncontrolled transaction)
for the purposes of the CUP method if one of two conditions is
met: a) none of the differences (if any) between the transactions
being compared or between the enterprises undertaking the
transactions could materially affect the price in the open market;
or, b) reasonably accurate adjustments can be made to eliminate
the material effects of such differences. Where it is possible to
locate comparable uncontrolled transactions, the CUP method
is the miost direct and reliable way to apply the arm’s length
pringiple. Consequently, in such cases, the CUP method is
preferable over all the other methods.”

'[ rample 12-3

Company A is a toaster manufacturer. It sells the toasters it manufactures
to its wholly owned distribution company, Company B, at USD20 per

unit.

Company C also manufactures toasters and sells them to third parties at
USD40 per unit.

Assuming that the commercial and financial risks assumed by Company
A and Company C are such that there should be no material difference
in pricing, adopting the CUP methodology, the arm’s length price for the
sale of the toasters from Company A to Company B should be USD40 per
unit rather than USD20 per unit.

Practically, it is difficult to identify transactions between third parties,
the circumstances of which are so similar to those conducted between
associated entities, that there should be no material difference in
pricing.

Take, for example, retailers who are “buying” products in the
same market, selling identical products, for example, high street
fashion, in the same markets and targeting customers with the same
demographic profile. Prima facie, such transactions between third

b8 OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations 2017, p.24 (n. 2).
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supply of digital goods and services. Such work will reqy:

thorough analysis of the various business models in this sector or merchandise belonging to an enterprise solely for the purpose of

storage, display or delivering are not treated as PEs. Likewise, buying
offices are not considered as PEs.

However, as stated in the BEPS Action 1 2015 Final Report:

A task force, the Task Force on the Digital Economy (“TFDE”)
created as a subsidiary of the Committee of Fiscal Affairs of the ()
%'n September 2013 with a mandate to deliver a report ident
issues raised by the digital economy and possible actions to addr

“Tior example, the maintenance of a very large local warehouse
them by September 2014.

in which a significant number of employees work for purposes
of storing and delivering goods sold online to customers by an
online seller of physical products (whose business model relies
on the proximity to customers and the need for quick delivery
to clients) would constitute a permanent establishment for that
seller under the new standard.”"

115-2220 Areas to be Addressed

The outcome of the deliberations of the TFDE was the publicatig

of Addressing the Tax Challenges of the Digital Economy, Action 1 - 20?;
Final Report® (“BEPS Action 1 2015 Final Report”), which wae
endorsed by G20 leaders with more than 110 r:ountrie5‘./jurisdid:iéﬁ;affj
committing to its implementation at that time. b

In the Executive Summary of BEPS Action 1 2015 Final R . ol
stated that: Y nal keport, it was

In the Commentary on Article 5 of the OECD Model Convention, this
issue is furtherconsidered. Paragraph 128 identifies the issue relating
1o the fact thiat no PE may be considered to exist where the electronic
commercd pperations carried on through computer equipment in
a juriediction are considered as preparatory or auxiliary activities
overet by paragraph 4. Examples of what may be considered as
pweparatory or auxiliary include gathering market data, advertising,
sapplying information or providing communication links between
the customers and suppliers.

However, at paragraph 129, the OECD elaborates that if such functions
form a significant part of the business activity of the enterprise or,
if the computer undertakes core functions of the enterprise, to the
extent that the computer constituted a fixed place of business, a PE
would be created.

“Because the digital economy is increasingly becoming the
economy itself, it would be difficult, if not impossible, to ring
fence the digital economy from the rest of the economy for tax
purposes.”®

Accordingly, two specific areas were addressed which, whilgt
applicable to more traditional business models, were parﬁculaﬂ%
exacerbated by the unique features of business models adopted in
the digital economy. These two areas are discussed below. '

BEPS issues in the digital economy

With regard to PEs, it was agreed that the list oft exeptions was
modified to ensure that only activities that are truly “preparatory or
auxiliary” in nature fall within the exceptions provided by paragrapﬁ
4 of Article 5 of the OECD Model Convention. i

In accordance with paragraph 4, inter alia, the use of facilities solely for
the purpose of storage, display or delivery of goods or merchandise
belonging to an enterprise or the maintenance of a stock of goods

BEPS Action 1 2015 Final Report also agreed to introduce new anti-
fragmentation rules, thus ensuring that itis not possible to benefit from
the exceptions included at paragraph 4 through the fragmentation or
splitting up of business activities among closely related enterprises.

With regard to PEs, it was also agreed to modify the definition of
a PE to handle artificial arrangements relating to the sale of goods
or services within a group such that one group member undertakes
the negotiation of contracts of goods or services for a group online
seller in one jurisdiction but the corresponding income from the sale
is booked in the accounts of the online seller.

As stated in the BEPS Action 1 2015 Final Report:

“For example, where the sales force of a local subsidiary of
an online seller of tangible products or an online provider of

Ibid., p.14.
Avaﬂabl‘e at https://read.oecd-ilibrary.org/taxation/addressing-the-tax-challenges-
of-the-digital-economy-acti on-1-2015-final-report 9789264241 046-en#pagel
10  OECD (2015), Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015

Final. Re-port, p-11, OECD/G20 Base Erosion and Profit Shifting Project, OECD.
Publishing, Paris. https://doi.org/10.1787/9789264241046-en

11 Ihid, p.12.
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advelrtiszing sfervices habi‘r_ual]y plays ‘the principal role in it is reported that the TFDE discussed and analyzed a number of
conclusion of contracts with prospective large clients for ' tions to address these challenges. It was concluded that:
HE

products or services, and these contracts are routinely conglyg Uy .
without material modification by the parent compan (@) Wwith regard to the collection of VAT/GST on cross border
‘. transactions, countries are recommended to adopt the

activity would result i i '
Aty W Ol restltin a permanent establishment for theg areng rinciples outlined in the International VAT/GST Guidelines®

company.”"
. . . ublished by the OECD in 2017 and introduce the collection
Ehteb?al’s re%ort Preventing the Artificial Avozdange of Permaneny II;ethodologies included therein. The basic principles as
rescgml;gffgttj batus, g“d.w”h7 ]3:]-22%15 Final Report” addresses fhg outlined therein are the destination principle, the neutrality
atlons made o the BEES Achiar 1. 201> Final Regeny principle, meaning that taxation should not differentiate
With regard to transfer pricing, the BEPS Action 1 2015 Final Report between electronic commerce and conventional forms of

commerce, and the simplicity of compliance principle. In
this regard, it was recommended that foreign suppliers be
allowed to register for VAT in the market jurisdiction under
a simpiified registration and compliance regime, operating
separately from the traditional scheme.

concluded thattherevised transfer pricing guidelines made it clear that
legal ownership alone does not necessarily result in the entitlen :
to all or any of the income that is generated by the exploitation of
intangible assets. Rather, group companies performing importang
functions, assumilng significant risks and contributing Sighj_ﬁcantﬂ
assets are also entitled to appropriate returns. Nore of the other options analyzed by the TFDE, being (i)
anew nexus in the form of a significant economic presence,
(ii) a withholding tax on certain types of digital transactions,
and (iii) an equalization levy which is intended to address the
disparity in the treatment of foreign and domestic businesses

Th'e lrecommendations included in the BEPS report Aligning Transfer
Pricing Outcomes with Value Creation, Actions 8-10 - 2015 Final Repmfgii
have subsequently been absorbed into the OECD TP Guidelines,

With regard to CFCs, BEPS Action 1 2015 Final Report concluded : ; ; = i :
4 . - where the foreign business has sufficient economic presence In
itlkllgltlfge ée%pénend?g%rg, on the design of effective CFC rules would the jurisdiction%?vere recommended. The rationalepbe:ing that
icaﬁ & SI}S (t)h i 1;1c1c:)me that would be subject income thatis measures developed through the BEPS Project would have a
fypically earnec.in the digital economy to taxation in.the jurisceusy substantial impact on BEPS issues previously identified and

GRS Pt ST AT that BEPS measures would mitigate the effects of the broader

tax issues associated with the digital economy.

Broader tax challenges of the digital econom
g y Countries could, however, choose to introduce any of the

Eife]ig’%adf:; ;agichta]fenges of the dlglzia‘l economy Ff:" policy makers three considered options into their domestic legislation to
1 9075 Fji[nal A gital economy were discussed i tiie BEPS Action : safeguard against BEPS, provided such introduction did not
nal Report. These challenges relate to nexus, data and the contravene their existing treaty obligations.

characterization for direct tax purposes. They also include challenges i

for the collection of indirect taxes such as VAT and GST where In summary, therefore, the OECD approach to addressing the tax

goods and services are acquired by private consumers from overseas challenges of the digital economy, in relation to direct taxation,

suppliers. following the publication of the BEPS Action 1 2015 Final Report,
focuses on taxable presence (PE or nexus), transfer pricing regulation
and CFC rules.

12 Ibid.

13 Available at https://read.oecd-ilibrary.org/taxation/preventing-the-
artificial-avoidance-of-permanent-establishment-status-action-7-2015-final-
report_9789264241220-en#pagel

14 Available at https:/,r’read.oecd-ilibrary.org/taxation/alignhqg»trsmsfer«pricing-

i ol ) N Ry i
zs#coamfls with-value-creation-actions-8-10-2015-final-reports 9789264241244 15 Available at https://read.oecd-ilibrary.org/taxation/international-vat-gst-
bag guidelines_9789264271401-enfpagel
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M15-2230 Latest Development

On 16 March 2018, the OECD issued an interim report, Tix Chﬂ”e’nge"s'-
Arising from Digitalisation — Interim Report 2018: Inclusive Framework on
BEPS'® (hereinafter referred to as the “Interim Report 2018”).

The Interim Report 2018, in Chapter 3 concerning the implementation
and impact of the BEPS package, indicates that, whilst the adoption
rate of PE related actions (Action 7) at that time was low, SOme
digitalized MNEs had started to change their business structures from
remote sales models to local reseller models. Other such MNEg hﬁd
taken proactive steps to realign their corporate structures with rea]
economic activities by reconsidering their transfer prici icies
(Actions 8-10). Y & priciie PO

This clearly provides evidence that, whilst jurisdictions may be
slow in entering into Multilateral Instruments to modify their DTAs
to implement the BEPS measure, or if entering, are being selective
in which BEPS Actions they adopt, the approach of the OECD in
handling the tax issues associated with the digital economy by
f(;fcusing on PEs and transfer pricing appears to be having a positive
effect.

In the latest stage of development, at the time of writing, the OECD
issued a Public Consultation Document, Addressing the Tax Challenges
of the Digitalisation of the Economy"’ (hereafter referred to as the “Public
Consultation Document”) on 13 February 2019.

The issue of the Public Consultation Document and the pravosals
contained therein has been heralded as the commencement of
BEPS 2.0 bringing with it possibilities of substantial changes to the
framework for international taxation. N

At paragraph 4 of the Public Consultation Document) the broader tax
challenges relating to the allocation of taxing rights are discussed. It
mentions that the Interim Report 2018 identified three characteristics
that are present in highly digitalized business models as follows:

(a) Scale without mass which impacts the distribution of taxing
rights as the number of jurisdictions which can impose taxing
rights over time is reduced;

16 Ayaila_ble at https://read.oecd-ilibrary.org/taxation/tax-challenges-arising-from-
digitalisation-interim-report_9789264293083-en#pagel

17 Avai]ab.le at http:/’/www.oecd.org;’tax,ibeps/public-consultation—document-
addressing-the-tax-challenges-of-the-digitalisation-of-the-economy.pdf

1115-2230 © 2019 The Taxation Institute of Hong Kong

369

Other Issues

(b) The heavy reliance on intangible assets straining the rules for
the allocation of income from intangible assets; and

(c) Data and user participation presenting challenges to the
existing nexus and profit allocation rules, in particular where
a highly digitalized business that exploits the data and user
generated content has little or no taxable presence in the
jurisdictions where the users are located.

To address these issues, the Public Consultation Document contains
four proposals, of which the first three focus on revising taxable

resence rules. The aim is to recognize the value created by a business
activity in user/market jurisdiction by expanding the taxing rights of
those jurisdictions.

1. The “userparticipation” proposal

The undétlying principle of this proposal is that securing and
maintaifiing active participants is a critical component of value
creation for highly digitalized business as the users help create brand
presence, generate valuable data and create a critical mass enabling
1o business to establish market power. The proposition is that this
potential methodology would be more appropriate for social media
platforms, search engines and online marketplaces.

This proposal would modify existing profit allocation rules such that,
for certain businesses, an amount of profit could be allocated to the
jurisdiction where the business has active participants, irrespective
of whether the business has a physical presence in that jurisdiction.

2. The “marketing intangibles” proposal”

Marketing intangibles are defined in the Glossary of the OECD TP
Guidelines as:

“An intangible...that relates to marketing activities, aid in the
commercial exploitation of a product or service and/or has
an important promotional value for the product concerned.
Depending on the context, marketing intangibles may include,
for example, trademarks, trade names, customer lists, customer
relationships, and proprietary market and customer data that
is used or aids in marketing and selling goods or services to
customers.”'®

18 OECD (2017), OECD Transfer Pricing Guidelines for Multinational Enterprises and
Tax Administrations 2017, Glossary of Terms, p.27, OECD Publishing, Paris.
http://dx.doi.org/10.1787/tpg-2017-en
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The rationale behind this proposal is that an MNE can “reach ingge
a jurisdiction remotely to develop a user/customer base and other

marketing intangibles. It is premised on the understanding that there

is an intrinsic functional link between marketing intangibles and
market jurisdictions. For example, a marketing intangible such ag 5
brand may be perceived in a very favourable way in the minds of

customers in a certain jurisdiction and as a consequence, it can he

considered as being created in that jurisdiction.

Likewise, marketing intangibles such as customer data, customer
lists and relationships are derived from activities targeted at the
customers and users in the market jurisdiction, thus supporting the
proposition that the intangibles as being created in that jurisdiction,

This proposal would modify existing transfer pricing and trea
rules and require marketing intangibles and the associated risks tg
be allocated to the market jurisdiction.

3. The “significant economic principle” proposal

This proposal is motivated by the view that the digitalisation of
the economy has enabled businesses to be heavily involved in the
economy of a jurisdiction without having any physical presence
there, thus rendering the existing nexus and profit allocation rules
ineffective.

Accordingly, it is proposed that a taxable presence would arise it a
non-resident has a significant economic presence in a jurisdiction
via digital technology, firstly evidenced by revenue generated on a
sustained basis from the jurisdiction. However, sustained'revenue
alone would be insufficient to establish nexus (taxable. presence).

Other factors would also require consideration such a8 the existence
of a user base, the volume of digital content derived from the
jurisdiction, billing and collection in local currency, the maintenance
of a website in a local language, responsibility for the delivery of
goods to the customer or the provision of after sales support and
the existence of sustained marketing and sales activities to attract
customers.

The proposal anticipates that the allocation of profits to a significant
economic presence would use the fractional apportionment method
whereby the tax base to be divided is defined, the allocation keys to
divide that tax base are identified and the weighting of the allocation
keys is determined.

915-2230 © 2019 The Taxation Institute of Hong Kong
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4, The global anti-base erosion proposal

This proposal is intended to give jurisdictions the right to tax profits
that have been subject to no or low taxation in other jurisdictions.

The proposal seeks to develop two inter-related rules:

(a) an income inclusion rule that would tax the income o_f a
foreign branch or controlled entity if that income was subject
to a low effective tax rate in the jurisdiction of establishment
or residence; and

(b) atax on base eroding payments that would deny a deduction
or treaty relief for certain payments unless that payment was
subject to an effective tax rate at or above a minimum rate.

Jt should be apparent from the discussions in this section that
addressing the.tax issues associated with the di‘g_ltal economy is high
on the agenda of the OECD, but the practicalities of implementing
proposals“require consultation and the cooperation of parties
partiCitating in the BEPS initiative, which is a time consuming
piacess.

15-3000 Harmful Tax Practices
115-3100 Background

The issue of harmful tax practices emerged as an increasing number of
corporations began using tax havens to lower their global tax liability
after the 1950s. With globalization and technological advances on the
rise, many countries, especially smaller jurisdictiqng, tr_ledf tg attract
foreign businesses to set up companies in their jurisdictions by
adopting a low or no tax regime. Because these countries typically do
not require substantial activities to be carried on within their borders,
many businesses have set up companies in these jurisdictions to
engage in geographically mobile activities, such as provision of
financial services or ownership and licensing of IF, to take advantage
of the favourable tax regime as well as to access these jurisdictions’
treaty network.

In response to increasing competition from these traditional
tax havens and in order to protect their own tax bases, lrugh tax
jurisdictions subsequently started to introduce many special tax
incentives to encourage businesses to set up various specific types
of companies, for example, holding companies, service centres or
fund management entities, in their own jurisdictions. The QECD has
termed this phenomenon of low-tax competition as a “race to the
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bottom.” To address concerns arising from this race to the bog,
the OECD embarked on an initiative to develop measures to Coul? : {.
the effects of such harmful tax practices. In April 1998, it Publishéd
its first report Harmful Tax Competition: An Emerging Global Issye:
(“1998 Report”), which identifies two types of harmful tax practig ,
namely tax havens and harmful preferential tax regimes, aﬁd:
suggests countermeasures that countries can implement to combgag
such tax practices. (Note that this report and OECD’s continugyg
work on countering harmful tax practices are restricted to address; i
geographically mobile activities and do not include non-molgﬂlgf
activities, such as relocation of manufacturing activities.) 9

owever, preferential tax regimes remain prominent as countries
continue to compete for foreign direct investment and to attract
certain industries to set up businesses within their jurisdictions.
Therefore, countering harmful tax practices is still relevant today and
has hence been included as Action 5 in the OECD’s BEPS Project.

115-3200 Definition of Harmful Tax Practices

In its 1998 Report, the OECD identified two types of harmful tax
ractices: (i) tax havens; and (ii) harmful preferential tax regimes.
Although there is no formal definition as to what constitutes a
harmful tax practice, the 1998 Report provided a list of factors to

In 2000, the OECD’s Global Forum on Taxation began to promote
international cooperation by engaging both member and nop.
member countries to participate in and commit to exchange of tax
information. It developed and released the Agreement on Exchange
of Information on Tax Matters® (“TIEA”) in 2002 and agreed éi‘
stapdards on transparency relating to availability and reliability
of information in 2005. The purpose of the TIEAs is for competent
authorities of jurisdictions around the world to bilaterally agree on
the implementation of an exchange of information process. In June
2015, the OECD Committee on Fiscal Affairs approved a Model
Protocol® to the TIEA which extends the scope of the original TIEAs
to provide for automatic and/or spontaneous exchange of informatior,
in accordance with the common reporting standard developed Ly
the OECD in 2013. Many countries have since entered into bilate.al
agreements to exchange tax information, adopting eititer the
original TIEA or the Model Protocol. In addition, as of, 29 October
2018, 104 jurisdictions® have signed the multilateral \competent
authority agreement”, which provides for the autorpatic’exchange of
information pursuant to Article 6 of the Multilateral:Convention. As
a consequence, the harmful effects from the use of'tax havens have
now been substantially abated.

(

19 OECD (1998), Harmful Tax Competition: An Emerging Global Issue, OECD
Publishing, Paris, https://doi.org/10.1787/9789264162945-en

20  https://www.oecd.org/ctp/exchange-of-tax-information/2082215.pdf Accessed

3 Apr 2019.

21  https://www.oecd.org/ctp/exchange-of-tax-information/Model-Protocol-TIEA.
pdf Accessed 3 Apr 2019.

22 hitp://www.oecd.org/tax/exchange-of-tax-information/MCA A-Signatories.pdf
Accessed 3 Apr 2019.

23 http://www.oecd.org/ctp/exchange-of-tax-information/multilateral-competent-
authority-agreement.pdf Accessed 3 Apr 2019.
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identify each of the two types.

1]15-3210 Tax Havens

The four-key factors in identifying tax havens outlined in the 1998
Reportare:

{a).) No or nominal taxes;

’

(b) Lack of effective exchange of information;
(c) Lack of transparency; and
(d) No substantial activities

In order to be considered as a tax haven, it must fulfil the first condition
(i.e. no or nominal taxes) and meet at least one of the remaining three
conditions. Lack of effective exchange of information typically refers
to the existence of legislation or administrative practices, such as bank
secrecy rules, that protect the country’s taxpayers from scrutiny by
other jurisdictions’ tax authorities. Lack of transparency refers to the
fact that the application or operation of tax rules cannot be readily
ascertained. For instance, even though a country’s tax rules may be
clearly stated, taxpayers may be able to obtain substantial tax benefits
or deductions to reduce their tax liability through private negotiations
with the country’s tax administration. Conditions (i) and (iii) are
important features of tax havens because their existence prevents
countries which impose tax on a residence basis from gaining
information needed for tax revenue collection, thereby eroding
their tax bases. Condition (iv) refers to the lack of a requirement for
a country’s taxpayers to carry on actual business activities within its
borders to be considered a tax resident. This encourages businesses to
simply book income in the tax haven without undertaking any income
generating activities, thus facilitating the shifting of profits from high
tax jurisdictions to no or low tax jurisdictions.
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rotection and exploitation. DEMPE is a transfer pricing concept that
was introduced by the OECD in its report Aligning Transfer Pricing
Qutcomes with Value Creation under BEPS Actions 8-10 (“the BEPS
Actions 8-10 2015 Final Report”). Just as the nexus approach requires
taxpayers benefiting from IP regimes to have actually incurred
qua]jfying expenditures to the development of an IP rather than to
simply be named as the developer of the IP, DEMPE requires the
returns from intangibles, including IPs, be allocated to not merely

actual Ré&D activities and thus would not be considered as harmfa
The BEPS Action 5 2015 Final Report explains that the proportion .
expenditures directly related to R&D activities acts as a proxy fornl fo‘
extent of substantial activities undertaken by the taxpayer bemthe
}t ;eﬂects the real value added by the taxpayer. It suggests t?lse
jurisdictions use the following formula to determine what mcon?i
may be eligible to receive tax benefits under the nexus approach; 9

_ Qualifying expenditures Overall e the legal owner of the intangibles, but also to the parties which have

incurred to develop IP asset , O erformed important functions in the creation of the intangibles.
Overall expenditures X incomefrem. = receivingiuy P ; ;

incurred to develop IP asset IP asset benefits Prior to the introduction of the DEMPE concept, the legal owner of an

intangible was entitled to all the returns generated by that intangible.
As such, MNEs would often transfer the ownership of an intangible
from a company in a high tax jurisdiction to a related company in a
Jow tax jurisdiction such that the income generated by the intangible
would be txed at lower rates. The company in the low tax jurisdiction

ically ‘would not have contributed much economically to the
yalue- zeation of the intangible. At the same time, related parties in
high'tax jurisdictions would pay royalties or licensing fees to this
legal owner in the low tax jurisdiction for the use of the intangible to
obtain a deduction at high tax rates. If MNEs also took advantage of
tax incentives available from various IP regimes in the development
of their intangibles prior to such transfer, the effective tax rate of the
MNEs as a whole would be substantially reduced.

Where:

(8) Qualifying expenditures = expenditures incurred directly
in connection with the IP asset by a qualifying taxpayer (ie
resident companies, domestic PEs of foreign companies and

foreign PEs of resident companies of the jurisdiction providing
the preferential tax regime) '

(b) Overall expenditures = sum of all expenditures that would

count as qualifying expenditures if they were undertaken by
the taxpayer itself

(c) IP assets = patents, copyrighted software, or other IP assets
that are non-obvious, useful and novel
Realising that such tax structuring by MNEs has become a major

concern of tax authorities around the world, the OECD developed
the DEMPE concept to address this issue. The concept is consistent
with the arm’s length principle that the OECD has always advocated
in the area of transfer pricing (see Chapter 12). Because the DEMPE
concept requires all parties that have performed DEMPE functions
in the value creation process of the intangible to be compensated
proportionately to their contribution, there would now need to be a
transfer pricing payment from the legal owner, to whom all returns on
the intangible would initially be paid, to other related parties for their
respective contribution. As mentioned in Chapter 12, to determine the
appropriate amount of remuneration to which each party is entitled,
a comparability analysis would need to be performed so that each
function related to the DEMPE of the intangible can be identified
as a controlled transaction and compared with other comparable
transactions. Details of the transfer pricing guidelines relating to

The proportion of qualifying expenditures to overall expenditares
incurred to develop the IP asset is referred to as the “nexiis ratio”.
Jurisdictions may choose to treat this nexus ratio as-4 rebuttable
presumption such that the onus is on the taxpayer to jsteve that they
are entitled to more benefits from the IP regime\fhin allowed by

the formula if there are exceptional circumstances to justify such a
treatment.

According to paragraph 4 of the Executive Summary of the 2018
Prog_ress Report, all IP regimes, except for one, have either been
abolished or amended to comply with the above nexus approach.

The DEMPE Concept

Interrelated to the nexus approach used for determining the
substantial activity requirement of IP regimes is DEMPE, which is the
acronym for the important functions which contribute to the value
creation of intangibles - development, enhancement, maintenance,
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intangibles can be found on pages 63 to 139 of the BEPS Actiong Not only do the above issues present challenges for the taxpayer in
2015 Final Report.® reparing their intangibles related contemporaneous transfer pricing

ocumentation, but taxauthorities are also equally disconcerted by the

gﬁlgu]fgﬁ :ﬁ;gf S;%;gﬁz ciggiiigf;ﬁg}iﬁf }?fnci?f}t 1s that MNE; of information available for use in their tax audits. Even though
ety S al?outcome % mepinie hi POt deud Intangib] BEPS Actions 8-10 2015 Final Report contains detailed specific
bl Sy v taxgd eretes 2 atgno Iang Ii‘ale te uction ay idance for both taxpayers and tax authorities on how to value
there are many challenges with the practical Iml 151 ra etS- Howey tangible related transactions, disputes between these two sides are
O REAPH e it 2 by OECDP g p el.rnen ation of the likely to arise mainly because of different interpretations of what
pEERERESL EIe acknowledges: stitutes an important DEMPE function which entitles a party to a

“i) A lack of comparability between the intangible related portion of the returns on the intangible. For hard-to-value intangibles,
transactions undertaken between associated enterprises and the onus falls on the taxpayer to rebut the tax authorities’ presumption

those transactions that can be identified between iﬂdepénd ‘that the price for the transfer or use of the intangible is not at arm’s
enterprises; i Jength if there are mategatlhdifferer;cgs betW(i:‘en thle fo;ec;lasts used to

. - . . , orice the transaction an e actual financial results of the parties to

iy Adadeotcomparability between He ntangibles by question; 'hjch income from the intangible accrues, but the taxpayer lrjnay only

iii) The ownership and/or use of different intangibles by different rebut this présumption under one of four specified exemptions.®

Because of the inherent uncertainties resulting from the application
; - ; ; : . 13 of the DEMPE concept by both the taxpayers and the tax authorities,
) Etgng:ﬁ g ?;%hgfﬁﬁéagh%% I;?;ggig?t of any particular :?axpny:-:s are adviseg toyenter into advance pricing agreements with
! tz. authorities if the value of the intangible involved is significant.
v) The fact that various members of an MNE group may Proctitioners should also be apprised of the practical approach and
perform activities relating to the development, enhancement, @ nterpretations local tax authorities of different jurisdictions adopt
maintenance, protection and exploitation of an intangible; @) when they apply the DEMPE concept in their tax audits.
often in a way and with a level of integration that is not .‘ i

associated enterprises within the MNE group;

observed between independent enterprises; f115-3320 Non-IP Regimes

vi) The fact t_hat Cor_ltributions of various members of an VNE Applying the nexus approach to non-IP regimes, the link that should
group to intangible value may take place in years (i:erent be established is between the income qualifying for benefits under
than the years in which any associated returns are realised; the preferential tax regime and the core activities necessary to earn

and that income. However, as different jurisdictions have introduced
many different types of regimes, the definition of core activities
would inherently vary depending on the specific regime that is
being offered. For instance, countries which offer tax incentives for
businesses setting up headquarters in their locations could look
at the key activities giving rise to the income being earned by the
headquarters, such as managerial decisions made by the taxpayer on
behalf of other group companies and tasks undertaken to coordinate
and implement regional projects for other group companies. Another
example is where fund management regimes are offered, the core
activities could be the investment and research services rendered by
28 Available at https://read.cecd-ilibrary.org/taxation/aligning-transfer-pricing- the fund manager.

outcomes-with-value-creation-actions-8-10-2015-final-reports_9789264241244-en
29 OECD (2015), Aligning Transfer Pricing Outcomes with Value Creation, Actions 8-10- —_—

BEPS 2015 Final Reports, para. 6.33,p.73, OECD/G20 Base Erosion and Profit Shifting 30  See para 6.193 of section D.4 of Chapter VI of the BEPS Actions 8-10 2015 Final

Project, OECD Publishing, Paris. https://dx.doi.org/10.1787/9789264241244-en Report (n. 29).

vii) The fact that taxpayer structures may.be based on
contractual terms between associated enterprises that
separate ownership, the assumption of risk, and/or funding
of investments in intangibles from performance of important
functions, control over risks, and decisions related to
investment in ways that are not observed in transactions
between independent enterprises and that may contribute to
base erosion and profit shifting.”?
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With respect to regimes which provide tax incentives for offsh.

activities, such as India’s availability of deductions for certain incom,
of offshore banking units and international financial SEIVICes Centree
as long as such regimes do not contain harmful features or factore
listed in subsection 15-3200 above, they would not be considered 5
harmful.

Paragraph 4 of the Executive Summary of the 2018 Progress Repor,
states that almost all non-IP regimes that have been reviewed by th
FHTP contain substantial activities requirements, which ensures thag
taxation is better aligned with the location where value is created,

With its goal of delivering a level playing field for all jurisdictiong.
around the world, the FHTP will continue to review new preferenﬁa'];

tax regimes and to monitor any changes made to existing regimes tg
ensure that substantial activities requirements are in place. 1

115-3400 Exchange of Information on Tax
Rulings

The power of having access to financial information in the

realm of combating tax evasion was demonstrated when the US |

unprecedentedly required UBS AG, a Swiss bank, to release the
names of all their US clients in 2008 despite the existence of the Swiss

‘.

9

banking secrecy rules. As the US uncovered more foreign banks

that were offering various schemes to assist US taxpayers to evaas

US tax, along with the added pressure of the 2008 financial cris's to
government revenues, the US was quick to enact the Foreign:Account
Tax Compliance Act in 2010, which required all foreign iinancial
institutions to submit to the IRS the financial account.irformation
of all US taxpayers and foreign entities in whiclt IS taxpayers
have a significant interest. Armed with additionaf iriformation, the
US was quick to recover lost tax dollars, but many countries were
dissatisfied that the information flow went only one way. As a
result, the G20 requested the OECD to develop a common reporting
standard (“CRS”) that would enable all countries to obtain financial
information from their local financial institutions and automatically
exchange such information with partner jurisdictions on an annual
basis (the process of which is known as “the automatic exchange
of information in tax matters” or “AEOI”). This intergovernmental
approach would enhance transparency and level the playing field for
tax administrations around the world in their tax enforcement work.

f115-3400 © 2019 The Taxation Institute of Hong Kong
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vember 2018, 153 jurisdictions® have committed _tolsuch
g 'tgéiioc exchange of ﬁnan]cial information, with 90 jurisdictions®
%a-u ing successfully exchanged information in 2018. Both the PRC
ha:; Hong Kong are among the jurisdictions which have enacted
f: islation to allow for AEOI and which have successfully exchanged

information with their partner jurisdictions in 2018.

Given the effectiveness and thus the importance of transparency of
:informatlon, it is reasonable that the FHTP have cho§en comm1tmenl:
to transparency of tax rulings as one of the two main areas of wor 1
in BEPS Action 5. Paragraph 95 of the BEPS A_Cﬁon 5 2015 Flpa
Report defines rulings as “any advice, information or undertaking
provided by a tax authority to a specific taxpayer or group of
faxpayers concerning their tax situation and on which they are
entitled to rely.” Although tax rulings give both taxpayers al}d tax
authorities .Certainty and predictability about the taxpayers’ past
and/or fufiie tax positions, they are prone to create BEPS concem;
because they are specific to a taxpayer or a group of taxpayers an
thus-ar¢ often confidential. The confidential nature of tax rulings
necessarily leads to a lack of transparency, which is one of the key
factors in identifying harmful preferential tax regimes. As a resglt,
the OECD has developed a transparency framework where countries
of the Inclusive Framework are obligated to exchange information on
a spontaneous basis for the below six categories of tax rulings:

(a)
(b)

Rulings relating to preferential regimes;

Unilateral APAs or other cross border unilateral rulings in
respect of transfer pricing;

Cross border rulings providing for a downward adjustment
of taxable profits;

(©)

(d) PE rulings;
(e)

(F)

Related party conduit rulings; and

Any other type of ruling agreed by the FHTP that in the
absence of spontaneous information exchange gives rise to
BEPS concerns.”

31 See AEOI Status of Commitments at https://www.oecd.org/tax/transparency/
AEOI-commitments.pdf

32 See Exchanges that took place in 2018 under the AEQI Standard (As of 31 December
2018) at https://www.oecd.org/tax/automatic-exchange/commitment-and-
monitoring-process/AEOI-Exchanges-2018.pdf

33 BEPS Action 5 2015 Final Report, p.46 para. 91.
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