EuropeAid i Implementing the Tax and Development policy agenda

Transfer pricing and
developing countries

Final report

i,

This project was commissioned by the European A project implemented by
Commission within the framework of its Tax and PwC

Development policy agenda with support of the

European Parliament



Transfepricing and developing countries pwe

Contents

LiSt Of fIQUIES @N TADIES. ... et ceee et mne ettt e mmmn et e e e s bbbt e e e e st mmmmn et e e ek be e e e e e nsb s LI
ADDreViatioNS aN0 GCTONYIMIS .. ...iiiiiie e et i st ceeeeeeeeee e e st st teee s amemm s te e teeeeeeeeeesmmmmesseeseeeeeeessssasssmmmmmneeeeesssansssssesesmn V4
L. EXECULIVE SUMMIALY ... it iitiiiieeeeee s ccmmmeeeteeeeeeeeeeeeessssmmmmeeseeeeeesssassssstss s mmmmmm s e s ssseseeeeeeeeee e mmmmnnteseeeeeeeeeessnnnssmnnnneeees 1
P22 1 10 To 18X o T o PP OPRPS 5..
G T Y o o U ) {0 =T 010 PSRN 6.
4. The impdance and PItfallS Of TR.........u i cermee st s oo e e e e e e e e e e e e et et e et s ammmneeeeeeeeeseseeeesesn s mmnnnnssnnnnnnnnns 8.
5. Activities by international organisations in the field Of.TR............uiiiiceeeeeric e 10
5.1TNE OECD GUIAEINES ....ceieiiiiiiiie i ceeec ittt rtte e s s eeeam bttt e e s bbb et e a4 s mmmam e b e et e e s asbb et e e s s mmmamm s sbe et e e s anbeneee s s mennan s 10
5.2TNE UN TP IMBINUAL. .....ceiiiiiiiii e iereee ettt emree et e e et e e e s emmnmm s et e e e e s et e e s s mmmnmm s e s s ee e e e e annre e e e e s mmmmm s nr e 12
5.3Thework obthelinternational OrganiSAtIONS. ............coo ot eeeeee e emnmnn e e e e e e e e e e e e e e mmmn 13
6. Preconditions fOr TP FEIOMML.........o i ceeee et oreee ettt e s mreeam et bt e e e st bt e e s mmnnm e e e nbbe e e e e ennnns 13
7. Selected countrieS and TP DML ......ueii e mre ettt mmmre e e s ekt e e e s a b e e 15
A8 1 oo (U T3 1] A (=] .4 F= 14 15
7.2Economic and political PreCONILIONS. .........cei i ceeae ettt eeeec ettt e e s meeen st e e s aab b et e e s s meenan s seene s 15
7.2.1. GDP growth, economic sectors and financial.mMarkets...........eee oo e 15
7.2.2.  Trade liberalisation and international business relationShips.........ccee e, 18
7.2.3. FDI and the importance of MNES in 10Cal ECONOMUES...........icureereiiiiiie et meeee e meeeae 19
ARG I=To F= LI o =Yoo o 11T T =3 20
7.3.1. Corporate income taxation and special taX.rEgIMES........iiuieecccrriiii e ee et 20
7.3.2. EXisting NEtWOrk Of taX trEALIES. ... .eiii it cceee ettt mmree ettt mmnee e e e e e e s st e mmmne s 21
7.3.3. Existing TP legislation in selected CAUNITIES.........ooiiceea e e eeeam e 22
7.3.3.1. Introductory remarks: state of play in Selected .COUNIIES. .........uarcceriiie e 22
7.3.3.2. TP legislation in SEAEICCOUNTIIES. ... ..eiiiiiiiiei s ceeeee ettt mrreee ettt e et e e e mmeeee e e s ssbe e e e e s snbeeeeemne 22
7.3.3.3.  Scope oOf TP 1egislation iN PLACE..........uuuiiiit i ir e s cmemee e e e e e e e s e s s mmnnmn e e e e e s eennensteseees mmmmmns 24
7.3.3.4. TP documentation reQUITEMENTS ... ....cuiiiitaaecmteeeeeeiiieeee e st eaommeeeeee s sbeeeeeessssmaammmbeeeeesannbeeeessnsmenas 25
7.4Capacities of local tax admMiNISEAIANS............uuii ettt mmne ettt e et e e e e e e s s mmeeee e e e e e e e s e e annbbbee s mmmmn e nne 26
7.4.1. Public debt and revenue COIRCLION. ...........iit e e memm e e eean 26
7.4.2. Structure and capacities of local tax admINISLALIONS. ...........ccceeiiiiiiiiia e ceeea e oeeee 26
7.4.3. Experience with TP enforcement, audits and PENAILIES........... e e 27
7.4.4 Internal training facilities and communication Channels........ ..o 28
7.5Interim conclusions: suitafolitdonor support iN TP refOrmL.........uuiiiiis e emreer e e s 29

I|Page



Transfepricing and developing countries pwe
8. Recommendations for future donor support in selected COUNINES. .........coi it iceeeeeeeeee e e 31
T R [T oo (U o (o] VA =10 1T 11 PO P PO PP PPP PP 31
8.2Universal and COUHDRCIfic reCOMMENAAtIQNS............uuiiiei ettt e e e e e e e s mmmeee e e e e e e e e e s e s st s mrmmnm e e e e e s e nnnnraneeees 32.
8.2.1.  Universal recommendations for selected COUNLIIES............vccreeeirieeiiiiie e mecme e mmene e 32
8.2.2. Countrgpecific recommendations: KEBIYAL...........uuuiiccccciiiiiiirieeeieeesssmmeeeeeeereeeeeessasnssssmemmaneeeeeseannns 33
8.2.3. Countrgpecific recommendations: GRAaNA.............c..vceeeeeee oo e e emreen e e e e e e e 34
8.2.4. Countrgpecific recommendations: HONAUIAS..............iiceeeeerereeeeeeiiiciiivimmcme e st e e e ee e e mmmmmneeeeeees 35
8.2.5 Countrgpecific recommendations: VIEtNamM...........c.uiiceeeee e e e e e e e e s mmmennaeeeeeeeees 36
8.3Costs of TP reform and potential impact of increased tax collections in selected countries. ...........ccccccevee..... 37
8.31. Interview/research findings for selected COUNLIES..........oiicccece e creree e s 37
8.3.2. Cost/impact estimations based on publicly available.data..........cccceeuviiiiiiiiiiiiii e, 38.
9. A general approach to TP reform in developing COUNLIES. .........ooiitaarcciiiie et eemm et emmmm e 39
10.Concluding remarks on TP and developing COUNLIES. ... ....oiiiittaacreiiiee ettt e et semmn e e st e e e s b mmmmm e e e e ans 41
ST (=T (=] [0TSR OPPPPPPPPPPPPPNY 43.
Appendix Aist of deVEIOPING COUNLIIES.........coo ittt eeeeee e mmmmmm s e s s e s e s e e e e e e e e e s e eeaeeeees a7
Appendix B: Country STUAY HONGUIAS.........coiiiiceea ittt eeeem ettt e e mmmmm bt e e e s bt e e e e e s s mmmmm snbeeeeeaae 50
Appendix C: CoUNtry StUAY GREAMAL..........ooii i ieeeee ittt eeee et e s meeam bt e e e st e e e e s menamm s sbbe e e e e enneeas 51
AppendixX D: COUNLTY StUAY KENMY@........oiiiiitaacmiiee ettt eemm e ettt e e s e b eamm e ee et e e s e be e e e e s sbemmmm b e e e e s anneneee s 52.
Appendix E: Country STUAY VIETNAM.........iii ettt ettt eeeem bt e e s e et e e e e s meenmm s sbb e e e e e ennres 53
APPENAIX F2 CASE STUALES. ....utiiie et eeiimite ettt eea ottt e e s sa b bt e e e ot emamm b e et e e e sabb et e e e o st mmmmmm s bb e e e e e snbbeeee e st mmmmmm e 54
APPENTIX G: QUESTIONMAUIE. ... eeiee ettt ee et ettt et mmn et e e e s sabe et e e s sab e e ammmn e et e e e oabeeeee s aab b e mmmmnseeeesasbbeeeesantesammmnes 63
Appendix HRequired donor support in SeleCted CAUNLLIES ..........uiitcceeeeee et mmeee e mmeee e 66
Appendix |Estimated impact on tax collections resulting from TP reform in selected.countries.... .cccc..oocvveeennnn 16.
Ap@ndix J: EXamMPIES frOM KEIYAL ......ccoiiiuiiit ettt omtee et e et mmmee e e e s ekt et e e e s anbb et mmmen e e e s aabbeeeeeend 39
Appendix K: Special tax and incentive schemes in selected.COUNLIES. ... ccee i ermee e e 91
Appendix LList of tax treaties signed by Selected COUNLIES. ..........oiiecear i ereeee e meeee e 94
Appendix M: Donor support to date in the selected. COUNIIIES. ........ccceer i it eereee e e e a8
Appendix NCostbenefit analysis of TP reform in selected COUNLLES...........oicceeeeiiiiiiiiii e ceeee oo 101
Appendix O: In a nutshelallenges/OptioNS/SURDALL..........vuiiii i ccee ettt eerec e e meeenm b e e e e 106

N|fPage


file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698248
file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698249
file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698250
file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698251
file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698252
file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698254
file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698255
file:///C:/Documents%20and%20Settings/hauptm/Desktop/Language%20reviewed%20Report%20-%20Transfer%20Pricing%20and%20Developing%20Countries%20FINAL.docx%23_Toc296698256

Transfepricing and developing countries pwe

List of figures and tables

Figure 1: Basic preconditions for implementing TR.refOMML..........coeeeeiiii e mmmeen e e e e 14
Figure 2: Overview of the precontbitidiz reform in selected COUNHES...........vviiiceeeec it mrreee e 30.
Figure 3: Staged approach to introducing TR.LEIOMN....... ... e 40.
1o [0 =T R o =T [q T o IR (TN I e = ) o o o PRSP 42.
Table 1: GDP growth levels for selected CQURNLLIES.............cceeeeiiiieiiiieiiiiiiii e ceeeee s s e s e s mmmmmm s e e e e e eeaaaasaeeeesmman 16
Table 2: Tax revenues as a share of GDP (%) for selected. COUNLIES. ..o ceceee e meeees 16
Table 3: CapHatensive investments Dy SBERABINGIM...........ccuiiiiiitaccei e mme et mmmn e 17
Table 4: Estimated impact/cosTfRaeform for selected COUNIIES. .. .....uuiiiiit e eeeeee e 38

niPage



Transfepricing and developing countries

pwe
Abbreviations and acronyms

ADB Asian Development Bank

AfDB AfricarDevelopment Bank

APA advance pricing agreement

ATAF African Tax Administration Forum

CAIS Central American Integration System

CIAT InterAmerican CentefTaikAdministrations

COHPUCP Colegio Hondurefio de Profesionales Universitarios de Pualnifaduria
CPM cost plus method

CUP comparable uncontrolled price

DESA United Nationsd Department of Eco
DRCAFTA Dominican Repui@ientral Amerithited States Free Trade Agreement
DTA double taxation agreements

EAC EastAfrican Community

EC European Commission

EITI Extractive Industries Transparency Initiative

EU European Union

FDI foreign direct investment

FTA free trade agreement

GBP pound sterling

GDP gross domestic product

Glz Deutsche Gesellschafinfi@rnationale Zusammenarbeit (formerly GTZ)
GTSP Global Tax Simplification Program

GTz Gesellschaft fur Technische Zusammenarbeit

HR human resources

IADB InterAmerican Development Bank

IBFD International Bureau of Fiscal Documentation

IFC International Finance Corporation

IMF International Monetary Fund

IT Information Technology

ITC International Tax Compact

JICA Japanese International Cooperation Agency

IV|Page



Transfepricing and developing countries

pwc

JV jointventure

LTO Large Taxpayer Office

M&A mergerand acquisitions

MAP mutual agreement procedure

MDGs Millennium Development Goals

MNE multinational enterprise

OECD Organisatidor Economi@ooperaticemd Development

OECD Model Conventior

OECD Model Tax Convention on Income and on Capital

OECD Guidelines

OECD Transfericing Guidelines for Multinational Enterprises and Tax admi

PSM profit split method

RPM resale price method

TIEA tax information exchange agreement

TNMM transactional net margin method

TP transfer pricing

TP Manual United Natiofisansfer Pricing Practical Manual for Developing Countries
UAE United Arab Emirates

UN United Nations

UN Expert Committee

Committee of Experts on International Cooperation in Tax Matters

UN Model Treaty

UN Model Double Taxation Convention liwedeped and Developing Countr

UK

United Kingdom

USA United States of America
VAT value added tax

WB World Bank

we PwC

WTO World Trade Organisation

V|Page



Transfepricing and developing countries pwe

1. Executive Summary

The Communication of t he Eur op e ai Codperatingi wtts Devetoping 6 E
Countries in Promoting Good Governance in Tax Mat!t
mobilising domestic resodoredevelopment in line with the principles of good governance in taxation. It is in this c
that PwC has been asked to conduct a study on tra
of the EC as it has the potemfmbiote a uniform set of TP practices which are adhered to globally. Such develoy
would favourably affect the business environment for international trade and activitieentd nprisiGad odaN) E

thereby further contributingastment and growth in developing countries.

Generally, TP is high on the agenda because globalisation has lifted thédedel afactedsetween related entities

to new heights. It is estimatedwbdtwideabout 2/3 of all business traosadiake place within a grdiyis is
particularly relevant for developing countries as their economies have recently opened up or are in the process
up, attracting large amountsreigndirectin v e st me nt (s.bIr-thel absenodf TP dtegislatdiioEh tax
administrations and MN#&ve only limited guidance they can refer to when determining-p& iy relasedtions.

However, we find that developing countries encounter particular problems when dealing withidigtratomad tax a
are often inexperienced with regard to TP and lack basic understanding in the fielchgFid?, fabetaatipte
comparables are difficult to identify because there argaf@aetompanies in any given sector in developing
counties In addition, there are no databases which allow inforbetitractezth comparable transactimms
companieis order to verifiPbetween related parties. Further problems exist intgatiagemgormation due to the
absenceof documesiionrequirements or thmability to enforesistingequirement&quallytax administrations
sometimes latthecapacity to process and evaluate such information, partly because of the lack of technical expt

because they do not havedkessary resources at their disposal to process the data.

Several international organisations work actively on the provision of guidance in the area of TP, and some of
particularly addressed the needs of developing diwe@riganisaticior Economi€ooperatioand Development
( 6 OE C Inéade cohsaerable efforestablish common ground in TP matters basedE@DhEransfer Pricing
Guidelines for Multinational Enterprises &ddriifaxn i st r ati ons ( 6 OEQDB GpablisNedl)i n e

newworkingdr af t s of its envisaged United Nations Tr ans
Manual 6) on 31 May 2011, which are concerned with
IWB (2011a), ATransfer Pricing Technical Assi st Brssds, 28 Febrbaayl20lT.ax Si mpl i
2For reasons of simplification, we use the t erocalt@ixBRhortesgdasidT®t i ond f or
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length principle. Wigispect to internatiomaganisationshe importance of platforms for tax administrations must be

highlighted, as tHwjtpfoster cooperation and the exchange of best alactioethe area of TP

Thisreport provides an osemnon the possibilif@sadophgand implemeng TP legislation in developing countries
and identifies possible ways to support developingrtiuregesd ttsenactmenin order to carry out the study, we
focused on four countrdsch were selected by the EC. These countries atdoGthargsKenya and Vietham
(6selected countries6) and are all in different st
of specific TP legislation in place, Hoisdairaut to adopt TP legislation shortly and Ghanaasmeenfypecific

framework in place.

In order to provide sound recommendations on further action and assistance with regard to TP reform in th
countries, we have developed a derapplicable framework of preconditions which should be considered bef

pursuing TP reform in developing countries. More precisely, the necessary preconditions encompass:

i. economic and political precondgigngconomic growth and diversification, open economy, FDI);
ii. legal preconditigesy. comprehensive income tax law, tax treaty network, existing TP legislation if applical
iii. preconditions related taakedministrati@g. some level of speeaitain within the tax administration).

We have structured our analysis atmpabconditions selected for the parpbskis study and analysed the
suitability of the selected countries for TP reform. With regard to existing TP legistationljcate sebeiespite
strongaffinityto the OECD standards, the scapasthdl P legislation or draft TP legislafiompastsignificantly
broadeas regardthe definition of related pahaasiutlined in the OECD Guideknesy a TBolicy perspective,

and despite the doubtlessly valid reasoning behind suchdhmvisioasied g r 6 i e s dmay iacregse thea o0 a d
administrative burden for both tax adminésichtaopayers athgrebjhrampeinvestmerandgrowth.

Our findings indicate that there are significant differences between the selected countries with respect to exist
necessary preconditionshich has been
influential  in our  conclusions  and Summary: Preconditions for TP refc

recommendations. While the current corpc '

Vietnam

income taxsystem in the selected countri¢ = Overall

would generally justify the initiation of TP rel Honduras o
Tax administratic
we feel that only Kenya and Vietnam can

Ghana

.. Legal preconditio
upon a sufficiently large treaty network anc gaip

= Economic/politica

administration capacities to successfully pu Kenya
preconditions

and implement comprehernd/eeform dhe
current stage. For Ghana and Honduras,

believe that donor support and assistance should
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focus on impiingcertain preconditions as outlined in this report before the road to compreheissa it kefbrm

upon

Based on our figlkearch, we suggest a comprehensive list offpossildéssistance to the selected countries
when pursuing or paving the way for TP reform. Based on these findings, we, hagedsimsgsamptidhs,

possible costs of introducing Thyefa. setting up a spetiBisteam, proungspecialigraining courses, as well

as the provision of required materials/facilities (if applicable). Due to the lack of statistical data oitstlod potential
introducing TP reform, we havedcatr a higbvel economic analysis to quantggtéiaimpacthatTP reform

can haveon tax collections from 8iNEven for our limpact scenario, we find that the pdtemgake in tax

collections should outwtsigtanticipated costsfdform.

Estimated benef  Estimated benefi Estimated benefl Estimated cos
(obtained figures (own calculations fo  (own calculations for 201 (own estimations
2012, lovimpact lowsimpact scenario inc
scenario) growthin MNE

contributions)

Honduras EUR 30inn EUR 4 mn EUR 4 mn EUR836.357
Kenya n/a EUR 8 mn EUR 4 mn EUR 266.913
Ghana n/a EUR ®mn EUR 4 mn EUR96438
Vietnam n/a EUR 23 mn EUR 27 mn EUR 444.126

Based on our findings and additional regedrabearried out, we haleveloped general framewsskting out
support activities we consgeropriatdepending on the state of Wity respect fBP in developing countries.
However, it is generally important to closely assess thpenificiyatioranddetermine the applicable stage for
eachdeveloping country by eefeto the catalogue of preconditions for TP reform as outlined in this report.

i.  Developing countries with no TP legislation in place
We find that tlleemandor donor support in developing cotimtiésve ndP legislation (i.e. neither adopted nor
drafteplis high. Assistance should be provided to ediaidiamental understanding pfifiéplesnethods and tax
treaties within the local tax adration. Assistance is also needed with respect to the drafting of TP legislation. Ir
context, it can be particularly helpful to provide tax administrations with examples of existing TP legislatiol
countries. gelectedjroup of tax offisishould bgiverthe possibiliof deepemgtheir understanding of TP bg.g.

observingP practices in other courdugagsecondments.
i. Developing countries close to adopting TP legislation

Developing countiileathave already drafted local TP legistgiiore different set of measures to support successful

implementation. As both the tax administration and taxpayers are iiveXpgiienogies could be assisted in
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pursuing a phased approach. Forutpise, local tax administrations could be assisted in drafting mandat
questionnaires to gather the-nglesantaxpayemformation dntercompanyransactions or to gradusdplement
documentation requirements. Support will be necessagythiatehstinewly available data is proeégsedtly.

Shortly before/after implementation of the TP legislation, funding could be provided to facilitate and improve con
between taxpayers and ddministrationg.g. toorganisenformatiosessions and support facilities. Given the
lengthiness of the negotiations, tax administrations should furthermore be assisted in initiating/conducting neg

the conclusion of tax treaties.

iii. Countries that have TP legislation in place
The groupf developing countrighTP legislation needs to be subdividdwgabathaveTPlegislatioandthose
thathave publishelP rulesin the form afrcularsWe generally recommend that countries should be assisted il
adopting TP legislatesthis provides taxpayers with greater certainty. In general, for develoiagat@auyies
have somkindof TP legislation in placeait bémportant to offer technical assistance to review and revise the existi
legislation. Together ik, developing countries can be supported imadrefiohisticated T&yislatiosuch as
advancepricingagr eement s ( 6 APAOG) and 3 dAgsistgndeiisf furthedmore aevgsdary &on C
improve access to data on comparableitrassad. by developing and administering own (regional) databases. T
development of structured trgindmggammeand the establishment of a physical training infrastructure can equa
supportleveloping countries at this stage. Also, countreesgsastdal in enhancing their existing network of tax

treaties and respomglo new developments regardiraflrad.

Both the selected countries and developing countriesinaglemgeadxtaneuire technical assistance to build up TP
expertise. We emplsasthat there is a strong need fetelon@gssistance and ongoing cooperation on an internationa
scale. The donor support initiatives should eventually aim at lifting the TP l=ppgplicatiandn developing
countries to a common international standard. In our opinion, this is vital to reduce economic uncertainty
investment and growth. It is important to understand that TP reform should not be done undebtise guise of
legislation but rather aim at improving the existing rules on corporate income taxation. The majority of taxpay
comply with local TP requirements in developing countries, and seek guidapdyappnoprisde remuneration

for relaiparty transactions to reduce tax risks.

3 This refers to administrative simplification measures, e.g. statutory provistona tiaemmaliegory of taxpayers and relieve those taxpayers from certain
obligations otherwise imposed by the taxiulegdllf subst i t uti ng si mpl 8ee OBADI(20a) TH Guiddineg, fict.ee§3ad har b o |
nos. 4.128tseq.(APA).
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2. Introduction

Itisnowadaysommonly acknowledged that taxation is an important factor for economic development and the rel
betweerstatesandtheircitizens.Additiongl] tax revenues are crucial for developing toumtries to build basic
structures and increase quality of life. However, tax policy choices areanfluencaddmhomig $trecture and
depend on administrative capawihessignificantlymis the options available to developing céuhtisein this

context thahegrowing involvement of MNEs in developing t@asnpuggiestions onP high on the agenda for

governments and internativgahisations tis&iek t@romotgrowh, development and trade.

As a result of insufficiently sophisticated tax administration structures and processes, many developing countr
only 4% of their tax potenti@lonsequently, developing countries need to establish tax systems that are effective
efficient in mobilising revenue. This needs to be combined inillisintienisves to investment and unbalanced
costs of compliansehichead to costly misedittos of resources. Developing countries need to ensure that they
distribute the tax burden equitably.

I n 2000, the worldés political |l eaders agreed eig
share the benefits of gloh@lisanore equitably. order to meet the goals by 2015, it is generally accepted that th
initiativeds success will/l require helping devel opl
Increasing domestic revenue not aibsadditional space to supporrél@i€d spending; it also allows countries to
assume ownership for their policy. A related EC Communication was adoptelhighighiti2@18e need to
support devel opi ng ¢ o utctresdurees for develppmeni in line witm primiplésiol goos
governance in the area of taxwahk@&ipported by the Council in its conclusions of Juneh2@1Bemdsupported

by the European Parliament.

In order to assist developing countriesnplgraentation of TP legislation, the EC has proposed to offer support
adopting the internationally accepted OECD Guidelines. This would help developing countries in increasing the
tax collection by processing tax information betterrimgdt@xstompliance for all economic actors, in line with
international standardtile the importance of TP legislation and enforcement for the collection of tax reveni

generally acknowledged, donor support refa@nedimited in this regard.

4OECD (2008), i Go v er n a-issues,and prackicast i DDANC aGwdi dAecl cionuenst aabnidl iReyf er ence Series,
SFor the term fidevel o pificatian ofche World BankdgpendixAwe r ef er t o the cl ass

SBi rd, R., and Zol t, E., (2003) filntroduct i on Id¢swesof Bax Poltyih Developing Eaumtrggs)y ar
World Bank, 28 Apriay 2003.

"l nternational Tax dcComputcar i(2ed 1i)nt dBreantedd tsy otfem for taxationo, i Tax

8UN (2000), Resolution adopted by the General Assembly, 55/2 United Nations Millenriiynle mzaglanatting88 September 2000.
9EC (2010), COM (2010) 163 fnafiTax aido ®perdbipmegnwi th Devel oping Countries.on Promo
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3. About this report

This studwas commissioned by the European Commission within the framework of its Tax and Development

Agenda and with the financial support of the European Parliament. Itisinthic ont ext t hat PwC
asked to conduct research on TP and developing countries. We feel that the rationale behind the study, i.e. the
possible ways to support developing countries in enacting TP legislationotisavitel&lopment amblusiness
perspectiveSeveral developing countries are planning to introduce TP legislation to capture additional incor
international relafeatty transactions. If countries decide to introduce such legislation onelis# damgethirat

this will lead tiee emergence of a large diversity in TP legislation in various countries across the globe. The stud
potential to promote a uniform set of TfRataes adhered tpoballyWe are of the opinion that dexblopment

would favourably affect the environment for international trade and MNE activities, thereby further contr
investment and growth in developing cduigries this reason that PwC decided to participate in this study and as:
inverifying whether a common denorisrzataitabliathe fieldP.

The main purpose of this report is to provide an avirwipassibilitiésr adoptingndimplementingP legislation

in developing countries and to identify possible ways to support developing countries in this respect. To p
analysis, four developing couirigsia (Vietnam), Africa (Kenya and Gharthg Antkricas (HondUragere
selectedby the EQNhile Kenya and Vietnam have some kind of specific TP legislation in place, Honduras is a

adopt TP legislation shortly and Ghana dhasantly/Pspecific framework in place.

In order to carry out the analysisjdrvessdthe folloing issues:

e Why is TP important and what greotilems developing countries face with regard to TP

¢ Whainternational guidance exists for developing countries with respect to TP

e Whais the economic situation and general tax environment irdtbewsalaé@ie

e Whapolicies do selected countries currently pursue in the area of TP and what are the?egal foundatio
o Whaexperiences do the selected countries have with respect to tax ref@m processes

e Whatikely impact of increasing tax collecttbossts can the selected countries expect from?I'P reform

e Whakind of assistance have the selected countries already received in the area of TP and what woul

best forms of future donor assi8tance

“avoidahce legaslatidithauglthedoal tax ddmimpistration @lreqdy @ossésses e n s

)t should be noted, however, tha
t h e a rawidance lcontaxganchhenee is noteceggrdeceas formal $P lemiplationi

some experience with regard to
for the purpose of this study.
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e What conclusions and recommendationgcanrb&om the example of the selected countries with regarc

to TP and developing countries in general?

Methodology

A detailed work plan, including the different steps of thiasagreet with the EC in October 2010 and was followed
by launch ofe study in January 2011. As indicated above, it was agreed to focus on four developing countrie
were selected to serve as illustrative examples for the different stages of TP reform. This report offers an oven
findings of these indizidwountry studieand the additional research we have undertaken tanganstanding of

the tax environment, state of play with regard to TP legislation and audit practices, as well as reform capac
selected countries. This additioralechsalso covered other developing countries such as China and India, for whic
have prepared case studies. We have furthermore integrated a case study on thef Bnitexc§tatas® A 6 )
illustrate the timeline and development of TP refolongseperiod of tithe.

We conducted local interviews with revenue authorities, donor organisations, civil society organisations, acac
business representatives from different industries, e.g. the automotive and pharmaceutieahrsecioto dipitilg
2011. To prepdmthese interviews, we developed a standardised questionnaire addressing the topics mentionec
This questionnaisasamended according to local circumstances and additioepkcifigntiyestions were raised
based on these initial qué&tiBse interview partners were selected based on their functions in the revenue authori
their experience/knowledge of the local tax and business eBagedrpriur field interviews and our TP experience
in the dected countries, we furthermore collected data on the assistance required by local tax administrations w
to TP reform. These tables, which offer a comprehensivef oversgeanamendations, provide an indication with

regard to the estimatesdts of introducing and implementing TP legislation in the selected countries.

To provide an estimatdhe budgetary impact of MNE activity and the possible increase of corporate incom
collections by introducing TP legislation, we have prepared calculations to quantify the potential impact of inc
collections by TP reform in the selecdesou-or this purpose, we takenpublicly available sources of
quantitative data and referenced these sources accordingly. Werdid thet gastible impact of ineddas
collection on the local investment clugtermore, our estiomst of increased tax collections do not take into
account possible additional revenues from other sources than corporate income tax, such as It sstonhd, revenue:

thereforebe noted that these calculations cannot be seen asthegftizingnidative estimates.

11For the dividual country studies, see Apperidices B

12For the individual case studies, see Appendix F.

13 For the questionnaire, see Appendix G. Please refer to the individual country studies for informationwegmndies tfr@inteaeiens ofdeorifality, the
information on interview partners could not be stated publicly in some cases.

14For the tables cequiredionor support, séppendix H.

15For the estimated impact on tax collections, see Appendix .
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The drafitudyhas beediscussed wighgroup of stakeholders on 3 Maytlz@fihal studyas presentéda larger

group oftakeholders and representatives of the local revenue authorities from Ghana, Honduras ang Vietnam
2011 Based on our discussions and the comments we have received sutesedigfotly the OECD and UN), we
haveincorporatefdrther aspects iittdVe woulstresghat given the restraints regarding tinbeidget, our repirg
findingonly give aoutlineof TP in the broader context of developing countries. Nevertheless, we believe that the
selected countries represent a suitable core group because they are at different stages of drafting, adopting or €
legislation ihdir respective jurisdictions. Hence, even though a broad statement on TP and developing countries
this report might be inappropriaténdivegs do provide a strong basis to assess the challenges faced by develoj
countries ardtistirecommmadations regarding fuaat@rand donor support in the area of TP.

4. The importance and pitfalls of TP

Globalisation and economic growth have driven the lesetnplaingetransactions to new heights. It is estimated that
more than 2/3 of all bussinteansactions worldwide take place within groupshatifidikely to grow further in the
futuré$ In particuladeveloping countries are observing immens groeghoup transactions due to the fact that

their economies are still inrdeeps of opening up and attract large amounts of FDI.

Therefore, TP is not only of importance to business but also for tax administrations, which have to implement or
national TP legislation and practices accordingly. Internationalic@Rsistbrogficialdeeating aasic structure

of eaixable persons and eveviiich ensurgsopea p pl i cati on of the armds | engt
consistency is an important goal to be aimed at in terms of encouraging investment in a country and internation:
assists@aountryds devel opment, although it is wultimate
legal and administrative framework, and is consistent with its tredfy dbligatemspplicatoofi t he ar mo s
principlé to tle domestic realities of developing countries generates several gitesttioasidtetvel oMNES
integration arideireverevolving business modais,alsdhe increasa intragroup trades in intangibles/services as

well as the use of sophisticated financing arrangements pose difficult questions in practice.

®WB (2011a), fi Tcraaln sAsesri sPtrainccien gGlToebcahiniTax Simplification Programo, Pr e
U N (2011) , ATransfer Pricing PTP aManual); aMorkingVl ®rafu L£hapter® B4 http/evwe.dnagdi n g Co
ffd/tax/documents/bgrd_tp.htm.

8The armds |l ength principle represents the i nt er ntminogtansferpticesrfad &ax d t
purposes. It is set forth in arti cltensaremadeorimgose®lie®Een tMo ahterprises ia their Caonmeraah

or financial relations which differ from those which would be made between independent enterprises, theruldnyptrdfitstdsehcaraitions, have
accrued to one of theegmises, but, by reason of those conditions, have not so accrued, may be included in the profits of that erdecpise andtaxe g | vy .
OECD (2010a), ATransfer Pricing Guidelinegesf22duly®ald.t i nati onal Enterpi
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Developing countries often lack the necessary legal framework to enforce TP ancorsatiatice aod
miscondct. This often includes the fact that local financial accounting provisions, which usually form the bas
accounting, are not sufficiently comprehensive. Furthermore, it is widely sqoquigipigid thequires skill and
judgment by both tygrs and tax authorities. Especially regarding TP expertise, developing countries ofter
difficulties due to informatignajpcald@ax administrations may fail to collect necessary infornmtagoabdeade
ofdocumentatioaquirementise unable to enforsachrequirements lack the capacityprocess and evalugateh
information. Additionall vy, ntediathathefevsTP ddrgetaxpayeodxgewsm o f
that there argithin tamdministratiomsay ¢éave th@rganisationecause of changes in governing structures or more

competitive employment opportunities in the business environment.

The ar mbés | engt becominicreasinglyldifficult ad corapiex th administer as TP dadits need
performed on a cdsecase basis and are often costly tasks for both tax authorities anié Geavepayettse
foundations of ther redigth principle is comparative phioimgver, proper comparability is often tdiffiodih
developingountries. The fact is that the traditional TP2Pmetydidsctly on comparables, which have to be similar to
those ofhe tested party. It is often extremely difficult, especially in developing countries, to obtain adequate infor
comparablefor the following reas8ns

e There tend to be feagranisedompanies in any given sector than in developed countries.

o Existing atabases for TP analysis focus on data from developed countries. This data may not be compa
useful in performibgnchmarking studies for companies operating in developing countries (at least wi
resource and informaitb@nsive adjustments) and, in any event, are usually costly to access.

e The economies of developing countries may just have opke&dtg mocess opening uprhere are
manydirstmo v avnoshdve come into existence in many sectors and areas hitherto unexploited or unexplc

such casegherdsan inevitable lack of comparables.

In some cases, the problem of being unaleerimeetnd justify the adequacy of-peldiettansactiongasechot

only by tax administrations but also by ta&@dysrsften resultsnoreasingly diffidqalt auditdt is difficult to set

down an exhaustive list of tmemoneasons fof P adjustments in tax audits in both developed and developint
countries. However, these grounds usually include the daemeddnen | e n g tcémpamyattansacidhsp f [

covering ongoing transactionmggtaigoods (tangitdadintangiblednd services to/ofh transactions such as the

19See UN (201D cit.m.109.

20Comparable uncontrolled prtbodresale price method, cost plus mege@ECD (2010a), TP Guidelines, Chapter Il and section 5.1.

2See UN (2011), ATmaals ffeor pdevwelngpi g acdurctadi en@a0, Wor king .Draft, no.
22 The difficulties of comparability in TP have also been recognised by the OECBemfithenpast,t at i on t o comment on
http://lwww.oecd.org/dataoecd/59/38/36651642.pdf.

ZNor wegi an Government Commission on capital f 1 i g h trepdt)rsebmitted &8vJene 2809, n g c
seehttp://www.regjeringen.no/upload/lHg8/eidvikling/tax_report.pdf.
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transfer of properydbusiness restructuriags also implicatedlthough the difference in the corporate income tax
rate between the different par thhauee ofithe dealings,nt & ofteraused i
by revenue authorities as a trigger for further scrutiny. In addition, some tax authorities, e.g. the Kenyan
Authoritie®,make use of npablicly available information for validating TP, to thegksatieaat fidéaxpayers

thatdo not have access to such data and hence are not able to verify such Tdusgarnsoates legal and
economic uncertainty for taxpayers, which potentially precludes commitments with respect to investment dec

business development.

In cass of disputebetweemevenue authorities of two countri;meop pr opr i at e ar mwuall eng
agreement p r) are eochmanlpexl to (avold@ativs & the same profits in two jurisdictions., However
theseMAPsar e usually based on bDT Aanédatkéwisdeotimdonsaminganda t i
technicah their natur®esources, monetary and otherwise, may be limited not only for the tax administration but
the taxpaye(especially for small and mesitaeatenterprises), whistay besubjecto detailed TP documentation
requirement$axpayers might not have the possibility to consult upfront with the tax administration to achieve cor
which represents a problem in the absencéant case

In addition, developing countries arendesipressure from developed countries tiveeteunterparties of local
companies involved in reladety transactions are subject to taxation. Developing countries are expected to impro
enforcement and enhance the level of transparency with regapdity tedaisatctions. Tdisoreqlires a robust
informatioexchange mechanism between cqunhiels should be based on solid legal grounds and comply witl
international standards. Developing countries still iag-iefgwhtaining a clause on the exchange of information or
spedict ax i nformati on e x which negresentaagrelativelyn semw ttosl to(indpiove Ecdopedajior
between tax authoritie$ PmattersGenerally, bilateral or multilateral exchange of infotindatiefoping countries
isnonetheleseeq@t i vely i mpacted by the information 6gapso

5. Activities by international organisations
In thefieldof TP

5.1. The OECD Guidelines

The OECD has made considerable efforts in offeringtianahtgandard for levelling the playing field in the area of

TP. The members of the OECD, which are mainly developed countries but also include some developing cour

2Wr i ght, T. N. , (2010) AiKenyan Practitioner decr i e Jdrangfer Pecing) Repant t920s a g |
International Tax Centre, 13 January 2011. This refers toscderpe@lfitem tax files and financial statements only available to the tax authorities.
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agreed common methods and practices in the area of TP, which atteecD#GE Guidelides particular, the

OECD Guidelines outline five methods to deter mi ne

1.Comparable uncontrolled price (CUP) metivich is based on the comparison of prices charged in a
controlledransaction to the price charged in an uncontrolletriramsesmparable circumstances for
comparable products and services.

2.Resale price method (RPM)ich is based on the resale price at which a product purchased from a related |
is sold to aimdependent enterprise. The transfer price ofdbmjratey transaction is calculated by deducting
the resale price margin from the resale price in the uncontrolled transaction.

3.Cost plus method (CPMyhich uses the costs incurred by the suppbgey/services in a controlled
transaction. A mank taking into consideration the functions periskmedsumed and assets emptoyed
added to the costs to determine the armdés | engt

4. Transactional net margirethod (TNMMyvhich examines the net profit margin relative to an appropriate ba:
(e.g. cost, sales, assets) realised from a controlled transaction.

5. Profit split method (PSMyhich is based on identification and appropriate split of the profiteieadided b

entities from a controlled transétction.

Due to the sophistication of the guidance and the economic importance of the participating countries, the OECLC
have the potential to serve as a universally recognised approach to BR tien@tEe@bDohas a Global Relations
programme, which promotes global dialogue on TP and aims at promoting good practice, building country tran:
capacity and feeding@d6s CD country views into the OECDOG6s work

From an economic pecsipe, the establishment of global standards and methods in the area of TP should be
advocated. Overall, double taxation is detrimental to economic development and is more likely to occur if
mismatches in country approaches tarir@igation of Tielps to facilitate bilateral and multilateral cooperation (e.g.
in the area ekchangef information) and reduces the risk of double taxation through the promotion of advance
agr ee AP AMEVAPsIt also provides MNEs mviite certainty for estimating what kind of consdygiences
activitiegnd transactions trigger in terms of local thnatimationaldherence to the OECD Guidelines may help

fostedevelopment throuigbestment

In this context, the OECD iseBctadvocating the development of a furefimmaht tax system in developing

countries. Through the work of the Informal Task Force on Tax and Development, which was se€Uhén January

25 Developing countries which are currently members of the OECD include Chile, Mexico and Turkey. The OECD diseetdpsedyomaritsesiin Africa,
Asisiand Latin America. The OECDG6s approaches to TP a haareandtidiecty afiliatedto by t
the organisation.

26For the comprehensive provisions on the different methods, please refer to the OECD Guidelines. For the CuBam2ihdtdsethfaptidrd RPM, nos.

2.21et seq.for the CPM, nos. 288eq.for the TNMM, nos. 2658=q.and for thBSM, nos. 2.168seq.

27 OECD (2010b),Chai rsd6 Statement of Joint Meeting on Tax and Devssktanpeme nt b
Committee (DAC), 27 January 2010
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OECD aims to help developing countries in gathering the necessaalyskuawtdheir local tax administrations
collect tax revenues and how good governance can be further sttes@E@bDeaspublished additional guidance
with respect to thedation between governance and té@kafimch stresses the role of the taxation sysationad
development. Furthermore, the OECD has developed draft TP legislation for devel&pwigchcisnioasied,on
the international standards promatedithihe OECD Guidelines.

The OECD is establishing a Global Forum on Transfer Pricing, which will meet for the first time in 2012. It is en\
this Forum will be designed to propliaiedar government officials from OECD aD&@Bncountrigs share their
expertise and exchange their views on theoretical and administrative aspecOEEOPas also developed
informal explanatory notes on a number of aspeétiseofirst five of these deal WAtimethods, comparability,

comparabilt y adj ustments, armés |l ength range and | ocati

5.2. The UN TP Manual

The United Natighsd UN 6 )  hthesUnited Natibnsdviedkl Double Taxation Convention between Developed
Developing Counti(eN Modél r e & orded tp provide developing countries with a foundation when negotiating
signing DTAwith developed countries. In addition, the work of the UN Department of Economic and Social
( 6 D Bp&rgués)the objectfeassistingountries in theitonomic, social and environmental development. Within the
DESA, the Committee of Experts on International Cooperation i UixBWpt&@® mmi hHasbexesdédjcated
toworkingpecifically on issues arising for developing countries withRegatdnternational cooperation.

In 2009, the UN Expert Committee initiated its wc
Ma n uaadl péblished new working drafts on 31 MAFROITP Manual is designed to respondpedifie needs

of developing countries and affeteghystep approach to adopgéindimplementingP legislation in developing
countries. The different sections of the guide deal with the basic questions regarding TP, and provid®informatio
draft TP legislation and set up special TP units, how to identify and work with TP databases, how to pursue
strategies for verifyi-pagtrabshcton plasmaiasce statagies for diffeaent sized
compang In its draft, the UN Expert Committee establishes a clear reference to existing guidelines and endc

various el ements of the principles stated in the (

Conceptually, the TP Maemghasisabat P as such is not necessarily abusive andstibatefore be regarded

as a measure for tax avoiddntes important to highligfissince in many developing countries, TP legislation is

20ECD (2008), Governance, Taxat i-®tna taen dReAcactoiuonntsa:b i Il mp ry g v i OnEgC B3t v2e0r 1n0acn)
Relations, http://www.oecd.org/dataoecd/19/60/46008596.pdf.
2% OECD (2010d) , ATr anisfAer suBumiecit rd apgir®olagthioon Centre for Tax Po

http://www.oecd.org/dataoecd/41/6/45765682.pdf.
30The working drafapterstogether witmate by the secretariat are publicly availabldwebsitesee UN (20)1.bp. cit.
31UN (2011yp. citDraft Working Chapter I, no. 1.7.
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introduced in conjunction with\amtiance regulationd #rereforainsthe rislof beingenerally regarded as a tool to

circumvent taxation.

5.3.The work obtherinternational organisations

In addition to the OECD and the UN, other intesrgditisationsaverecognisethe needo suppomeveloping
countries ibuildingapacity in taxation matters. The International Mondtaby| FisisEicémmitted to financing local
projects inldncome countries to progress towards the MDGs. In that context, the IMF has provided advice and

assistance to countries but also granted significant domalingsnof helpeshobilis donor support.

The World Bafké WiBsda)so confirmed the nieeslippodeveloping countrieadioptingax governance and TP
legislation. For that purpose, the WB has initiated a Global Tax Bimpifgatian m mt® improve theSeRidiency

and simplicity of tax administeattbprocesseanarea identified as one of ththtep major constrathtgbusiness
faces in todayods economic envi r on meontsettingpimpraving®t b a:
legislation amacluding P risk criteriadasigning ridglased assessments for tax audits.

It is important to mention that capaititing is also fostered by regional tax forums suotessnieeican Centre of
TaxAdministratioisé C bandl Thé\frican Tax Administration FEAOM A FHege .platforms for mutual cooperation
are used by tax administrations to share views on tax matters and best practices, and can make a substantial
towards levellitite playinfieldin the area of TP. As examples, Ecuador and Uruguayduaeel ispecific methods

to evaluate thexportationf commodities basedemperiencehared by the Argentinean tax authorities. The ATAF,
currently composed of 30 African member countries, was crpabesiaasnaddressing African needs and
stratgies. It seeks to encourage partnerships between African countries and rdoaingsneugaothelikethe

African Development Rarik A &ind B1® QECD. In the recent past, several semiramsngnskessions organised

the ATAF hadealtwith the subject of TP.

6. Preconditions for TP reform

As developing countries open up their economies, the need arises to establish a sound corporate inédme taxatic
which is the foundation for TP legislation. To an even greater degesmncititns pnd basic requirements with

regard to a national tax system should be in place before introducing and implementing TP reform.

2 SeeTanzi, V., and Zee, H. , (2001) 6Tax Policy for Deveh @i9i, ng Co
http://www.imf.org/external/pubs/ft/issasgiigsmaex.htm; and Bird, Richard M., and Zolt, Ericdy. c{2003)
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It is important to stress that TP only represents one of a number of different legislative and admithiatrative me:
have an impact on relg@dy transactions. These measures include thin capitali¥ationeylegchange controls

and general aabuse legislation. Indeed, the existence of a geabusleainimework is often observed in countries
thatdo not yet have comprehensive TP legislation in place (e.g. GhanaXdiitiwwaneatyss of these measures is

not within the scope of this report.

Thepreconditions for TP reform can be divided into three main categories, which forR tleéopitiarhetd
include the economic and legal preconditions, as well as the preconditions with regard to the organisation and c
the national tax administrat@mi-{gurel). Theaptitudef developing countries for TP reform should be iadgessed

withthese items.

Figurel: Basic preconditions for implementing TP reform

1. Economic and politigaleconditions

political stability

economic growth and diversification (*)

open economy allowing significant export/impyqr) activit

large FDI and involvement oS KthNEent /outlook) (*)

infrastructure (transport/ communijchtiibedvorkforce/educational system

2. Legal preconditions

comprehensive accounting rules

comprehensive income tax law (*)

understanding of administrative simplification measures

adherence to the internationally accepted OECD taxation principleffigientyalitgrtainty and simpli
effectiveness and fairness, flexibility)

legal system providing for traster flows of capital and assets

tax treaty network (*)

legal infrastructure: cmystem, appeal procedures

existing TP legislatibagplicable(*)

3. Tax administration

trained staff (*)

competitive salary packages

training facilities (*)

language abilities (*)

taxpayer education/assistance channels (*)

effective processes of tax return filing and data processing
effective tax collection processes

33 Appendid, Box provides an illustrative example of tbapitatisation rules that apply in Kenya.
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monitoring of tax revenues
effective tax procedures (administrative/ judiciary)
tools for exchange of information within the tax administration
information technology
some level of specialisation within tax adnmr{fgtratio
internal controls
experience with tax reform
experience with TP enforcement andibapikoabl€*)
bilateral/multilateral cooperation with other tax administrations
(*) Preconditions selected for further analysis in this study.

7. Selectecountries and TP reform

7.1. Introductory remarks

The most important results of our study on TP in developing countries are outlined in this section. Please no
section only gives a comparative overviewnamarisesur findings. For the full cpwhtidies that we hawaeried

out we refer to the mdetailed appendices, which are attached to this report.

In order to discuss the possildlitaiable tihe selected countréth regard to TP refowastructureur analysis

along thdines of thelusters of preconditions for TP identified in the previous section, i.e. the economic and
preconditions, legal preconditions and capacities of local tax alrBnististeEssment will be impacted by the fact
that a number b&se preconditions are interrelated or out of the scope of this report. However, at the end of our
we provide an opinion on the state of play in the selected countries and assess whether they can be regarded
candidates for donor supfoo TP reform. Throughout the report, we integrate information on TP and other deve
countries whenever feasible to provide a broader picture on TP in developing countries.

7.2. Economic and political preconditions

7.2.1. GDP growth, economic sectors amcldimaarkets
The developing countries selected for the purpose ofntanestiosy overall steep growth lewreterm®f their
GDP over thmast fewearsgeeTablel), however they have been affected by the global economic downturn or natit

crises ( e-elgction &isigiry2&8WO8). p 0 St
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Tablel: GDP growth levels faglscted countrié$

Country 2006 2007 2008 2009 4-yr average
Ghana 4.6% 6.5% 8.4% 4.7% 6.1%
Honduras 6.7% 6.2% 4.1% -2.1% 3.8%
Kenya 6.3% 7.0% 1.6% 2.6% 4.4%
Vietnam 8.2% 8.5% 6.3% 5.3% 7.1%

The tax to GDP rasiedTable?) in the selected countries has been subject to slight fluctwatiengearsrbut still
remains low compared to the OECD aveld@&¥38# This was one of the reasdmghis studwas launched with
aviewtoinvestigating how to increase the tax to GDP ratio in developing countries.

Table2: Tax revenues asshare of GDP (%) for selected courifries

Country 2005 2006 2007 2008 4-yr average
Ghana 23.8% 22.9% 20.5% 21.3% 22.1%
Honduras 15.9% 16.3% 15.2% 14.5% 15.5%
Kenya 18.9% 17.9% 17.4% 18.7% 18.2%
Vietnam 26.2% 27.1% 26.2% 26.4% 26.5%

Historically, the selected countries have produced agricultural products, raw materials and mineralsilln fact, agi
contributes to a significant sh@BRdnd export earnings in many réespresents one of the five biggest industry
sectorsin Kenyatogether withewholesale, trade, transport, commusjcatonifacturing and education industries.
Equally, in Ghana, agriculture represents a large proportion of nationaPérafusipPi3@cgether with industry
(18.89 andservices (524. During thpastfewyears, substantial oil and gas depas#sbeeffioundon the
Ghanaian coast and are likely to significantly change the economic atiMastreAfsfcdn coun®yerall, both

Kenya and Ghana suffer fromeadhaglow econoffy.

Agriculture also makes a large contribution to the economy of Honduras, and the country hasdmtotteally deper

export of commodity goods such as bananas, coff ece

34 Annual percentage growth rate of GDP at market prices based oralceostantypsee IMF (2011), World Economic Outlook database April 2011,
http://www.imf.org/external/pubs/ftiweo/2011/01/weodata/index.aspx

350ECD (2010), Revenue Statistics 3p&@ial feature: Environmental Related Taxation, OECDHeuyblidkidgj.org/10.1787/rev-23aéendr.

¥WB (2011b), AThe World Bank Open Data Cataloguedo, Tax Revenue (% of
3’As an exampl e, the agricultural sector i n OR*Eamd cantributed to angre than B0BoLIexpor 3 %
earningseeKenya National Bureau of Statistics (2010), Economic Survey 2010, http://www.knbs.or.ke.

38 Estimates on the contribution of informal enterprises (i.e. the informalagétulfumh@i$ significant for both Kenya (25% in 1999) and Ghana (58% in
1988); see I nternational Labour Or gaanisstaatiiosnt i(c2al0 2p)i, c tAiuWoende,n Eampdl anyeme |
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largelydiversified due to high levels of internationaintesgticgltural commodities and manufacturing, making the

country the most open economy in Central3america.

In Vietnam, the agricultural sector, including forestry and fishing, contributed to about 21% of GDP in 2009. Tt
decrease compared to 2000, when nearly 25% of the nationabse@uEmyp of agriculture, forestry and fishing,
and is accompadiby an increase in industry and construction activities (from 37% in 2000 toC&ttalin 2009).
intensive investments in Vietham are mainly observed in the manufacturing sector (49%), followed by the prop
construction and hotel/restawrattsgall 6%seeTabled).

Table3: Capitaintensive investments by Sedtdrietnartf

Registered capital in USD m

Sector No. of projects (in EUR mn)
Manufacturing 7,418 96,253.92 (68,576.46)
Property 353 48,209.85 (34,347.29)
Construction 705 11,634.35 (8,288.94)
Hotel and Restaurant 300 11,364.71 (8,096.83)
Electricity, gas, water production and distributic 63 4,870.37 (3,469.91)
IT 645 4,791.11 (3,413.44)
Art and Entertainment 125 3,461.36 (2,466.06)
Logistics 301 3,183.01 (2,267.75)
Agriculture, Forestry and Aquaculture 482 3,096.12 (2,205.84)
Mining 69 2,959.85 (2,108.76)
Wholesale and Retail 496 1,669.24 (1,189.26)
Finance, Banking and Insurance 73 1,321.48 (941.49)
Others 1,418 3,135.98 (2,234.24)

In line with economic growth, financial niagmt&l services and insurance serviceselectextountries have

seena considerable increase, triggering various trefbrimase beerarried out to improve the efficiency of the
commercial banking systamexample, Vietnam restructured financial institutions and transtonmed IStatks

into independent busieestarting in998. A number of additional changes in policies and regulations were annoult
in 2010 and aim to funthedernisthe sector binter aligrevising banking laws and introducing higher minimum capite

requirements for barlksGhana, ¢hregulation of banks and insurance companies is comparativelgdagvanced

3% WB (2011) , iHondur a d.worl@mankorg/WBSITEAXTERNAKWCOUNTRIEShACEXTIMENDURASEXTN/O,,contentMDK:21035
pagePK:141137~piPK:141127~theSitePK:295071,00.html.

“WAs of 22 February 2011; Vi etnam | nv 8 agrin2eld.tWe Bic imtioesimiladyétdiled )data fdr the athers t m
selected countries.
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making the issuance of licences to run such businesses and offer such services subject to a suitability pre

constant monitoring once a licence is granted.

7.2.2. Trade libersition and international business relationships

In recent years, economic reforms antibealesatidmave beedriverforwardn almost all developing countries to
restructureconomiesincrease wealth and attract investment. In Vietnam, tyishtendesulted in a variety of
different economic refomméch have been implemented since 1986 uhdrethre o polecy and aintad building

a multsector economy, whertitey focusieson economic management and financial, monetary atrdtisdminis
reforms. Since 1996, growing investmagatdeemade in producing goods for export, infrastructure constructior
producing import substitutes daigbinintensive industries

This tendency of openiptpcal economies has been fugimorced because some countries have actively pursued
policies to increase citlossler trade by enteringHiisor joining international traganisatiorssich as the&/TO.

For instangeén Honduras, trade liberalisation thedotdl of nineFTAshas facilitated the establishment of new
industries such as pharmaceuticals, telecommunications and textile ,nvetmofanteemgjingly make significant
contributions to the GDP.

Honduras has furthermore signed a treaty creating a regiorddetraa]irsgersing as a basis for regional trade
agreements (Central American Integration &ySta\dsliionally, the country, together with other Central Americar
States,has entered into multilateral FTA negotiations with strong trading reatsutdiregiodanada and the
European Uniofhe most important FTA Honduras has entesede@&CAFTA! which was signadhonghe
centraAmericastatesthe Dominican Republic and the United States. The agreement has eliminated tariffs and r
barriers to the provision of services. The practice of increasing trade cooperation has also been observed in t
developing countries in the region of South Asia, where a number of emerging economies, e.g. Vietnam, ha
members of the Asation of South East Asian N4tidn# S &d dighdd a number of bil&&red Negotiations for
anEUASEAN Free Trade Agreement commenced in May 2007.

Ghanamainly hatrade relationships with Nigeria, China, the US, the UnitedhKingetherlasdvory Coast
France and IndRelativelyveak regional trade integration in &drecaesutif whichmore than 8o f Af r i ca 6
exportgoto Europe, Asia and Amétialspbecomes apparemten looking #itetraderelationships of Kenlys.
maintrading partners &fganda, the UK, Tanzania, the NetherlahifstethéStatesd Pakistan. However, together

41Dominican Repuitlientral Amerithited States Free Trade Agreement.
2Economic Commission for Africa (2010), i N eAfricafTe malret ad n t Aes eAsDSBi nAgn nRieac
Release No. 43/2010, http://www.uneca.org/eca_resources/press_releases/2010_pressreleases/pressrelease4310.html.
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with four other African countries, Kenya has established the East AfricdnCRri#indity launched its own

common marke®ol0 and seekster aliagto boost intfsrican trade.

7.2.3. FDI and the importance ofdNBcal economies

The assessment of MNE activity in the selected countries is an important step in the analysis for the need for T
not only allows conclustonbe drawwith regard to the relevance of Thhemckthe potential impact on tax
collectionsf investing in TP reform, it also highlights specific econontiatshctold potentially receive special
attention when TP legislagodrafted Certain sectoisvolvevery specific business transactions ofimgcreas
complexity, such as the fretuaerstfer of intangible assets or finance transactions.

Overall, MNEday a significant role in the economies of the selected countries. In Honduras, it is estimated tl
represerdpproximately@4f total GDP. In Kenya, it is estimat®éNiEsiccount for a significant percentage of the
large taxpayer population, vduotributeso about 25 of total tax revenuedlanyMNEs in Kenyzegan their
operations in the eatB90s but a significant sharehefn alreadstarted to invest whihie countryattained
independence (1963). In some industry sectors, especially agriculture, manufacturing, transpostrand financin
MNEpresence can be obsertaan thougiNEshave traditionally operated adldéd@ed entrepreneurs in Kenya,
sone have recently opted to lower the risk profile of their local entities by transferring funratdit®rand value
processes out of Kenya. This is due to activities such as mémifgcteminlisad other countries like Egypt,
South Africa atieUnitedArabE mi r EAE&8) ( 6

MNES$ ctidties and investmaften target specific industries. In Gh#mapast five years, Bihdve increasingly
invested and ar@wmainly active in the sectors of transport and commurficaifoG#), baimg (180,
mining/quarrying ¥d5and real estate%d6 Additional sectors of MNE importance include insurance, constructic
manufacturing, distribution and oil/gas/petroleiiiNBdaave 10% foreigrowned investmertieweverthosen

the mining indtry ar@otusually 186 owned, since the laws of Ghana require a minimum holding by the governm
Relateghbarty transactions include trade in tangible goodsgmadpirfireancing, BNEsalso provide or receive
management and technical serkmegiow, patents and other property rights. In 2009, MNE contributed about 21.-

of the total revenues from corporate income taxatior®in Ghana

43The members of the EAC are Burundi, Kenya, Rwanda, Tanzaniasaetittjgéwday.eac.int/.

44Both direct and indirect taxation. Receipts from corporate income tax contribute 19% of total tax rev200e)(kesrageed00Btained from the Treasury
Department of the Kenyan Ministry of Finance).

45 Information obtained from the Largeydradpi of the Ghanaian Revenue Authorities. Unfortunately, it was not possible to obtain figures on MNE contribu
GDP for all the selected countries.
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In VietnamyINEs were observed to be increasingly active in the country following introductiofrakitpe Law on
Investment in 1987. They have invested in a variety of different industries, ranging from manufacturing to water

waste management.

7.3. Legal preconditions

7.3.1. Corporate income taxation and special tax regimes

Most developing countries have implemented a tax on corporate profits and require taxpayetaxtbaséoulate their
corporate income taxapiorposes. The countries selected for the study?2®Bfahmrfduras @p, kenya (3%

and Vietnam @} all levy income tax on business ptafittafdates). In fact, many developing countries use multiple
rates which mostlgpplyto specific economic sectors, and also exclude sommisgtbedfrom taxatiofiax
bre&ks).Some haveotedthatthesespecial schemes are detrimental to the functioning of market forces in develo

economies,

Overall, the taxation systems have undergone considerable changes during the last few years, but it is not |
identify @ommon pattern for the selected countries. For example, Vietham lowered its corporate income tax r.
3246 in 2008 to 286 in 2009n a conscious effort to reduce the level of company taxation. In contrast, Hondt
comprehensively overhaitded>system in 20li0fer alidy expanding ttexbase and eliminating a large number of

tax exemptions.

In order to encourage FDI, some developing countries have introduced tax incentives and special tax regime:
temporary import regifigbe uimate intent behind these schemes is often to increase employment and the ave
skill levels of the local labour foheeexistence of tax incentive schemes influences considerations on TP ref
because, while partially successful in attractingmttesylead to a fragmentation of the income tax regime. In

particular, this can influence the effects of different pricing policies between related companies, evert,in a dome:

and increase the benefit of implementing TP

%Tanzi, V., and Zee, H. , (2000) 0nATax ingPdper,®/00/36. Emer gi ng Mar ket s: Dev
4725% for foreigmvested companies and foreign parties to business cooperation contracts.
48 A very prominent example of this is Mexico, where, dneotaiamth pr ogr amme set up in 1965e@9ommonlay gre f

of FDI in manufacturing activities was attracted to the country. Tax incentives were given by way afemeedemiioe feorand VATM8a&Ean Bank

for Foreign Trade (Bancomecxt) s( 2 2@ D R /2 ediliedaosMexicd, Gttpi//mbetal.sref.gobrmx/sikgapuré i g
pdf/BasicGuideForForeigninvestors.pdf. For an overview of existing tax incentive schemes in the selectedigdlntries, see Appen

49t was not within the scope of this report to investigate the budgetary relation between tax incentive schenueeaodhERnHicatdeinterrelation of both
measures and the high relevance for developing countries, it appears recamdestadabfarther research on this topic in the future.
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In Honduras, which has implemented such special schemes sii@8@isét éadgtimated that approximagely 90
of MNEsperate unddrenf®In Ghana, the growing industry sectors of oil/petroleum and mining equally benefit fro
existence sucltéamtive schem@s.

7.3.2. Existing network of tax treaties

Since 1954, Ghahas entered inteightDTAs including witits main European trading partners (France, the
Net herl ands and the UK). I n compar i s oemeredkn@mnunbed s t :
of DTAat arelatively earbfage(19761980) However, oaf 12, only one incomettaatys with a major trading
partner. Vietham has an extensive netmarie ahab0 DTAin place, with both regional as well as European and
global trade partners. In this respect, Honduras still lags behind, with no incomerté foratyand only one
cooperation and exchange of information agreement ithghedJs 1990.

In sum, despite growing levels of internationatetrabdservéhatmany developing countries have not signed a

corresponding network of DTAs witmds¢émportant trading partners. However, this is crucial in order to provic
taxpayers with a legal mechanism to question double taxation and to put in place the legal foundations for the €
information. In addition tontheexistence of speéciTP legislation, developing countries often also lack domesti
legislation which allows and accompanid®mies&xchargef information. In this respect, general concerns on the

treatment of exchanged information may negatively impact pegpaiationsto signbgAs.

Some developing countries have identified thesige@d &s and consciously aim at expanding their DTA networks
However, our research indicates that many developing countries still thig beportiant aspecthik ¢ontext,
developed countries should contribute their fair share by deetrtbiegteng principlerepared to enter into such
negotiations. On the other hand, developing tuathaiesalready signed a large number of DTAs oftenidack pra

in their applicati®ometimes DTAs are regarded as potential obstacles to FDI, but scientific evidence suggests
the contrary, such agreements provide investors with security and stability and are seen as a commitment to ste

treatment of foreign investors in terms of taxation.

S0Unfortunately, no such data is available for the other selected countries.

51|n particular, the beneficial regimes typically take the form of VAT and customs exemptions as well asnao@sed capital allo

52However, Honduras is currently in the process of negotiating a DTA with Canada. For an overview oerttye itafoneafmstiearselected countries, see
Appendix L.

53For example, as of 1 March 2010, Uzbekistan had effective DTAs with a total of 44 countries but, as of Mach&@RKotha@mmarewhich they had
been applied.t eSenecatPivoOn a(l2 OTlrOg) n,s fiielrn Pri cing 20110.

See Neumeyer, E., (2006) fADo double taxati on tfDevedopmestStudies, 43(8egase f or e
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7.3.3. Existing TP legislation in selected countries

7.3.3.1. Introductory remarks: state of @aleated countries

In developing countries, specific TP legislation has beencsulsjelerdbly longer drautdiscussiothanin
developed countries. The majority tfesbconsideradecurrentlgoncentratirijeir efforts on the introduction and/or
implementation of TP legislation. More advanced questiord? Asmhsanplified compliance proceduresyhave
and largaot yet found their way into the loagidiBtion of developing coufttiteshould beotedthat in many
countries, TP legislation is not only relecanpdoate income faxposes but also for indirect taxation, e.g. some
customs authorities chadi¢éapayers terms afustoms des, excise and VAT from a TP perspective. However, this
is often based on customs guidance regarding the treatmepadi/rekasdctions and is not specific TP legislation.
The countrieselected for this stadg invery differestages of delepment with regard to THs Astlined in this
section, especially Kenya and Vietnam have adopted and impleEgestatidthi&tin part leans heawlythe

O E C D 6standdrddn contrast, Honduras is curmrtthevergeof implementing TP legislation, whereas Ghana has

not yet introduced any specific TP legislation.

With regard to business, our resedicdtethat a large numbeMdEgegard compliance with local tax legislation as

a priority. This is because pa@mpanies are usually settled in jurisdictions where the level of TP enforceme
comparatively strict. The compliance culture qfanaliges throughlocal entities in developing countries because
for internal risk management purposescomsidered a higgk area. Some tax authorities in developing countries
have stated that specific feadfifd®EH P policielsave come to their attensiooh as riskripping of distributors and
manufacturertransferof locally created intapg#sets for littr no consideration and -@eenpliance with
devel op eTP legisiatiaom to therienerdf tax revenuesdeveloping countries.

7.3.3.2. TP legislation in selected countries

Many developing countries do not yet have specifiatibR lagidace, but the number of juris@intitysinghe
possibility of introducing such legislation is indreasiraxample, Chiresalreadyad local TP rules in place since
the 1980s, but the promulgation of comprehensive TP legislakptacaity 2009. Examples of other developing
countrieshathave recentiptroducedP legislatiancludeTurkey (2006), Uruguay and Kazakhstaim (B609),
Uzbekistan (20H0)dGeorgia (2011).

Of our selected countries, Vietmasthe firsto introducepecific TP legislation. The initial approach to TP was
promulgatesis early a$997 with the guidelines for the implemeniaiids whichallowed the tax administration to

make adjustments to prices of rpkatigdtransactions with refererantidi@d ( 6 a s s oc i atiend Ve nettenrap

55 However, it should be noted that some countries havienpeerehted APA legislation, e.g. Turkey in 2007. India is currently in the process of implemen
APAs (the Direct Taxes Code 2010 dealing with this will come into force in 2012).
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DTAs Four years later, in 2001, the Viethamese authorities exterldgisldt@aird spefied the TP methods
applying tvansactions between related parties, referenlbegttaditional methods advocated by the OECD. Since
2004, all such transactimmese bees ubj ect t o the ar mdés | emsgadena@gdld nci p
Circula66/2010/FBTC) Additionally, this Circular contains guidelines on subjects such as analpseabili§y
methodsselection and application of the most appropriate method and TP documentation. The Circular outl
applicabl&P methodsvhich are very similar to the methods described in the OECD Guidelines (speasific prefere

expressed regarding the use of internal comparables whenever available).

Policymakers in Honduexognisethe need for specific TP legislatid®Oh and expressed a commitment to
introducét in the near futu@nly very recently, at the end of ®8%8, new draft decree preseintxhdedo
specifically address questilatindo tax avoidance and(ABtievasion and TPe g i s> Thetdécrea @opases
changego the existinfax Code, aridtroduces TP legislation anéharitdance rules. In its approach, Honduras
adheres to existing international standards by its#didiwgrds the OECD Guidelines. The draft legislation refers
the armbés | ength pr ithataré fydicaly aaldredsectimefiRiatgisuck as defimtipns ofe n t
related partiemytercompanyransactions and a list of TP methods rezmadedptable faorporate income tax
purposes. Tee methods are consistent with the methods outlined in the OECD Guidelines.

In the case of Ghana, the need for TP legislation te®deisgdutnoneis expected ttomeinto force before

2013. The Ghana Revenue Authority has set up a comwiitee theadevelopment of such legislation and initial
draft documents are curréeilygdiscussed at high political |eVeése discussions reflect the firm commitment of
Ghana to introduce TP legislation in the nedntieitvievs conducted thigtiax authorities for the purpose of this
studyfurthermorsuggest that the new TP legislation will build on existing provisions, but will also have input from
international case law, the OECD Guidelines and best practices in otbatilcoowtridsgxt authorities in Ghana

have applied a generatamidance rule contained in the current tax legistiionhiakelateeparty transactions

are valued by reference to industry pfiaatisactionasre recharacterisdayy the taxuthorities if entered into as part

of a tasavoidance scheme #ritleitegal form is not in line tivéheconomic substance. Furthermore, aitivlas

under specific TP legisldtaanbeen taken unther provisions of the Technology Traegdiatiensvhiclcamanto

force in 1992. These regulations limit the amount oamndyadiireyement and technical service fees as well as
payments for knbewthatcan be paid BJNET o r el at ed parties | ocatntsdre out s

regardedsunacceptable if:

e the cosisduplicated and the service performed is readily available in Ghana

fiLey Para EI Fortaleci mientAntDieév Ssiscdrema Amreéedbiudarde, TAduaherenciMad i
Measures against Tax Evasion ance Raishg), draft decree 2010.
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e the management agreements are not registered with the Ghana Investment Pwhicki@u@ensters
the Technology Transfer Reangati

e the management agreements are registéredllimitations on transfeblauntareexceeded.

In 2006, Kenya adopted specific TP legislation in rekysimge T® cas® In fact, the Kenyan Income Tax Act
(sectiornl8(3)) now explicityerst o t he ar mdés | ength pr i alegalgoursatiannod p
adjust transfer prickatt hey consi der not to be at armbés | ength
principlénas beemssuedn separate TRdislation. Under this legislation, five noathdxsapplied determine the
appropriate transfer prices between related parties. These methods are in line with the OECD standard and, i
applyequallythougtpreference is given to tramsdusdised methods. The current TP legislation does not contain an

thresholds or materiality clauses. Overall, the TP legislation és peckirigedlarégdgivingise to uncertainty.

7.3.3.3. Scope of TP legislation in place

It should be noted thatthe countrigbathave already introduced specific TP legitdatiomhit in termn$the
definition of related p&rigometimes substantially wideinthawst OECD member countitiesOECD materials do

not define contfalther than as peipiation in the management control or capital of an enterprise. However, coun
normally want to limit the scope and reach of their TP legislation to situations where one enterprise tiyas the pra
to dictate the terms and conditimleswhch transactions take place. A very broad scope of controlled transactions r
result in transactions being brought within the scope of TP rules that, in reality, are subject to normalemarket for
conducted under ar niesultlinrimigdsédd canpliarcte burden forstaxpayerts,ias inceeasad

compliance cost for tax administrations and a smaller pool of potentially comparable uncontrolled transactions.

While some countries have imposed low thresholds regarding ipafital gamijzared to international standards,
other developing countries have not imposed thresholds at all (e.g. Uzbekistan) or consider direct or indirect inv
management as a decisive criterion (e.g. Turkey). In some developing efinitiviesftredaded parties furthermore

includes crofmrder transactions with third parties registered in tax havens (e.g. Kazakhstan and Turkey).

Vietnam has published TP guidhateppliesot only to compantbatare directly or indirectly related due to
ownership or control criteria, but #eséathanaintain extensive business relationships. In particulaieétederm
p a r tsidedireednore broadle.g. with respect to the capital participasboltdhfor related partie%o 29 the

inclusion of significant business relationships between unrelated parties.

SNational Council for Law Reporti ng/ Kemnyas slisomeRe gfoorrt sl n(co0mel )T,a xUn(il Ine
www.kenyalaw.oFgr more information on the case, please refer to Appendix J, Box 2.
8Article 9 of the OECD Model Convent i oant ecso ndtiariencst Ityh eo rf oilnl doiwiencgt |pyh rians

an enterprise. This definition does not specify a minimum level of participation for the control criterion to be fulfilled.
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The draft TP legislation curtegitigdiscussed in Honduras is mainly based on the definition of related parties as g
in the OECD T®uidelines, and applies to bothmodsr and domestitercompanyransactions between related
parties. Kenya6s T Rhativich hagel aa ¢énterprise located @ Ke@nai andaabother enteqoris
located outside Kenya. Furtheyithe scope of the legislation includes transactions between permanent establishr
andtheirhead office/other related branches (branches are treated as separate enterprises). In a recent TP refor
has expanded the definition of relatedtpantésle relationships between individuals.

7.3.3.4. TP documentation requirements

Many developing counthathave introduced TP legislationi@uded P documentation requiremehish blige

the taxpayer to keep documented evidence epamyateahsactions and to submit such documentation on reques
This is also the case in Kemliare taxpayers must submiigégiflation upon requesth{n one month follovaing

formal requéstlthough local tax authorities have interpreted this in the past as an obligation for the taxpayer to
TP documentation, there is no official guidance regarding the frequencipgegaongssn 2010, the Kenyan

tax authorities introed a special schedule to the annual taxvretirmequires related parties to declare whether they
have entered into relgiady transactionsthiéy havethey must further disclose the quantum of such dealings anc
whetheor nothey have prepdréP documentat®n.

Together with legislation addressing the appropriateness of Fpaity rekaisdctions, Vietham has introduced
specific legislation dealing with the documentation requirements for TP purposes. Taxpayers need to record at
contemporaneotli® documentatiavhich has to be submitted within 30 days if requested by the tax authorities.

official circular (Circular 660) also outlines the content of such TP documentation:

e generahformation on the business establishmetatadoarties
e thebusi ness estab;li shmentdés transactions

e themethods @dlculatinph e ar més | engt h tparytrandadions pri ce appl i

In addition, taxpayers are required to disclose thgiantglatadsactions on a standandatteched to the annual
corporate taseturn. This information must be submitted within 90 days following the end of the fiscal ye
documentation rules are also lilagynanto force in Honduras as they are contained in drafttlegisetioantly

under discussion. Information arx p aelategpagybtransactions must be provided to the local tax authorities 0

request. If taxpayers fail to meet this obligation, the tax authorities can assess and impose penalties.

59 At the time this study was carried out, this additiarelveabemhly in place for the online version of the annual tax return, but not yet for returns in paper fi
which is the form completed by the majority of taxpayers. Therefore, it is not certain to what extent deelguttaketiesecanitbiiermation.

25|Page



Transfepricing and developing countries pwe

7.4. Capacities of locéhx administrations
7.4.1Public debt and revenue collection

Just likenost developed nations, developing countries suffer from public debt and, degenwbncisesgn aid.

For Honduras, thdRapproved the equivalent of USD 202 mn (EUR 14thamcgdinlate 2010. Overall, the
countries we have considered in our study face puhlie wabstructural budgetary deficit, mainly caused by
increased government spending and falling tzesréMes lattare often a downside of the policies pursued to
increase trade and foster the diversification and development of nationasemdfinedes) thiregoing

paragraphs.

In response to public debt and structural deficits, develbgagat@uvery different megdunesnany aim to
increase the amount of public revenues by augmenting tax\W@ldiztiont obtain this information for all countries in
the samp]éut some have carried out administrative reforms to ireffedsadhef thaational tax authoritfesr.
example, Kenya has addressed probitbinghe tax administration and carried out refal@sitstructure and

strengthen revenue collection.

7.4.2Structure and capacities of local tax administrations

In the selected countries, the local tax administrations have been subject to reforms artiatfrgarsdffatons
responsibilities with regard to corporate income tax colldwiadna@inistration of MNEquiringpecialisation

within the revenue authorities. In Kenya, theredéorats tabove involvadansforming largely taypebased
institution into a revenue autbogiyisedlong functional lie$his includeaffsetting up large taxpayers office

( 6 Lim Zpo6RBydefinition, companies with an annual turnover of more than USD 9 mn (EUR 6.4 mn) are dealt
the LTO, currently amounting to 800 taxpvétyins.e n Y EOO asTP Uhids beeset up withtaamof about 12 tax
officialswhichit has beeannounceis to be increased to about 25 officialgeneral, the Kenyan recruitment
programmie robust and the tax administration offers competitive salariegerstdiipgloualifiethxofficials.

In Vietham, the General Department of Taxes is digieletthmsid central and local IevAka central level, a
particular departmesas set ufpor the administration of large enterprises. TP auwatisr dhe responsibility of the
Inspectorate departmeastpart of general tax audits. Similasatigraali structures can be observed in the Honduran
tax administratjamhere large taxpayers are under the administratioralafepapewntiowever, the definition of a
large tgpayer is currently too narrow to efficiently limit the number afitaxpaiered tyis departments part of

this speciadition effort, Honduras has hiradditional personnel and has been working with domestic and exterr

training resourdesdevelop mdkaowledge with regard to large taxpayers.

60Please refer to the individual country studies for the organisational charts of the local tax administrations.
6iBel | , K., (2010) AKenyaatrd yr e qguinrseactta>omay e rmee t tho pbe & lotefriatiomatMlaaCearye: éne n t
May 2010. Overall, the Kenyan Revenue Authority has about 4,700 employees.
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Due to the lack of specific TP legislation, thar®&haraue authorities do not have staff exclusivelprwbikihg
the domestic tax division, there are about 4,000 ewipldyee®] vork in tax audits. Ghangax officials are on

average in chargi860casefaxpayers.

Most of the tax administrations of the selected countries publicly offer inforloedicdaosytstem in English. This
applieso Ghana and Kenya, as a®lViethanwhich provides an English version of the website of the Ministry
Finance. For procedures, TP documentation in Kenya must b&imcEngijgifies compliance for V@ &the

other handlTP documentation in Vietham must be in Vietaathedl supporting documents need to be translated

accordingly.

7.4.3. Experience with TP enforcement, audits and penalties

In general, the countries we lookiedhes study are relatively inexperiémdd®l enficement. The majority of
developing countries seem not to conduct specific TP audits but ratherichaljengealTiax audit. However, in
many countries, the frequency of tax auditslagsbatindhat ofleveloped counttfigslany, such as @laalack

the necessary legalfdfhdatioto audit transfer prices applied in ymdatgdransactions. The same appegarfoio

penalties, as many countid@enotintroducesipecl TP penalties.

In 2007Yietnanbecam®ne of the few countt@Esitiatespecial TP audits. However, due to the lack of resources anc
expertise, only about five TP amneitsnductedyear, and they usufidlynpart of general tax autibspecific audit
proceduresset out for TP, ri®therany separate taaof auditors within the Viethamese General Department of Taxe
to run suchpecialisedP audits. Even though a substantial part of the information siaxpdtyedsbynesn
electronic form, the tax authorities still inaati#® electronicaligreen and process this data in odiarelo@
riskbased audit strategy. Nevertheless, the tax authorities seem to make TP adjustments on a large scale.

It should be noted thader Viethamese law, there is currently no specific penalayértfaisalepmply witihe
armbés | ength principl e wh eartytmesactionsnHpowgvar,iurder sertainrcongitiors |
(e.g. in the case of false information), the tax authorities have the right to assesstthashppprjmést and to

make corresponding adjustments to the figures declared by the taxpayer. Another aspect which increasingly
attention of tax authorities are historicathakoss companies. The authorities lack the resourcesieald tech

equipment to closely folloanthpe figureseportethy large companies.

This problem is alsevalent inlonduraswvhere insufficient technical knowledge, shortages of equipoment and

existenaiccess to technology resoymezsudéhe enforeeent of tax provisions aumdiof taxpayers operating under

62|n Turkey, the probability of a company being subject to a tax audit is estBfat@daly lee tAgher if industry is targeted). Se RVC O ) , Al nter
Transfer Pricing 201106, p. 747.
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special tax regimes. Only rederstyspecial divisibren creatatkalingpeciallyith large taxpaydtiewever, the
Honduran tax administratseffstill suffers from high $taffover levels as the administration is strongly linked to the
governing parties. In Honduras, penalties can iba dexdledatioof relateeparty transactions proves to be inaccurate

or false. The draft legislatighorisethe tax authoritiesattjust the amounts of costs, deductions, revenues, profits ol
lossegeportedbya taxpayer if prices in rekpty transactitall foubft he ar més | engt h st ani
agreed remuneration or profit margin between the related partidse adj ust ed t o t he mec
For that purpose, the draft legislation under discussion in Honduras also provides a list of TP methas that are |

suitabldor establishingh e ar mdé s Ineroompahiyrarpactionc e of an

In Kenya, the TP Unit established within the LTO has been increasingly asking taxpayers to disclose
documentation since 2009 (in detal 300 requests). Overallreeurce allocated twansfer pricing teavare
increasedhthe seond half of 2009, including more personnel, training, subscriptions to benchmarking databases
as a new teaimthe Medium Taxpayers Office. In addition to TP queries during general tax audits, desk TP aud
been based on documentation sdinjttaxpayers. These abditenotbeencarried out as specific TP audits but
instead formeeart of general tax audits.

7.4.4. Internal training facilities and communication channels

The capacity of tax authorities in developing countries to deal with TP reform processes varies depending on
level otheirexperiencef TPlegislatiarHowever, o u n dbitity te istéduce tax reformgrdatdy depends the
infrastructure already in place. This spesifocatipassésainindacilities for tax offigiaétworks for the interchange

of information within the tax administatmmateslystems to process new types of informatioafdatanicati

channels to inform and educate taxpsy/evsll as the existeot®ilateral or multilateral cooperation with other tax
administrations

Ghanacurrenthhas very little experience with TP reform as no legslagen broughttindate. Howeveass

indicated in the previous sectiorGhdmaiaRevenue Authority has set up a committee to spearhead the developm
of TPlegislatianin this context, the committee has also initiated the process of sending national tax officials
especiallyo neighbouringountries in the region (such as South Africa and Kenya), in orderototheverage
experienceHowever, extensisgucturetrainingstillneedso beinstitutedin the light of upcoming TP legislation in
Ghana, local tax autlsritiave also focused their effoastomatingx records and data. Currently, all records are
managednanually, whicheans data is mefdily and easilgcessiblélhis iarticularlgroblematic since different

local tax offices are at this stapable to share information. In the past, this has led to a number of lapses and taxf
haveoftenhadto produce records of taxes paid to other tax offices. Clearly, introducing TP reform would rec
facilitiegllowingax office®o sharelataandexperiencm order to ensure uniform applicatimmeiv TP legislation

and limit the uncertainty for taxpayers.
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In Kenya, the introduction of TP legislation \wa&®@6 starting point for a number of reémabinghe tax
administration acquireertain experiencehe reforms were mainly dirattabacitgpuilding and administrative
effectiveneslutwerealso aimed at creating appropriate TP legislation. Both the national tax administration and thi
identify the main challenges for African tax authgiriggsadack of capacity and expervtisieh effectivedyevents

thean from maximising Hemefits fromdopting’ P legislatiofror capaciyuilding purposes, the Kenyan Revenue
Authority runs tlé€enya Revenue Training s t whichu pravidespecialist trainirrnd educational events in
cooperation with external institutions, e.giti@sivélowevdraining seents take place intermittently and, with

respect to TRasnot been sufficiently targatadore TP team.

Internal capachuyilding also remains a challenge in the case of Vietham. Even though the country desabeen able
on the support afiter aliathe Asian Development Bank and the Japanese National Tax Agency, there is s
fundamental lack of a structured training system and own training facilitiesniGgrisomiyycted on adhoc

basis and pvided to a largeosssectiorof tax officials rather than to a smaller group of officials to build TP exper
andspecialise@P audit teams. This lack of tarigstedction coudtso hamper the successful implementation of TP
reform. Howeveén, he pastVietham hasmadepromising approachegatpayeeducation. This is a vital step in
promotig and implemeémg reforms as not only tax officials but also taxpayers must be made aware of the
compliance requirements. In particular, traigiiads mfat taxpayers have been made awvaithblavebsite of the
General Department for Taxmsthe TP legislation was announced both on the internet and through other me
channels. The tax administration has sgteqiafitructure to deal viifaqueries from taxpayers and has moreover

organisediorkshops to shasgeriencelative toompliance needs with taxpayers autyisers

The tax authorities in Hondamapursuingimilar strategies with respdabetmew TP legislation. In particular, the
administration is currently preparing regulatory guidance fowtagipayénsended to reduce uncertainty with respect
to the new TP legislation. In addition, the tax authseitiiesy argechnical TfPahing sessiomsed on cooperation

with other regional tax authorities. The Honduran Executive DirectoratebsEdnceorgdisisaddhasstartedn

initiative for domestic and external training resources.

7.5. Interim conclusions: suitability for dosapport in TP reform

In the course of this section, we have selected a number of preconditionshiavifidPegeimino theslevant
economic and legal circumstances, as well as the current capacities of the local tax administrations in the
countries. Our analysis indicatesighdicant progrésss been made in the past, but some items shteutdvstill

further consideration before extensive TRsrefgplementeWhile Honduras has received a considerable amount of
donor suppart the recent past, the country still lacks a treaty nefeariawitinading partners. The Ghanaian
revenue authorities should still be receiving donor supportltzateapasities and efficieacyl we feel that TP

reform should only bgarded as realistically possible in tle lordjerm.
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On the other hand, Kenya and Vietnam tappearnoresuitable candidates for TP reform. Both chanties
experience with, Bt their current TP legislation should be redigtfteaf iaanalys ofthe implications of some of

its provisions and assess their usefulness and impact. Both countries have a humber of taxKeegtdsam place
alsobecome a member of the, BAieh will most likely boost-barster trade and furtheremse the need for TP
enforcemenithe provision of donor support in conjunction with the close collaboration between the African admin
can foster the exchange of knowledge in the region (and in Africa through the ATAF)Kbengauitdiethath

have undertaken efforactiieve level ofpecialisation within ttieirtax administratisimphifingthe selection of

target personnel for training and secondments aimdjiheti&kathoothat donor resources for TP punpogdsbe

usedefficiently. The following charts offer an overview on the findings ostieleid afsp)E (

Figure2: Overview ithe preconditions for TP reform in selected countries

I) Economic and political preconditic II) Legal precondition
| | ] | | . |
Vietnam I\E/II\QIE FDI and involvemer Vietnam existing TP legislatio
e ——— | (if applicable)
Honduras Honduras
——
[ [ [ open economy allowing tax treaty netwo
Ghana ‘ signifi_cant export/ impor Ghana
—— activities
I I I = comprehensive
Kenya e —— = economic growth an Kenya | income tax law
1 1 1 [ | diversification
0 1 2 3 4 5 0 1 2 3 4 5
[1I) Tax administratio IV) Summary: Preconditions for TP refi
. [ —— experience with TP . ' ' '
Vietnam | | | enforcement and audits Vietnam | | | = Overall
applicable) I
Honduras c L
|_| some level of Honduras I Tax administratic
han specialisation within tax —_—
Ghana e peaia s Ghana = -
[ administration : : Legal preconditio
Kenya : : : ] = training/communicatic Kenya :
channels/language : — = Economic/politice

o 1 2 3 4 5 preconditions

63Graphsil IV are intended for illustrative purposes and are based on our conclusions with regard to the selected pratoneipoms@abettons. We
have applied a scale from 8dpdition not met) to 5 (precondition fully met) to the results within this range, indicating that the padlganditions are part
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8. Recommendations for future donor
support in selected countries

8.1. Introductory remarks

As indicated in the previous sections, developing countries are often assisted bygartesetidiagialther

¢ 0 u ntaxradnainsstbationsl@velopintheidocal TRegislatiarFor the selected countries, the extent of development
cooperation hdgffered as regards both the organisations @ssistizngcandthe amount of assistance received to
date. It is importanptint outhat developing countries often undergo several reform projects simaltatiegusly,
number of proje¢tatmight be implemented in the area of tax. If such projectstedebsugpoors, TP reform
processes shodddscheduled and planned by taking into consideration such ongoing itgatiugdicetiisns for

the level of coordination necessary for both donor organisations and local tax officialsneadshsedpéfiieg

of action if developing countries are targeted for TP reform and donor support.

The amount of development support for the selected countries varies significantly, especiallyntegftirding the e
assistance provided and the number of active donors. In the cases of Honduras and Vietham, a significant leve
has been granted by other tax administrationsdef/ehmped countries in the same region, 6gAtAegentina

and Mgico (for Honduras). Support by interrajanaatiorsaich as the Ittrmer i can Devel opmen
Asi an Devel opment Bank (6ADBO®) , WB , I nternational
countries but ofteatusd on more general aspeetative taevelopment of a tax administratiomu(@mation

processes, risk management, fraud) than the development and implementation of specific TP legislation.

For other developing countries, support has been limited. Until now, Ghana has only received limited assis
identifyingest practices with respect to donor support is therefore difficult. Generally, there are a variety of diffe
in whichtax authorities in developing countries can be supported in sum@ssdaid/orimplementingP
legislation in their jurisdictions. This invdbrealiaknowledge and experience sharing, training and performance
assessment suppdakh analys of donor support to the selected countries up to the present formfotire basis

recommendatioasoutlined beld.

64For an overview on the donor spppaded in the selected countries up to the present, see Appendix M.
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8.2. Universal and countgpecific recommendations
8.2.1. Universal recommendations for selected countries

Broadening of treaty networks anthiray practice in their application

As indicated above, the selected countries should particularly draw attention to the development of a network of
can foster the local investment climate by providing a legal mechanism to addres®pdtertialtaaaton. As a

valid point for #tleselected countries, assistance should be sougherdoyddonors and masgerienced tax
administrations to help erdmet appropriate domestic framewoaknfumgst otheesxchangeof information. When
seeking assistance in negotiating tax treaties, developing countries should be encouraged to join international

structures and processes such as the OE®D6s Gl obal

Identification and pooling of local comparables

Future action with regard to TP should not only focus on drafting and enacting comprehensive TP legislation |
ensuring that implementation of such provisions is feasible. This is pariitule@tarcut whe lack of local
comparabl es to subst ant i-gaityetransaltieirs Gase rofdapplichtiemnaj tetiain MR t L
methodslt could beorthpursingthe development of datab#dssontain information on compar@bladocal or
panregional level. Regional tax administration forums could drive siactvgmobfeotiding could be provided by
donor organisations to finance the development and contimgmisupldatatabaséslowever, development can

provedifficult if no central repository for ogfieaticial data is in place, as is the case in some developing countries.

Building TP expertise, competitive working conditions and adequate control mechanisms

The selected countries should be assibtegrimcess of building a pool dfaireddmotivated specialists in the area

of TP 4 dedicated TP yrjitdiciady In addition, local tax administrations should also consider recruiting external
specialists, e.g. from the private sector. porghse, strategic human res@uicépBlibigs must be tailored in
accordance with the needs of local tax admmishatiotiR policies should involve a hiring {hrakegsscts
talentedexperienced people airdat maintaining core stafbffigring attractive working conditions. Clearly, as tax
official@salary levelre subject to budgetary constraints, HR policies must ultimately seek to build intrinsic motive
means adippraisal mechanisms, career opportunities and passiittessional development, e.g. timaogiy
secondmergtc. This could also help to reduce high levels of staff turnaneonvimohly observed in developing
countries and pose a threat to continuous improvement and knowledge nmiadseimgoartint to ensure that

revenue targets are not set on aefmotbasis but rather support tharditbngerm development of TP expertise.

85This ideds also promoted by the EC: see EC(2010), COM (2010) 163 final, p. 6. For more information on the Global éigyten/tseesparenoycd.
686 For an illustrative estimate of the costs of developing and updating a local database in Kienla, BsesedAppelodal subscription costs to the existing
Amadeus database, we estimate the investmerEld&s85a208nd further recurring costs at3EtEper annum.
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In additiorsuitablgolicies should be implemented to enauxe oirfdépendeance larsd repessible issues of
discretion and potentias timicorruption. This could, for instadkeeleannual independence and compliance checks,
quality reviews by an internal audit division, continuous independencgréeamethe development aoaeof
conduca s wel | as asset/wealth declarations. Taxpayer
be allowed tonsulfiles. Audits should be ccbgsked by several senior tax auditors (at least two) and a rotatic
system with regard to audit assignments could help to avoid excessive familiarity with particular taxpayers.

Developing riskased TP audit procedures

Furthermore, tax authorities in developing countries sheritdedigenerally imevelopingiskbasel audit
procedure®©verall, it appears recommendable to implement mandatory filing requirements for annual account
ensure thatdm a procedural perspective, requests to taxpaybrifurtherTP documentation ardficiently
targete@nd écussed on higkk transactiand general risk assessment for taxpayers could be envisaged, consider
factors such as the size, structure and compeskitysiofess and its finandimegffective tax rataecomplexity of

legal arrangementpenness and transparear@ythe history of cooperation with revenue $édieshat purpose,

donor support could borrow from the experience of tax administrations in developed countries (EU plat
administrative cooperation, CIAT, IOTA anduldidd-usedo gather such information). Exaofiplesh riskased
selection criteria for TP audit purposes could, forindtalgransactions with tax havens artdX{qurisdictions,
backtoback operations, structural losses, busioggsnisations anthnagement fees. The local economy and
industry sectors should be taken into consideration when developiiog ch@ystagnhigisk transactions and
taxpayerthatshould then be considered as targets for TP audit purfiogestdhtiso ensure that the tax officials
carrying out the TP audit are specialisse@ of potentially problematic TP transactions irmadveoroply with
agreed time limits for audit proce@teegax audit approach will always need tebtedatierspecific taxpayer (e.g.
profit/loss situation, giofdtransactions, industry seé€tdoyvever, general aspects such as materiality thresholds and
the informatidmatshould be provided/requested for audit purptsegeanof a megeneal TP audit strategy.

8.2.2. Countrgpecific recommendations: Kenya

Even though Kenya has already introduced TP |égiblationhe offered assistance in retgsixigting legislation
andensuringhat it is adequatstyucture®® In this context, technical assistance colldtatgetd atfamiliarising

the local tax administration with the pos§ibildiing statutory provigo®PAs Currently, there seems to be
reluctancen the paxf the revenue authesin thisregard which couktemfrom the challenge posed in terms of

resources and expertise. Asyauron APAssimplified compliance procedures have the potential to increase leg

67Please further refer to OECD (2007), Tax Intermediaries Study, Worksig\NPamsgeément, http://www.oecd.org/dataoecd/59/59/39003865.pdf.

68 For that reason, it may also be useful to offer the possikifigaficasentoring to tax administrations in developing countries. Such mentoring could be provi
by more experiedctax administrations or international organisations such as the OECD or UN.

69See Appendixfbt a detailed overview of the specific donor support recommended for Kenya, Ghana, Honduras and Vietnam.
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certainty faaxpayerand creatan amenable fiseavironmeffidrthem However, due to the considerable tingyact
are likely to hawassistance should be offered by externaliexpentsicdl draftinghem We havehannellethe

additional recommendations for donor istpgiostt, and mediuffongterm areas of support:

Shorterm areas of support:

¢ Facilitation of secondment/employment of experienced TP officisdggsyranoadx administrations to the
Kenyan revenue authorities.

e Development of structured trgroggammesd assistanaethe selection of appropriate resource persons.

e Provision of detajlprhctical reference materials such as TP manuals and guides.

Mediumand longerm areas of support:

¢ Technical assistarinentroducinggal reforms in ordesdwutinisexisting legislation. Donors could offer the
Kenyan revenue authoisgéegices in the formesfiewngtheir TRegislation as it currestiyds

8.2.3. Countrgpecific recommendations: Ghana

The local tax authorities in Ghana have indicated that they estrdite togior support as high. The main areas of

assistance requik@identified as follows (ranked in order of importance):

1) Technical support in the developmeastmg! of TP legislation.

2) Training of tax officials and possible secondments of TP experts to the Ghana Revenue Authority in
provide oetheground additional support.

3) Performance assessment of the effectiveness of the TP legislation once implemented.

4) In general, funding is required to undertake the actions listed above.

Theneedsdentified by the Ghana Revenue Authorityiradhedéhgsistance in the field of drafting TP legislation. We
wouldendorsehis list and stressthat special attention shoaldyiteen to the introduction of additional disclosure
requirements f@iNEsasthesewill providsome ofhe information required for TP purposes. Ghana has signed up 1
theEITland involvement with more such similar initiatives will also cordebutedssfal implementatiohPof
legislation. Based on our research and the interviews we have cadentifgde visdlowing actions as possible

administrative areas of future donor support:

0The idea of testing tax law has only recently come up and is currently under Aigassdiohjstakin, Y., and Abramowicz, M., (2010) "Randomizing Law".
Faculty Scholarship Seieper 161. http://digitalcommons.law.yale.edu/fss_paHems&M&t, we feel that, with regard to TP, such testoigeadyto
substantial competitive distortions and its potential effects should be carefully evaluated.
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e Investing in technical training for a significantofidodaé tax officials. Support should be obtained from the
private sector atifdedonor community in terms of technical support, capacity building and funding to cov:
costs of developing takdngdraining courses

e Tax officialatthe Ghana Revenue Authority coaltblvedo participate in secondmperjramme® tax
authorities other countriéisatare more experienced in TP

e Computerisatiohtax offices, taking the laggayeunits as a starting point

8.2.4. Countrgpecific recommendations: Honduras

Partially due to the assistance received in the past from national andrgésisatiorss well as from foreign tax
authorities, Honduras is making considerable pritgregganof improving its policieactiodin the area of TP.
However, furtherontinuing assistance is still necessary esfoféemerdand taxpayer behavioucrease in
complexity.

The case for Honduras is very particular because the cdbetmerg@of introducing binding TP legislation. Based
on the interviews carried out with government officials, inieyaiaisatialad members of the Honduran business
community, eakehe following recommendations with respect to possible future donétahpag

e Assistance in scheduling and establishing a fixed training pericdvasitire akatiTP Legislatitrereby
the legislation will enter into force aftdrpefind of time (e.g. one year) in order to ensure a smooth transitio

o Development of a phased approach to increase the compliance requiremenssepibiaspaylees the
TP legislation comes into effect. Human capital and best prasticeswitleneloped and identified as well.

Aphased approach couldthectureds follows:

1) Mandatory questionna#ssistance in designing a basic TP questionnbeentieduced to
taxpayers, requesting relevant information surroundindsani@¢palygranyransactions

2) Implementation of contemporaneous TP documentation recpsséstemts: in drafting and

implementation.

3) Gradal introdtion ofAPAs:Building capacities and knowledge within the tax authorities prior
accepting APA dpations, assisting in gaining a solid understanding of particular industries

particular TP methods.

e Assistance in drafting informational bulletins drdinst@gd questionafaswesessions for taxpay@érs.

1 The measure of public involvement has been very successful in countries like, Bnoligimpn@rgentina. Such meetings were often organised by third
parties such as chambers of commerce and professional associations.
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e Assistance in rengsihe initial P legislation aadaluating’rhether all provisions included in the fiestedraft
sound with regarcatiministrative burden and budgetary effects (e.g. défilsteab of r t | e s 6 ) .

e As an Hernative to reducing the initial scopd Bfldwslain, Honduras could make use of external auditors

responsibler reviewing int@mpantransactiongportethytaxpayers.

8.2.5. Countrgpecific recommendations: Vietnam
Vietnam has received a substantial amount of donor support ddewgethes Jastd two donor organisations have
furthermore provid#icectsupport in the field of TP (JICA and ADBhmast other developing countries, there is

therefore stilldemand for both support to assist the country in improving the implementation of TP legislation:

. Legislative changes:

Assistancén legislative changes to introduce comprehensive TP legislation. Further assistan
introducing provision®\Bws simpfied compliance procedures and mutual agreement procedures.
Assistance in the introduction of necessary changes to the existing accounting provisions to bette
related party transactions.

Assistance in designing TP documentation requirenpeticular in determinwhich type of
information is necessary and should be reasonably collected from taxpayers.

Sharing issues agxperienca relation to implementing new TP legislation.

Building TP expertise:

Developing structured trapriogrammeder all tax officials, including general awsaiegsaining
training of treaty operations and coordination of joint audits
Secondments for tax officials to tax administrations in other codtimgjiest fainor

Helping to build a phaldiafrastructure (tax academypdadelop training programmes.

ITinfrastructuend support:

Assisinceinautomatintpe collection and evaluationaldtied information submitted by taxpayers.
Assistance in developing and applying sofiwearesto TFrRelated information.

Training oihe use dfl infrastructure and other software

As indicated in the previous sectiorstagies that the sureeyntriesire atwith regard the introduction TP

legislation diffeignificantly. Howewmost abf thermhave a real neéatassistanceommoredeveloped countries

or internationaiganisations
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8.3. Costs of TP reform and potential impact of increased tax collections in
selected countries

8.3.1. Interview/research findings for selected countries

It is difficult to quarttigcosts of TP reform and its impact on increased tax oolkbetibasis die interviews we

have conducted in 8eectedctountries. Statistical dataneasure the impant tax revenues introduieg TP
legislatios usually navailable. Furthermore, sofmthepossibleamificationsf TP reform, such as improved
certainty and lower compliance costs ferwiildE may attract additional iremstecannot bgaugedwithin a
gquantitative assessment. However, it is also evident that substantial investment is necessary to adopt TP legi!

elaboratbelowon the potential costs of TP reform process in the different countries andastedeixeested

Despite the lack of overall cost/benefit figures, for Vietnansathpteemdtsattributable the introduction and
enforcement of TégjislationOnly recently, the revenue authorities inspected a group of 127 Fihatbadpanies
reported consecutive losses. Thaad#gesulted in overall adjustments of USD 76.3 mn (EURNch pialded
additional tax reventies.

For Kenya, we did not obtain any specific figures with respect to the possible costs/bendfitavel/aR asform.

outlined in the previous sections, the shiN&friotal tax revenue is important, and hence the effect of increasel
efficiency in TP matters is likely to be material. Business representatives of MNEs have furthermohe indicated
light ofuturestrictly enforced TP legislation in Kenya, they expect overall increasing awareness and-scrutiny in

party transactions.

Similarly, the Ghana Revenue Authority has not done a full calculation of the adddsinakdpste TP
legislatioto be implemented in the feaxyearsThecosts are expected to be niatuyred idraftinghelegislation,
training staff abroad dadelopingcomputerisadx system. The national tax administration iexpéetshat the
increase in tax collectidns toTP reformwvillexceed the costs of implementation. Some estincEsgsh an a 6 s
revenue losses due to deenmmed moredgth pricing in business transaettbtiee U and the ERtEUR 83 mfi.

I nitiatives such as the Ext ¥haeethe potentidl tocaver telatedeT® isshigs a

and ensure appropriate pricing, but this must be adequately enforced through the implementation of TP legislatic

72\We did not obtain official figures on the additional tax collections stemming from theseBadjgstife2)sedd ) A Bri ghter spotl i ght
March 2011, ppi13. Assuming taxation at the standard corporate income tax rate (25%) and disregarding any tax incentiyeesettymagroeirtte réwst/
additional revenue would amounbta S m(EUR 13.6 mn)

BSeeChri stian Aid (2009), AFal sfer pe®,f i Mar chh 0dD®0O % g org.yh/eemadpstiagsefitstpds,: p/K&vevpw .t ch
services not included.

74 http://eiti.orgGhana was designated ascBfiipliant on 19 October 2@16hort, the EITI aims to increase transparency in financial transactions between
governments and companies within the extractive industries. It involves the full publication ancthpanyigagipmenfts made to governments and of
government revenues received from oil, gas and mining activities. These activities have the purpose of stengtiesping@gbveuatiies, with the-spin

off effect that revenues from natunalaes will be directed to government spending on health, education and other development priorities.
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As an exceptiamongdhe selected countries, the Honduras Ministry of Fidaneeah@adations and estimated that

the introduction of TP reforms could enable local tax authoriteEsatbditidied NLS bn ircorporate income taxes
annually (approx. USD mn/EUR 30mn, resulting in a 67% increase in incom&® tsbagspver, local tax
administrations expect that the implementation of TP legislation will boost customs réAldBeRs r@ntigians
theirintercompanyransactions with Hondwdsidiaries as services rather than goods. Therefore, the TP refort
process is widely regarded aseas to assist Hondurasnieetingts overall goals of strengthening tax revenue

collection and thea x a d miintelinal ¢apaeaity tb comirédyseand collect revenue.

8.3.2. Cost/impaestimations based on publicly available data

In order to provide an indicatithe @ossible costs of TP reform in the selected countries, we summarise the diffi
itemgequiredor donor support (training, materials and other suppoe go@ntification based on the information
received from thelevankocal tax administration and our experience in the field of TP. Subsequently, we compare
cost estimates with tBffié growth scenarfimgax collections from MBEmMmMIing from the introduction of TP’¢eform.
Even for logrowth scenarios, we find that the potential increase in taxfrootadtiodscing TP reform clearly
outweighs the costs of TP refonm selected countrieseTable %

Tabled: Estimated impact/cost from TP reform for selected countries

Estimated benef Estimated benefit Estimated benefit Estimated cost*
(obtained figures (own calculations fo  (own calculations for 201 (own estimations
2012, lovimpact lowsimpact scenario inc
scenario) growthin MNE

contributions)

Honduras EUR301mn EUR 4.4 mn EUR 4.7 mn EUR836.357
Kenya n/a EUR 4.3 mn EUR 4.7 mn EUR 266.913
Ghana n/a EUR 7.9 mn EUR 9.1 mn EUR964388
Vietnam n/a EUR 25.4 mn EUR 27 mn EUR 444.126

* Based on historic data, asswuaningreas@tax collections from MbEe to the introduction of TP seform
** Based on data obtained from local tax administrations and own esfiguatenscilide investment costs as well asgmostatfor one
year.

75 This figure was obtained from the Honduran tax authorities (unfortunately, we have no further informatiwminahisaléspediHNL bh& USD
641.2mnin income taxes in 2010.

76 For the detailed calculations and the assumptions made, see Appendices N and O. We would emphasise thatrinareasée taffecddidddy other
factors. However, we believe that the estimat@iitsfarean overall assessment of the scale of the possible costs and benefits from TP reform.
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9. A general approach to TP reform in
developing countries

Given thdiffering levetd progress in some courttsiesmparisowith otherst is difficult et dowa onesizefits

all approach. Accordintjlg costs of technical assistance pnogréon different countries can vary significantly. A
thorouglanalysis of the specific need=safdideveloping country with regard to its TP practices is necdssary in 0
thatavailable donor resouaresused a=fficienglas possibléHowever, prior to donor sulpgioig provideid should

be analyseat what stage of developmtr country vgith regard to both the preconditions-apdcifie legislation
(seeFigured). Experience from other countries such a4, t@hib& and Indiahow that the process of TP reform is

lengthy and that it requires ongoing trathgwgpport.

In general, developing countries without any kind of TP experience should be assisted in becoming acquaint
armoéos | ength principle on a high thattakesinto acBoard @entryo n
spedfic circumstances and outlines the different steps in introducing TP legislation. Special attention should be
recruitment and training of specialised TP staff. Issues saggeasmisit procedures for audit purposes and APA or
simplifiedompliance procedures are equally important, but should form part of sub8equent efforts.

Stage 1: Countries that do not have TP legislation in place

Naturally, the demand for donor support in countries without any TP legislation, is highmploraaveto it
thoroughly evaluate the cospésific situation.-gppecific assistance should be scheduled and tailored according to t
outcome of this initial mapping exercise. Technical assistance shouldnit@lptoviestdblish fundameal
understanding of TP principles and methods within the local tax administration. Assistance is also needed witt
the drafting and testing of TP legislation. In this context, it can be particularly helpful to provide theitlax adminis
examples of existing TP legislation in other cowsléetgraup of tax officials should be given the po$sibility
deepeningheir understanding of TP either in external dessiosy or by attending-tbejob training e.g.

secondments.

Stage 2: Countries that are on the verge of adopting TP legislation
Developing countrtbathave already drafted TP legislation require a different set of measures to support succ
implementation. As both the tax administration and taxpayeeseneeisppyingthe neviegislatigncountries

could be assisted in pursuing a phased gppitbacbmpliance and documentation requirements increasing over

"7For the detailed case studies on China, India and the USA, see Appendix F.
78For a summary of the challenges faced, options available and support required by and tofieggommtoetesee Appendix O
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specified period of time. Support, both technical and financial, will be neregbartihe eresvly available taxpayer
information is processéitientlylhis cate achieved by trairimghow to use data obtained for audit purposes (risk
assessments) or assistance in IT infrastructure and systems. Shortly before/atter omhienidhtiatmislation,
financial funding could be provided to facilitate and improve communication between tagpapessatiophsax

e.g. byrganisinignformation sessions and establishing support channels/facilities.

Figure3: Staged approadh introducing TP reform

Countries witkexisting TP

) Developing countries théb Q Developing countries that
legislation

o)) not have TP legislatidm ) areat the verge of

= s - Review and revision of existi
) - initial mapping exercise: . Implementation of phased legislation (differentiation be
evaluation of courgpgcific approach for TP legislation legislation/circulars)

situation

)
a place a implementing TP legislatio %
o
n

- Collection and processing of - Discussion and implementatig
- Technical assistance to foste taxpayer information and data of APA and simplified complial
understanding of TP procedures

- - Improvement of communicati
- Training and secondments channels between tax - Improve access to comparab

> administration and taxpayers > data
- Drafting and testing of legisl

- Risk based audit approaches - Physical training infrastructur
and ongoing training program

Ghana Honduras Kenya/Vietnam

Stage 3: Countries with existing TP legislation

The group of developing coutitatdready have TP legislation in place needs to be subdivided intathannatries

TP legislaticandthosethathave publishédrulesin the form ofrcularsWe recommend that countries should be
assisted in adopting TP legislation as this provides taxpayers with greater certainty. In general, it is importa
assistancen reviewng andrevigig existing legislatidro ensure the smooth application of TP legislation, developing
countries should be offered assisbarite use of foreign comparables arggiamal data. In particular, tax
administrations should receive assistance andtmagdagsary comparability adjustments. It is important to ensure
that comparability analyses performed by tax authorities are transparent and understandable to the taxpayer. Tc
this, developing countries can be supported in dramghitcaeed TP legislatisnch as APA and simplified
compliance procedures, and in negd@iBfiegith importatradingrartners. The development of structured training
programmeand the establishment of a physical training infrastructure, sadadsnadioappeato be useful

ways to support developing countries at this stage.
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10. Concluding remarks on TP and
developing countries

As a result gfobalisatipmleveloping countries are incredsiogdyvith questions on the adequate pricing of related
party transactions in a ebasder context. In this reporgddessglifferent issues surrounding TP and developing
countries. Given the stfgeeireconomic and administrative development, developing countries often face problem
to the lack of coherent TP legislation and the facttéxaadmoalistrations hlittieorno expertise in the field of TP.
Problemsommonly encounteiredude the naxistence/inaccessibility of comparabtm thatdparty transactions

and the shortage of basic IT systems for audit purposes antgénatondtdtsgudies.

A number of internationghnisatiorgve put the issue of TP in gergloountries high on their agendas. The OECD
Guidelines could serve as common global standards for TP and we would advocate that dewdking count
themselves to thestandarde/hen adopting and implementing TP legislation. The UN TP Manuahsagpods this
underpins the armbébs | ength principle. From a busi:

certainty and thus héfiséeiinvestment @merging economies.

One of the main points we dti@ntion ts that TP reform in developing countries should aleegdeoehyran
analysis of local circumstances. In order to pave the way for TP, developing countries should enbere that the
basic economic and political preconditions (e.g. infrastructure, international trade, qualified workforce) as we
preconditions (e.g. comprehensive accounting rules, legal system dllondengflonwssof capital and assets, tax
treaty atwork). Furthermore, the organisation and capacity of the current local tax administration (e.g. educe
monitoring of revenues, training facilities) should be taken into consideration. In the absence of suchlpreconditic
that the intradtion of comprehensive TP legislation could be premature and that donor support should rather

improingthe general economic, legal and administrative conditions.

Our analysis with regard to the countries selected for the purpose ok#isienstmdpfirmshispremissAs an
example, our field research in Ghana indicates that théocaltdaryadministrastiit facesapacityroblems in
data processing and sharing. Accordingiygnaradir perspectiiightly TP legislatioasinot yet been implemented,
but merely envisaged. Our suglyestthe assistandbkat might bequire@dnd indicates that the amount of required
donor supportiredeedarge. However, our findings also suggest that the possible benefitsinftdisetdram

increase in tax collectiwosldendby fatooutweigthe anticipated costs.

As a general assessment for developing casstiies)g théte necessary preconditions are met, further analysis
should be carried out to ideaitifyhastage of TP reform the country cuisedtyording to the outcome of this

mapping exercise, the country should be classed into one of three stages (countries that have no TP legislatic
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thosethat areon the verge of implementing TP legiglatisewith existing TP legislation). Donor support should

thereaftgurioritise the proposed acti@abbr othe different stages outlined ireguggeeFigurel).

Figure4: Roadmap to TP reform

Capacity building,
organizational changes and IT tools

Drafting of highevel legislation, DTAs @

Awareness development for
taxauthorities and taxpayers

Continuou 2yrs

support

Evaluation and validation of

Stage 3 %
[ implemented TP legislation S

2yrs
[ TP documentation requirements ~

(1yn
[ APAs, simplified compliance procedury Q

We wouldmphasisthat developing countries should be amsistedallows them to gradually build up administrative

capacities and TP expertise. There is a needdonlaagistance, which will not necessaltilya bigchange adit

once. The assistance could better be viewed as a coaching or partnershipndicdedeveloping countries can

ask for assistance witdaneeded. International support must eventually aim at lifting the TP legislation of devel
countries to a common international standard. Overall, there is a nfedetchigdie legislation in developing
countries in order to reduce economic and legal uncertainty and foster investment and growth. It is important to
that TP reform should befframed asntiabuse legislation Bhbuldather aim at improvingetisting rules on
corporate income take majority of taxpayeastto be compliant with local TP requiremesieselanuddance on

how to apply the appropriate remuneration fepajatesthsactions. For TP and developing countries, comprehensiy
TP legislation and consisédfitient implementation can create considerable bendfitschuterit stage, require

properlyargetedongoing donor support.
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Appendix A: List of developinguntries

Asreferred to in the report based on the World Bank cléssification

East Asia and Pacific

American Samoa Malaysia Samoa
Cambodia Marshall Islands Solomon Islands
China Micronesia, Fed. Sts Thailand

Fiji Mongolia TimoilLeste
Indonesia Myanmar Tuvalu

Kiribati Palau Tonga

Korea, Dem. Rep. Papua New Guinea Vanuatu

Lao PDR Philippines Vietnam
Albania Kosovo Serbia
Armenia Kyrgyz Republic Tajikistan
Azerbaijan Lithuania Turkey

Belarus Macedonia, FYR Turkmenistan
Bosnia and Herzegovina Moldova Ukraine
Bulgaria Montenegro Uzbekistan
Georgia Romania

Kazakhstan Russian Federation

Antigua and Barbuda Dominican Republic Nicaragua
Argentina Ecuador Panama

Belize El Salvador Paraguay
Bolivia Grenada Peru

Brazil Guatemala St. Kitts and Nevis
Chile Guyana St. Lucia
Colombia Haiti St. Vincent and the Grenadines
Costa Rica Honduras Suriname

Cuba Jamaica Uruguay
Dominica Mexico Venezuela, RB

79Country and Lending Groups; http://data.worldbank.org/akutes&ificatigns/cournglendingyroups.
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Middle East and North Africa

Algeria Jordan Tunisia

Djibouti Lebanon West Bank and Gaza
Egypt, Arab Rep. Libya Yemen, Rep.

Iran, Islamic Rep. Morocco

Iraq Syrian Arab Republic

Afghanistan India Pakistan
Bangladesh Maldives Sri Lanka
Bhutan Nepal

SubSaharan Africa

Angola Gambia, The Nigeria
Benin Ghana Rwanda
Botswana Guinea Sao Tomé and Principe
Burkina Faso Guinea@issau Senegal
Burundi Kenya Seychelles
Cameroon Lesotho Sierra Leone
Cape Verde Liberia Somalia
Central African Republic Madagascar South Africa
Chad Malawi Sudan
Comoros Mali Swaziland
Congo, Dem. Rep. Mauritania Tanzania
Congo, Rep Mauritius Togo

Ivory Coast Mayotte Uganda
Eritrea Mozambique Zambia
Ethiopia Namibia Zimbabwe
Gabon Niger
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CaseStudy I China

1. Development of local TP legislation

Chinas one of the first developing coutttiiesvdnad national TP legislation in, itduieduced the early 1990s (a

set of local TP rules had already been observed in the 1980s). However, the first comprehensive TP legislation
based on and included all previous rules with regard to TP, was promulgated #Ravieugl20002003)ia

had enactelin ew cor porate income tax | aw, which stipul at
party transactions and enahégShinese revenue authorities to adjust taxable incompafrtsetat@dinerations are

not found to be at ar itmbFslegiblaiongektérnal cihsultants were dantvaetdd dooneuc
research on other developing countriesod | egislatioc

2. Scope of TP legislaticlmcumentation requirements and TP audit practices

With regard to the definition of related parties, China follows international standards as contained in the OECD
Taxpayers are required to maintain contemporaneous TP documentatiomprandidarehodocumentation, if
requested, within 20 days. Hovikee&hinese legislatioontainsome administrative simplification measures, which
relizvetaxpayers from this obligatibn if:

(1) Volume of relatgarty transactions The annual amouhtadategharty purchases/saeRMB 200 mn (EUF
21,4 mn) and for all other types of transactions < RMB 40 mn (E

(2) Existence of an APA The relateplarty transactions are covered by an APA

(3) Shareholding The foreign shareholding ariterprise is < 50%, and the taxpayer

only domestic relafety transactions

Chinese tax authorities focus increasingly on nationwide (companies within a growpjp&ntPiralicits,
Circula? also provides an overview of taxpayer dhtcabewill typically trigger a specific TP audit. These include:
¢ Significant amount or numerous types cherlgtadnsactions (no threshold);
e Longterm consecutive losses, low profitability or fluctuating pattern of profits/losses;
e Lower pradibility compared to other taxpayers in the same irmduspgreto the functions/risks of the
company;
e Business dealings with related parties in tax havens;
¢ No contemporaneous TP documentation or incomgiésésl T& return disclosures; and

8C rcul ar Guo shui fa [2009] No. 2, hereinafter &6Circular 2606.

81 The following administrative simplification measures are not apphoaKksdoelaisises with limited functions and risks (they automatically have to submit
contemporaneous TP docunmntatthe tax authorities).

82 |n particular, revenue authorities have targeted office automation and computer contract manufacturing itisesteesorsendutoenpharmaceutical
industry receive increasing attention. This can be expjamethedect that transactions involving royalties and service fee remittances are increasingly targe
Furthermore, the Chinese revenue authorities have announced in their TP enforcement plan for 2011 thafineuiegcentieshdidcused on.

55|Page



Transfepricing and developing countries p",_c

e Othe situations indicatingaclo f t he ar més | ength principle.

3. Experience with TP reform/structure of tax administration

China's antix avoidance officials are eeghiais follows: at central level (SAT level, a designated team), provinc
level/municipal level (a designated team is available), city level (in most cases, a designated team is available
level (usualhodesignated team). The SAT givestiosisun terms of TP enforcemenbteedlitvel tax authorities;

the provincial level/municipal level tax authorities may give instruttioesetoetiiaik authorities. A TP audit needs

to be approved by the SAT before it is formatlyeiwretiatzough lotalel, citlevel and provindalel tax authorities

may alreadyavedone a significant amount of analysis or assessment. A settlement needsitiote/witydeadt|

and approvedt provincial leya@ndthen byhe SATnlgeneral, depending on the natimetagks, the SAT mostly

acts just aa technical adsisand approver while the provincial/city/local tax authorities acs,aaltbotagher
sometimes the provincial level also serves as a techaieaddagdsmiddienan between the city/local authorities
and the SAT. At SAT level, thaaridiance division consistixpéople, andarrespondimymber at provincial/city

level. The total number of tax officials specialistakiavandiands 228 Chinese tax authorities agdnéir own
training, but TP practitioners are often invited. Samevandance tax offidiagée beesent to the US Internal
Revenue Service or other tax authorities for overseas training. Nevertheli&ninweledye gaps between China
and countries/territories more experienced in TP. In addition, the resources of the tax adimibestcatioa seem
However, in 200Bannounced the appointment of a specialised team of 500 officials. Sirtas29€at heast

onefurthenational trainiogursen a specific industry in TP issues.

4. TP Adjustments in China

The budgetary impact of TP enforcement is {thsteated by the scale and increase of TP admstmecdst
years(seetable on TP adjustmeht&dow). In general, Chinese tax authorities have developed a trend of focusin
| arger transacti ons f or proadh hasinedioud be highlyheffestivefanduesulteding ¢

significant increas@djustments due to larger adjustbeémgsmade individual cases.

Year 2005 2006 2007 2008 200¢ 2010
No. of cases 361 257 192 152 167 178
thj;i;ngims RMB 4.2 br RMB 5.8 bl RMB 9.0 br RMB158b  RMB 16.1 RMB 16.5 br
income (total) (EUR442 bn) (EUR610br  (EUR946bn)  (EURB6bn)  (EUR B9 br (EUR T3 bn)
Adjustments RMB 0.5 br RMB 0.7 bi RMB 1.0 bt RMB 1.2 br RMB 2.1 | RMB 2.3 bn
to tax payable (EUR 53 mn (EUR74mn (EUR105mr  (EUR126 mr (EUR221nm (EUR 242 mr

In addition, the mutual agreement procedure processes seem to be very effective. In 2010, Chinese revenue
helped MNHo eliminate RMB 5.029 bn (EUR 529 mn) in double taxation. They are also actively involved in inte

activities, such as OECD events and assignment programmes.
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CaseStudy 2 India

1. Development of local TP legislation

India witnessashmense growth and liberalisation during the 1990s, putting TP high on the agenda. In respor
Central Government formed an Expert @nap was responsible for formulation of the TP legislation. Extern
agencies, industry bodies and compasgmtgirees assisted in developing the TP legislation. The TP legislation w
approved by the Indianiament in 20Gihd came into fore from financial year 2001. The legislation was issued
along with Rules notified by the Central Board of &ré€BDAY. The basic framework of the legislation was basec
onthe OECD guidelines, with certain exceptions in tieemseobf meavaluesthe +/5% range, maintenance of

contemporaneous documentation, filirmafanu nt ant 6% certi fi cat e, et c.

2.Scope of TP legislation, documentation requirements and TP audit practices
The Indian TP legislation contains an extensive definition of associated enterprises. While adhering to tt
conventioim terms gdarticipation and control, India has lpigeimprspecific parameters, including:

e advancement of a loan by an enterprise that constitutes 51% or more of the total book value of the ass
borrowing enterprise;

e complete dependence of an enterprise (in carrying on its businestotumatheropestty licensed to it by
another enterprise;

e substantial purchase of raw maltafialof manufactured goods by an enterprise from/to the other enterprise

prices and conditions influenced by tt% latter.

Indian TP law requires maintenacaetemporaneous documentatioequicess p pl i cat i on of t he
of the five methods for determining TP. The prescribed methods are as outlindslidelimeTIECAudits are
conducted in the course of regular tax assessments by $mewtdipadingofficers. Internal administrative
guidelineprovidehatin general, all taxpayers with a total value gbaehaiaternational transactions abo¥80NR
millioPP (EUR 779,86@anbe subject to TP audits.

8This rule has been amended in I ndiads Fi nanc essBdtités artlbyfies of trandactione Bhg an
new rule will be applicable form April 2012 (assessment yea&8 2012/20he gover nment had initially proposed
the concept of O6all owable variationd. Ther efwilbeavailableto thetapagticsuch thrieasf i nan
the government gives notice of the margin.

84 Effective from June 2011, entities located in tax havens will be treated as an associated enterprise (thid pravisich wasyntr | ndi ads Fi na
has now been approbgdhe Parliament).

85The amount was INR 50 million, which was raised by means of an internal circular.
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3. Experiences with TP reform/structure of tax administration

Within the Indian Revenue authorities, there isanggdediabhted to TP, which deals wigdal®d questions in the
course of tax assessments. Overall, the Indian authorities pursue an active approach with regard to training i
including sending them overseas for conferences. Theskandibgetighly effective dmaveresuied in a steep
learning curve. The OriRtwas set up comprising séevet tax officials, knowrrassferpricingofficers (TP

drawn frormegradeofassistantirectors andintdirectors ahcomeax ransfepricing) ani stationedcross the
country. The contingent of TPOs in each juishedbedipby adirector ahcomdax (TP), under the aegtheof
Director General of International Tax. The TPOs are subject to internal transfers withio thiffeDapdaoadst

in the country. TPOs have-naitging powers, including inspection, survey and inquiry. They are assisted by inspe
and officers attached to theiriiPIn 2007, the Revenue departmentafaeedte shortage of skilled offfoers
carnngout TP audits (each TPO handled about 250 TP cases a yredng d@otowing yetiie TP authorities
significantly expanded the headcou#ft to 70.

In addition, during 2009 (pertainingTB assessment of AY D06 a spedi unitvas created callédek Dispute
Resolution Panel (DRP), consisting of a collegium of three Déveofticefdncorfex (TP), Director of Incoane
(International Taxation) and Commissioner oTdncdtogvever, in ORP first year, in almost all cases the DRP
upheld the adjustmehis ledo more casdseing brought beftine Tax Tribun#tl.had been announced thfit s
harbour rulesouldbe issuedfor norcore services in 2009, bdt itglementation was not mrfee/arddue to

feasibility discussions.

4. TP adjustments in India

The amounts of adjustments as a consequence of TP a$sessimeeh steadily increasing since the introduction of
TP legislation in 2001. Although current figures are ditédojttherebare estimates regarding the proportion of
adjusted cases and total amounts for ZHER’

Assessment Year 20022003 20032004 20042005 ‘
Cases assesse@/ases adjusted 1061239 1501337 1768471
Percentage 23% 22% 27%

Total TRudjustments (in USD mn) 305 572 858

Indian Revenue authorities have targeted transfer pricing aggressigelyréiRddibputes has resulted in existing

transactions being subjected to higher adjustments and new transactions being challenged. All of ahis has re

86 TP Weekndia creates dedicated team of 70 transfer pricing officers, 17 April 2008.
87TP Week, 24% of Indian TP audits lead to adjustmerani20@soru
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potentially large tax outflow for MbljEstments to transfer prices have been disputeqdrg @mxgmore often

than not, both sides happealednatters to thtax courts.Challengehave been that TP is a subjective matter and
economic principles guide pricing, hence the courts, which generally interpret appavationt ofeleesbari
provided consistent answers on TP disputes. This is where the DRP, as a settlement body, is expected to play &
role going forward.

5. The future of TP legislation in India

Thegovernment has expanded the scope of TP to cover comgptiaasshations with countiigsre reluctant to
exchange information and are typica#ly javisdictions. Though various tax treaties with India provide for resolutio
double taxation through MAP, the increasing number of cases has piranpeiihistry to propose the institution

of APAs as parttloéDTC to mitigate and/or reduce litigation and provide certainty to MNCs in their TP arrangemel
Direct Tax Co@éreadycontains general provisions relating to APA, and somamstiadt most likely come into
effect in April 2012.

In February 2011, the Indian Finance Minister acknowledged that the TP legislation was not yet asmncomprehe

developed countries. For that reason, a committee was set up to eyalpaiagpgssdTP legislation in order to

provide information on TP aspectisatrehtment of intangible assets.
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CaseStudy 3 USA

1. Development of local TP legislation

The application of the ar mo Statéseateg babk topl®34,mamdithp U.8. Inferoal
Revenue Service (61 RS0) has issued additional reg
decades, the | RS hasetstearvsedd iams tomesaclwesfteo &P hegllationh Rigeen an
provoked controversy on a global scale given the importance of the U.S. market for MNEs. In general, the TP

framework in the United States is very detailed due to the characteristics of the U.S. corporate tax system.

2. Scope of TP law, TP documentation requirements, and TP audit practices

Transfer pricing is applicable to all controlled taxpayers in the United States. According to the IRS tamntrol is def
or more organizations being owned or contra@igefiatigror operationally, directly or indirectly, by the same interests
Generally the threshold for control in the United States is considerecb@¥pbutiteast be less when the entity is

effectively controlled.

In the United States, theddmu of proof is generally placed on the taxpayer. Therefore, taxpayers should ma
sufficient contemporaneous TP documentation to prove that the transfer price and the selected TP method are
with the ar mdés | e ngnothrequré documentation to BE in @lace mrigr tolfilend thedan eturd, |
filing documentation after the tax return is filed would not provide for penalty protection in case of a.dispute wi
The IRS typically requests taxpayers to prquhorénguTP documentation, and taxpayers have to submit sucl
documentation within 30 days of any such request. TP regulations outline in detail which documents and informs

form part of such documentation.

The IRS routinely reviews thecortgany prices and TP policies of the U.S. tax returns of MNEs, and this review is
limited to cases where avoidance is suspected. Neither the IRS nor the Treasury publishes any statistics on the

cases or the amount of dollars associated ssitled.P i

The IRS approaches transfer pricing tax audits 4ay-@asadeasis, and the number of examiners assigned to a case
generally varies from one to four. There are about 600 international examiners nationwide and about 140 e

These IRS persnel handle the bulk of the TP cases.
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3. The structure of the Internal Revenue Service
The I RS has a separate division dealing with Large
industries and one examination support flinetennclude:

¢ Communications, Technology and Media;

e Financial Services;

¢ Heavy Manufacturing and Transportation;

e Natural Resources and Construction;

e Retailers, Food, Pharmaceuticals and Healthcare;

e Global High Wealth; and

e Field Specialigts.

The IRSonsiders its employees to be one of its most important assets. The recruitment, development, and re
highly skilled and satisfied staff constitute one
personnel with s@tdraining in different areas to help them identify and understand issues in a cobilderand cros:
international environment, including economic analysis. Besides training employees, the IRS also focuses on

practitioners and tax prepdoeincrease the level of compliance.

4. Costs and benefits of TP in the United States

The IRS does not provide a breakdown of the income generated through TP audits. However, the IRS continues
resources toward enforcement. In 2007, thedRELBID12.6(or every dollar spent on enforcement. Additionally,
the number of IRS economists with transfer pricing expertise has increased by 50% over the last two years, whic

signal that moredepth audits can be expected.

A 2007 Report tor@ress states that verification of compliance by taxpayers is facilitated when IRS examinel
access to contemporaneous documentation that descHt
standaré® When documentation is gesebrday taxpayers and analyzed by the IRS, it tends to increase the ovel
efficiency of the examination, because it becomes possible to identify key transfer pricing issues early in the prc
identification of issues allows the IRS to coreanrtratation resources on those controlled transactions that raise tt

most substantial issues.

88|RS, Large Business and International Digigianee, 201http://www.irs.gov/irs/article/0,,id=96387,00.html
89 Department of the Treaslgport to Congress on Earnings Stripping, Transfer Pricing and U.S. Income Waxef#ea@8s 2007,
http:/iwww.treas.gov/officegtiboy/library/ajca2007 .pdf
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One of the largest transfer pricing disputes with the IRS in recent years was the Glaxo SmithKline case. A sett
announced in that case in 2006 wgiitigla payment of USD 3.4 bn. The case covered the period 1985 to 2005
involved the treatment of intangibles related to R&D and Marketing.
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Appendix GBasic questionnaire used for local interviews

10.

11.

12.

13.
14.

15.

16.
17.

How important are MNEs in Ghana/ Kenya/Honduras/Vietnam in terms of contribution to tax reve
GDP?

Can you comment/ describe on their general behaviour in terms of tax compliance?

How adequate a&ch ana 6 s / Kenyads/ Hondurasdé/ Vietnam'
current surge in MNEs through the main sector in their respective countries?

In Honduras and in Ghana, do you think specific TP rules should be adopted®MWhatlcbtitaivuti

adoption make to domestic tax revenue in both the short term and long term?

How much is Ghana/ Kenya/Honduras/ Vietnam investing in TP adoption and development? Which

the investments being channelled towards (staff trainewisationpand subscription to databases)?

For the countries that already have TP legislation, what proposed amendments are the tax au
considering and are these going to be in the form of dedicated TP regulations or amendments to the
legslation? When are these expected to be in force?

What input, if any, will the OECD Guidelines have in development of TP rules in Ghana/ Kenya/ H
Vietham?

What difficulties do the tax authorities in Ghana/Kenya/Honduras/Vietham anticipditeg in implel
extensive TP rules? Is the donor community expected to play a role in this?

Have the tax authorities undertaken any tax audits specifically relating to transfer prices of MNES i
Kenya/ Honduras/ Vietham?

Have the tax authorities conducyestiaties on TP in Ghana/ Kenya/ Honduras/ Vietham which may |
useful to us?

How much do you anticipate it will cost to implement TP rules in Ghana/ Kenya/ Honduras/ Vietnam
the benefits justify this cost?

What mechanisms for dispute resulittiorspect to double taxation do the tax authorities have with oth
countries?

Have the tax authorities invested in training any local officers abroad on recent trends in TP?

Have the tax authorities obtained or solicited private sector supsunt witheetevelopment of TP
rules in Ghana/ Kenya/ Honduras/ Vietnam?

What challenges do the tax authorities anticipate with respect to developing TP rules and
recommendations do you have on mitigating these challenges?

Are the TP rules being dpedlthave any input from case law, statutory law or tax treaties?

What IT and other infrastructure including databases and information exchange have the tax authorit

place to support the TP set up in Ghana/Kenya/Honduras/ Vietham?
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18.

19.

20.

21.

22.

23.
24.

25.
26.

In which of thesreas do the tax authorities wish to have more doriofirsapgatt technical, training,
people or performance assessment?

To what extent will the tax authorities take part in the exchange of inforrgtonntgepoyting

and other irdtives which will enhance the TP base?

Are the tax authorities going to accept APA or TP documentation?

Which industry groups will TP target?

Which TP method do you propose to use: comparable uncontrolled price method, cost plus metho
price metlp transactional net margin method or profit split method?

Will the tax authorities educate the MNEs and the public before the introduction of the TP rules?

Are the tax authorities going to develop their own TP database or will they subsénbadeuSMART,
other database?

Will the tax authorities be conducting benchmarking studies to develop their own database?

Will MNEs be required to provide annual information on the basis on which their transfer price

determined?
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Appendix H: Required donor support in selected countries

1. Donor support recommendations Kenya*

* |ist not intended to be exhaustive

Timing
(estimated)

Possible Donor Support Provider Recipient Format

Resourcesieeded

Accounting practices
(not recommended)

General tax
(not recommended)

OECD / Independent Secondment/Fatte Secondewith vast TP

Transfer pricing transfer pricing consults face training experience/Placement

Economics/Statistics and | OECD / independent

related knowledge economist consultant | KRA TP teanestimated

staff number 15
Audit practices and effective Facetoface training Physical training facilities

management (e.g. data OECD
processing)

Continuous

1. Training

Tax administration
(not recommended)

APA mechanism/ MAP OECD / ATAF KRA TP teanestimatec Facetoface training Continuous Physical training facilities
procedure staff number 15

Language courses
(not recommended)
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IT hardware / infrastructure
support (not requirddRA
has required IT infrastructul
support its TP activities)

Thirdparty database

Development of

Databases for comparables providers such as BVD ATAF / KRA/ Tax paye database 1 year o be determinedaie
Macroeconomic analysis Thirebar_ty specialist Ministry of Finance / K Research report 3 months
economists
EC financing of ATAF T . .
2 Materials Manuals and technical train taskforce on putting Support to be providec Online or fageface 6 months Eﬁggiﬂ;}ﬁﬁ%;ﬁpﬁ]ﬁg
materials together training materic ATAF TP taskforce interaction advanced countries etc
andmanuals '
Independent TP consult
with legislative drafting N .
Draft legislation backgrounar tax Ministry of Finance / K Draft legislation 3 months 'é’j;((alﬁg|slat|on drafting
legislation drafting expe
from the UK
Databases for tax Provision of required
administrations (e.g. online: Thirdparty IT consultant: ATAF / KRA : 1 month Internet accessibility
forum) infrastructure
Knowledge databases for T
administration and tax paye
(available in other support
areas)
3. Other Puplic gccessibility _tol .
materials Ieg_lsla_tlon and admlr_ustratn
guidelines (Not requirE&RA
has ecomprehensive websit
where materials and
documents are constantly
posted)
4. Other S
support Secondments See TP training in "1" above
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2. Donor support recommendations Ghana*

* |ist not intended to be exhaustive

Possible Donor Support

1. Training

Accounting practices

Provider

Institute of Chartered Accountar:
Ghana; University of Ghana
Business School

General tax

Institute of Chartered Accountan
Ghana; Chartered Institute of
Taxation, Ghana; University of
Ghana Business School

Recipient

Officials and members of the
Ghana Revenue Authority,

Format

Facetoface training an
introduction to
international accountin
standards, online acce
to training materials

(estimated)

taxpayers

Transfer pricing

Chartered Institutel akation,
Ghana; Institute of Chartered
Accountants, Ghana

Officials and members of the
Ghana Revenue Authority, MN

Income Tax

Chartered Institute of Taxation,
Ghana

Officials and members of the
Ghana Revenue Authority,
taxpayers

Economics/Statistics and
related knowledge

University of Ghana Business
School, Department of Econom
Department of Statistidaiversity
of Ghana

Ministry of Finance and Econo
Planning, officials of the Ghanz
Revenue Authority

Audipractices and effectiv
management (e.g. data
processing)

Chartered Institute of Taxation,
Ghana; Institute of Chartered
Accountants, Ghana

Officials and members of the
Ghana Revenue Authority,
taxpayers

Facetoface training,
online access to trainir
materials

Tax administration (audit
procedure, intersgucture
of tax administration chec
balances)

Ghana Revenue Authority and g
Tax administration

Officials of the Ghana Revenu
Authority, Ministry of Finance
Economic Planning

Facetoface training

APA mechanism/ MAP
procedure

Externatonsultants

Officials of the Ghana Revenue
Authority, taxpayers

Introduction the APA a
MAP procedure and

training

pwe

Resources
needed

Timing

Training
facilities,
materials an
financial
resources

Continuous
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IT hardware / infrastructur.
support

External consultants

Tax authorities

Materials (e.g. comput
software) and technica
assistance

Donor suppo

Third party database providers s . and financia
- Development of Continuous resources
Databases for comparable as BVD and development of reg - datab d traini
databases OffICIa|.S of the Ghana Revenu¢ databases and training
— - Authority
Macroeonomic analysis Mlnlstry of Finance and Econom Development of N
2. Materials Planning databases and training
Textbooks for training
Manuals and technical Kenyan Revenue Authority; Sou Off|C|aI_s of thg Ghana .R&venuﬂ purposes (_|n_clud|ng fo Financial
- X . . Authority, Ministry of Finance g transfer pricing and
training materials African Revenue Service d : ! resources
Economic Planning general income tax 3-6 months
training)
Draft legislation International Monetary Fund mglrﬁirggm Finance and Econo Facetoface training
Knowledge databases fori Kenyan Revenue Authority; Sou Financial
administration and tax pay African Revenue Service . 3-6 months resources
3. Other : o Officials and members of the  Development of / acce
materials Public accessibility to Ghana Revenue Authority to online platform _ Donor suppo
legislation and administrat n/a Continuous | and financial
guidelines resources
4. Other Kenyan Revenue Authority; Sou Officialef the Ghana Revenue Dono_r suppo
Secondments . . : 3 months | and financial
support African Revenue Service Authority [eSOUICES
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