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BUILDING UP

TO BEPS




BACKGROUND INFORMATION 0

= Globalisation benefited domestic economies and impacted corporate income
tax regimes across countries

= As the economy became more globally integrated, it opened up opportunities
for MNEs to greatly minimise their tax burden

= For companies tax is a cost - feel legitimate right to reduce it especially in
challenging economic conditions post global financial crises

= (Cash-strapped governments under significant pressures to reduce deficits
= Simultaneously countries are competing for profitable investments

= Taxation systems have not kept pace with changes in the business model
= Digital economy and increasing globalisation of business

Tax Evasion versus Tax Planning and Avoidance - A Big Moral Debate
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GLOBAL TRENDS 0

,\ Starbucks not a bean in taxes, thanks to transfer pricing
Starbucks UK sales in 2011 were worth £ 398 million, but paid nil taxes by charging UK

operations high prices for ‘use of logo’

amazoncom Amazon
With sales of £ 3.35 billion reports tax paid of € 1.8 million (0.005%) in UK

g Apple uses subsidiaries to dodge billions in taxes

' US Senate Panel alleged that Apple is using ‘so-called’ cost-sharing agreement to
transfer valuable intellectual property assets offshore and shift resulting profits to tax
haven jurisdictions

D&G Dolce and Gabbana stylists face £ 320 million tax fraud case

DOKE GABBANA

Accused of evading more than £ 400 million in tax when they sold their D&G and D&G
brand to a holding company Gado, which they set up in Luxembourg in 2004

Google  Google
UK unit paid £ 6 million to treasury in 2011 on UK turnover of £ 395 million (1.5%)
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CONSEQUENCES FOLLOW O

‘Paltry’> MP Hodge (z(ta'(ﬁ-.kml Google Mail report, June 1 Mail report, June 13
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WORLDWIDE PROTESTS € SKP

dmMazon

cheaper shopping at the
expense of our public services
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BASE EROSION AND PROFIT SHIFTING O

Base Erosion and Profit Shifting (BEPS)

= Tax planning, which exploits gaps in tax
rules, making profits shift to locations
with little or no activity and having low

BEPS arises because under
existing rules MNEs are
often able to artificially

taxes : :
_ . separate allocation of their
= Three popular mechanisms for profit taxable profits from the
shifting are jurisdiction in which these
= Hybrid Mismatch profits arise...

= Special Purpose Entity/Vehicle
= Transfer Pricing

= Not always illegal, but taking advantage
of current archaic tax rules that is
disassociated with today's environment

- OECD
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OECD BEPS PROJECT O

= Group of G20* countries realised the need
of preventing BEPS and approached OECD
to address the issue related to BEPS

= QOECD published a report on BEPS in
February 2013

= InJuly 2013, OECD released an Action Plan
on BEPS which was presented to the
meeting of G20 Finance Ministers in Moscow

= Action Plan covers 15 specific which are
broadly to be achieved over a 2 year period
i.e. by end of 2015

* Worlds largest advanced and emerging economies which include Argentina, Australia, Brazil,
Canada, China, France, Germany, India, Indonesia, Italy, Japan, South Korea, Mexico, Russia,
Saudi Arabia, South Africa, Turkey, United Kingdom, United States of America and European

Union
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BEPS ACTION PLAN € SKP

Changes to the international taxation landscape

= Action 1: Address the tax
challenges of the digital

» Action 15: Development of a
multilateral instrument for amending
bilateral treaties

economy

= Action 11: Establish
methodologies to collect and

= Action 2: Neutralise the
effects of hybrid mismatch
arrangements

= Action 3: Strengthen CFC
rules

= Action 4: Limit base erosion
via interest deductions and
other financial payments

= Action 5: Counter harmful
tax practices more
effectively, taking into
account transparency and
substance

ACTION PLAN analyse data on BEPS and
ON BASE actions addressing it

EROSION AND = Action 12: Require taxpayers

¢ PROFIT to disclose their aggressive

SHIFTING tax planning arrangements

(BEPS) » Action 13: Re-examine

transfer pricing
documentation

= Action 14: Making dispute
resolutions more effective

= Action 6: Prevent treaty abuse

= Action 7: Prevent the artificial avoidance of permanent establishment status
= Action 8: Consider transfer pricing for intangibles

= Action 9: Consider transfer pricing for risks and capital

= Action 10: Consider transfer pricing for other high-risk transactions
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BEPS PROJECT TIMELINE

OECD BEPS Action Plan - An ambitious timeline

& SKP

June 2012 July 2013 December 2015
Project Release of Action Plan Completion of
announced/started with 15 separate reminder Action
actions/work streams Plan
Jul 2012 Feb 2013 Jul 2013 Sep/Oct/Nov 2014 Sep 2015 Dec 2015 2016 onwards

February 2013
Release of document
addressing Base
Erosion and Profit
Sharing (BEPS)

September 2014

Release of
recommendations
pertaining to 7 out of 15
Action Points and Oct/Nov
additional 2 Action Points

2016 and onwards
Monitoring
additional/on-going
compliance
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OECD BEPS ACTION PLANS

Addressing tax challenges of a digital
economy

Neutralising effects of “Hybrid Mismatch
Arrangements”

Strengthening Controlled Foreign
Company (CFC) Rules

Limit base erosion via interest
deductions and other financial payments

Countering harmful tax practices more
effectively, taking into account
transparency and substance

Preventing granting of treaty benefits in
inappropriate circumstances

Preventing the artificial avoidance of PE
status

Report identifying issues raised by digital
economy and possible actions to address them

Changes to model tax convention and
recommendations regarding the design of
domestic rules

Recommendations regarding the design of
domestic rules

Recommendations regarding the design of
domestic rules and changes to transfer pricing
guidelines

Finalise review of member country regimes,
strategy to expand participation to non-OECD
members and revision of existing criteria

Changes to model tax convention,
recommendations regarding the design of
domestic rules

Changes to model tax convention

& SKP

September 2014

September 2014

April 2015

December 2014

September 2014

May 2015
(Revised Draft Released)

May 2015
(Revised Draft Released)
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OECD BEPS ACTION PLANS

& SKP

| Action | Particulars Expected Output

10

11

12

13

14

15

Assuring transfer pricing outcomes are
in-line with value creation - intangibles

Assuring transfer pricing outcomes are
in-line with value creation - risks and
capital

Assuring transfer pricing outcomes are
in-line with value creation - other high
risk transactions

Establishing methodologies to collect and
analyse data on BEPS and actions to
address them

Recommending mandatory disclosure
rules

Re-examining and providing guidance on
transfer pricing Documentation and
Country-by-Country Reporting

Making dispute resolution mechanisms
more effective

Developing a multilateral instrument and
modifying bilateral tax treaties

—,

Changes in transfer pricing guidelines and
possibly to model tax convention

Changes in transfer pricing guidelines and
possibly to model tax convention

Changes in transfer pricing guidelines and
possibly to model tax convention

Recommendations regarding data to be
collected and methodologies to analyse them

Recommendations regarding the design of
domestic rules

Changes in transfer pricing guidelines and
recommendations regarding the design of
domestic rules

Changes to model tax convention

Report identifying relevant public international
law and tax issues and develop a multilateral
instrument

December 2014
April 2015
June 2015

December 2014

November 2014
December 2014
February 2015

April 2015

March 2015

September 2014
June 2015

December 2014

September 2014

© 2015 SKP Business Consulting LLP. All rights reserved.



& SKP

TRANSFER PRICING

ACTION PLANS




TRANSFER PRICING ACTION PLANS

& SKP

Transfer pricing landscape continues to evolve, heralding enormous future changes

Action Particulars Current Status
Sep 2014  Revision of transfer pricing guidelines with respect to intangibles
Assuring transfer pricing | pec 2014 Revision of transfer pricing guidelines (includes intangibles, risks,
g outcomes are in-line re-characterisation and special measures)
with value creation - Transfer pricing guidelines with respect to Cost Contribution
i i Apr 2015
intangibles P Agreements
Jun 2015 | Transfer pricing guidelines relating to hard to value intangibles
Assuring transfer pricing
outcomes are in-line Revision of transfer pricing guidelines (includes intangibles, risks,
9 . , Dec 2014 o :
with value creation - re-characterisation and special measures)
risks and capital
Nov 2014 Transfer pricing guidelines relating to low value-adding intra-
Assuring that transfer group services
pricing outcomes are in- Revision of transfer pricing guidelines (which includes intangibles,
10 line with value creation - risks, re-characterisation and special measures)
other high risk Dec 2014 - : :
transactions Transfer pricing aspects of cross-border commodity transactions
Use of profit splits in the context of global value chains
Guidance on transfer Sept 2014  Guidance on three tier transfer pricing documentation
13 pricing documentation
and Country-by-Country ~ jyn 2015  Release of implementation package for CbC Reporting
reporting

B
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ACTION PLAN 8: INTANGIBLES O

Key features of Action Plan and major changes

= Broader definition of intangible property (6 specific categories)
= Allocation of returns should be in line with value creation

= Ownership of intangibles and entitlement to returns

= Special focus on marketing intangibles and R&D arrangements

= Inclusion of “Valuation Techniques” as part of the five OECD transfer pricing
methods

= Detailed guidance on local market features (Location Savings), assembled
workforce and MNE group synergies

= Transfers of hard to value intangibles

= Distinguish between anticipated and actual remuneration and guidance on
treatment of profits or losses relating to unanticipated events (ex-post returns) and
sharing of same between MNE group members

= Situations may demand use of transactional profit split method
» Guidance on Cost Contribution Arrangement (CCAs)
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ACTION PLAN 9: RISKS AND CAPITAL O

Key features of Action Plan

= Assuring transfer pricing outcomes are in line with value creation in areas of risk and
capital
= Crucial to delineate inter-company transactions - commercial and financial relations

= Enhanced focus on the risk allocation aspects - expressed as well as implicit risks
should be identified and considered for determining arm’s length nature

= Inappropriate returns should not accrue to an entity solely because it has contractually
assumed risks or has provided capital

= Non-recognition of related party transaction - when the transaction does not have the
fundamental economic attributes of arrangements between unrelated parties

= Sets out options for potential special measures to reduce the possibilities for BEPS that
are either within or beyond arms length principle
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ACTION PLAN 10: HIGH RISK TRANSACTIONS 0

Intra-group low-value adding services - a simplified approach

= Defining intra-group low value adding services
= Are of supportive nature
= Are not a part of the core business of the MNE group

= Do not require the use of unique and valuable intangibles and do not lead to the creation of
unique and valuable intangibles

Do not involve the assumption or control of substantial or significant risk and do not give rise
to the creation of significant risk

= Determination of Arm’s Length Price (ALP)

Determination of cost pools and allocate costs to those group companies which benefit from
those services

= Suggested profit markup of 2-5%
Relevant documentation to be maintained

Measures proposed would help reduce the scope for erosion of tax
base through management fees and Head Office expenses
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ACTION PLAN 10: HIGH RISK TRANSACTIONS O

Cross-border commodity transaction

= Reliable quoted price (commodity exchange, industry reports, etc.) can be used as ‘CUP’
for commodity prices

= Important to consider the economic context, industry dynamics and business model

Use of profit splits in the context of global value chains

Increased integrated business models - use of intangibles, digital platforms
One sided methods are proving insufficient to reflect arm’s length result
Lack of suitable comparable

The above would necessitate increased use of profit split method
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ACTION PLAN 13: DOCUMENTATION 0

= Enhancing transparency for tax administrations by providing them with adequate
information to conduct transfer pricing risk assessments and examination
= Three-tiered approach to transfer pricing documentation which consists of
= Master file containing standardised information relevant for all MNE group members
= Local file referring specifically to material transactions of the local taxpayer
= Country-by-country (CbC) report containing certain economic information within the MNE
group
= Contents of CbC Report

= Aggregate information in relation to revenue, profit/loss, income taxes, stated capital,
accumulated earnings, number of employees and tangible assets for each jurisdiction in which
the MNE group operates

» Identification of each constituent entity including jurisdiction of tax residence, nature of
business activity of each constituent activity, etc.

= MNE group with annual consolidated group revenue of less than € 750 million (or
equivalent amount in local currency) may be excluded from CbC reporting requirement

= CbCreport to be filed by Ultimate Parent Entity or a Surrogate Parent Entity

= Government to government mechanism to exchange CbC Reports (Automatic Exchange
of CbC Reports)

= Proposed date for reporting is fiscal year beginning on or after 1 January 2016
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OTHER ACTION PLANS O

Action Plan 1: Address tax challenges of the digital economy

= Many BEPS structures adopted in the digital economy involves the transfer of intangibles
or rights to intangibles to tax-advantaged locations

= Any restrictions on deductions for excessive interest whether in respect of related party
or third party debt and inbound or outbound investment scenarios, would apply equally
to the funding of innovative digital businesses

= The work on transfer pricing, and particularly intangibles, through action point 8, 9 and
10, will be key to assisting in relation to valuable intangibles within innovative digital
businesses

Action Plan 4: Limit base erosion via interest and other financial payments

= Arrangements where an entity has an excessive level of interest expense which does not
reflect its actual economic activity
= Options for approaches to tackle BEPS in addition to CFC rules

= Group-wide interest allocation or ratio approach (group-wide tests) linking interest
deductibility to the position of group

» Fixed ratio test - interest deduction up to a specified proportion of entity’s earnings, assets or
equity
= CbC reporting will require disclosure of financial indicators across the MNE group at a
consolidat tity level
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BEPS PROJECT IMPACT: SKP INSIGHTS O

Clear signs of global impact

Following countries have already proposed to revise/rewrite their transfer pricing
regulatory rules in alignment with BEPS project recommendations

= Australia, Germany, France, Singapore, United Kingdom and Mexico

= Major developing countries which are non-OECD members - such as India, China, South
Africa, Brazil are actively supporting the BEPS Project and expressed their intention to
adopt the outcomes

= Demands for Mutual Agreement Procedures (MAPs) have increased
= General rise in demand for Advanced Pricing Agreements (APAs)

Key challenges to watch out for
= Different countries adopting BEPS Project recommendations in piece meal

= United States of America does not appear to follow the BEPS Project outcomes in totality
= Resultant risk of double taxation
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BEPS PROJECT IMPACT: SKP INSIGHTS 0

Emergence of new concepts in the international tax world

= Tax inspectors without borders
= Automatic exchange of information
= Gradual movement from bilateral to multilateral instruments

Key takeaways for your business

= No longer be possible to look at value creation, transfer pricing and tax planning
strategies in isolation - all should work in harmony

= Crucial to ensure that transfer pricing and relevant supporting documentation are kept
up to date in the robust manner

= Thorough internal process within the organisation, with clear responsibility and
accountability between departments to ensure a proper audit trail

= Increased scrutiny by the tax authorities because of the big picture economic information
at their disposal

= Better to avoid fire fighting - proactive study of your existing business models and
transfer pricing positions will be advantageous
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BEPS PROJECT IMPACT: SKP INSIGHTS O

Gearing up your business for BEPS

= Perform a global BEPS check and ask various questions:

Is the nature of group business clearly defined?

How much of international and domestic transfer pricing is involved in your business?

Do you have transfer pricing documentation that demonstrates your positions?

What is the company'’s global supply chain policy?

Does that policy have substance for each function performed and risk assumed in each local
taxing jurisdiction?

Is transfer pricing documentation in-line with economic reality of current supply chain in each
jurisdiction and the supply chain as a whole?

Do you have robust systems to align group-level as well as country-specific economic details
and generate convincing audit trail documents?

Do the existing business models need to be altered in view of the BEPS?

= Devise a strategic plan to be consistent in the responses so that if exchange of
information is invoked between governments, the responses to one jurisdiction are not
contradicted or incriminating in another jurisdiction
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AT A GLANCE: BEPS PROJECT

N

 Tax avoidance strategies
through business structures

* Disconnect between legal
structure and economic
substance

* Inadequate transfer pricing
documentation at present

OECD FOCUS AND

SIGNIFICANCE

CONSEQUENCE

* Increase in level of
documentation

* Bringing more clarity with
regards to value creating
economic activities

* Need of strengthening
internal processes

* Crucial to maintain adequate
data at an individual entity
level and at a group level

* Internal exchange of
information between tax
authorities of different

- countries

& SKP

-

* Long term litigations with
revenue departments

* Cross-border tax
assessments

* Heavy penalties for non
compliances and
inadequate documentation

N
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CONTACT US

Mumbai

19 Adi Marzban Path
Ballard Estate

Fort

Mumbai 400 001
India

t: +91 22 6730 9000

Chennai

3 Crown Court

128 Cathedral Road
Chennai 600 086
India

t: +91 44 4208 0337

www.skpgroup.com

skpgrp.info@skpgroup.com

Pune

VEN Business Centre
Baner-Pashan Link Road
Pashan

Pune 411 021

India

t: +91 20 6720 3800

Bengaluru

312/313 Barton Centre
Mahatma Gandhi Road
Bengaluru 560 001
India

t: +91 80 4140 0131

Hyderabad

6-3-249/3/1 SSK Building
Ranga Raju Lane

Road 1, Banjara Hills
Hyderabad 500 034
India

t: +91 40 2338 6912

Toronto

269 The East Mall
Toronto ON

M9B 371

Canada

t: +1 647 707 5066

& SKP

New Delhi

B-376

Nirman Vihar

New Delhi 110 092
India

t: + 9111 2242 8454
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https://www.linkedin.com/company/skp-group
https://www.linkedin.com/company/skp-group
https://www.facebook.com/SKPGroupIndia
https://www.facebook.com/SKPGroupIndia
https://twitter.com/SKPGroup
https://twitter.com/SKPGroup
https://plus.google.com/109681147780430115679/posts
https://plus.google.com/109681147780430115679/posts

DISCLAIMER

The contents herein are solely meant for communicating information and not
as professional advice. It may contain confidential or legally privileged
information. The addressee is hereby notified that any disclosure, copy, or
distribution of this material or the contents there of may be unlawful and is
strictly prohibited. Also the contents can not be considered as any
opinion/advice and should not be used basis for any decision. Before taking
any decision/advice please consult a qualified professional adviser. While due
care has been taken to ensure the accuracy of the information contained
herein, no warranty, express or implied, is being made by us as regards the
accuracy and adequacy of the information contained herein. SKP Business
Consulting LLP shall not be responsible for any loss whatsoever sustained by
any person who relies on this material.
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