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Summary

The Financing for Development Office (FIDO) of UNeEBA organized a one-day expert
group meeting on 28 May 2013 with a view to inmgtiinto the new agenda item pn
extractive industries taxation of the CommitteeEsferts on International Cooperation|in
Tax Matters.

Discussions focused on issues that developing desntface when designing and
administering an extractive industries fiscal regimith a view to ensuring that the UN tax
cooperation work can further support developing ntees in this important area of
development. During the meeting, discussants fr@tional tax authorities, international
organizations, the non-governmental and the privag¢etor considered questions |of
international tax cooperation in the extractive usities sector, including institutiongal
arrangements to promote such cooperation.
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The Financing for Development Office (FFfDO) of UNEBA organized a one-day expert
group meeting on 28 May 2013 with a view to inmgtiinto the new agenda item on
extractive industries taxation of the Committed&rperts on International Cooperation in Tax
Matters (the Committee).

Discussions focused on issues that developing desntface when designing and
administering an extractive industries fiscal regimith a view to ensuring that the UN tax
cooperation work can further support developing ntnes in this important area of
development. During the meeting, discussants frational tax authorities, international
organizations, the non-governmental and the privagetor considered questions of
international tax cooperation in the extractive usiies sector, including institutional
arrangements to promote such cooperation. A tétab garticipants attended the meeting.

After an opening speech and a keynote address,lliptmeresented and subsequently
discussed three broad topics, with participatiaamfrthe floor. The first panel was on the
impact of natural resource riches on national amernational tax policy and administration
followed by a panel on transfer prices in the eottve industries. Lastly, a discussion on
lessons learned in building capability in resouecepolicy and administration took place.

I. Opening

Alexander Trepelkov, Director, Financing for Development Office, UN-BE, welcomed
the participants to the Expert Group Meeting arkhawledged the interest and participation
shown by all stakeholders.

He then highlighted that discussions about extwacindustries often focus on the macro-
economic effects of resource extraction or the gouece side of such issues but rarely on
taxation effects. However, one very important aspéaatural resource extraction — both for
the government and its citizens as well as forpitieate sector — is the taxation thereof. The
extractive industries are important sectors ineast 60 developing countries and emerging
economies. For many developing and middle-incomenties, revenues from the extractive
industries already present an important sourcaadme or will do so in the near future. Mr.
Trepelkov added that new discoveries of naturabueses in many developing and middle-
income countries in the last years lend new urgeéndkis topic.

On the other hand, he noted that the revenue paltalgo bears some risks. While taxation of
the extractive industries may raise governmentrimgoexcessive reliance on this revenue
narrows a country’s tax base. Relying on incomenfthe extractive industries additionally
makes it difficult to plan budgets confidently doethe volatility of commodity prices.

Mr. Trepelkov recognized that, for the private secinvestments in the extractive sector are
not only capital-intensive but additionally riskydaoriented towards the long term due to
high initial costs. Those companies engaged irettieactive industries are thus looking for
political stability, sound governance and, lastimitleast, stable fiscal regimes.

As the supply of oil, gas and minerals will nottlaslefinitely, Mr. Trepelkov concluded that
it is important that countries are supported irirte&orts to benefit from the exploitation of



E/c.18/2013/cRrRP.19

their resources. Clearly, an efficient and welldtioning fiscal regime for the extractive
industries can contribute to sustainable domessource mobilization thereby enhancing a
country’s fiscal space to pursue development.

[I.  Keynote Address

In her keynote speedBermania Montas Yapur, a partner of Consultores Para el Desarrollo
(Consultants for Development), former Deputy Dicgcand Interim Director, International
Revenue Tax Service, Dominican Republic and alsab&l|Foundation for Democracy and
Development (GFDD/FUNGLODE) Collaborator, remarledt natural resources are limited
in volume and therefore will not last forever. Tées, therefore, a need to utilize the revenue
from exploitation of such resources very respogsinid to plan for the future. Such revenue,
she said, could be put to use for social spendtather investments and to unburden less
productive sectors.

For this to happen, she continued, governments ttepdt in place necessary conditions for a
win-win situation for both them and investors. Secmditions include: a legal system that is
fair, transparent, and efficiently managed, a taxategime that is easy to understand and to
monitor as it expands to all potential taxpayeabplr regulation and employment agreements
that do not lead to regular interruption of workt mstead foster the availability of skilled
workers, political stability, and security for altizens.

In relation to individual concession contracts, Mapur suggested that, beyond the need for
a tax on gross income, profits or extraordinaryngait is essential to clearly define those
elements that impact on the settlement of thesi as:

i.  The form of compensation for losses generatdte first exercise.

ii. The method for determining depreciation ofedssacquired by private investment
but also those that the State has given.

iii. The methods and practices recommended focéheulation or use of comparable
cases for transactions between entities, etc.

iv. The scope and powers for audits, in this cake¢he tax administration, the
possibilities for running a risk analysis as a pdel to an audit.

v. The definition of obligations to report infortir@n to the tax administration.

vi. The treatment of future sales, for their imjpawc the calculation of a return on the
investment and the need to analyze the relationsitipthe buyer.

vii. The rules for sub-capitalization or capitalion to avoid excessive debt charges
that penalize earnings.

Ms. Yapur continued that all of these provisionspoocedures that impact the assessment of
taxes under the contract become decisive when ifiagtthe tax payable. She added that
two other very important aspects are those conegrmiorms for transfer prices and
regulations regarding the use of the InternatioAatounting Standards and sufficient
financial reporting. She considered it especiatiportant that the contracts drawn up provide
the tax authorities broad powers of supervisionniplement policies to address transfer
pricing issues. Or better yet, that the contracts saibject to such provisions applicable to
taxpayers generally under explicit Tax Code prowisi
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Some helpful elements in guiding contractors contdude the IMF Code of Good Practices
on Fiscal Transparency and thgtractive Industries Transparency Initiative (Bl'Btandard
promoting transparency. Ms. Yapur described twolHifinciples as particularly notable
because they provide support to claims from ciSzdn their governments and tax
administrations, contract negotiators and miningpganies:

1. “We affirm that it is within the domain of soetgn governments to proceed with
the administration of wealth from natural resourt@sthe benefit of the citizens of
their countries, so as to promote the interestshefr national development.” She
noted that this principle recognizes that ther@ é@mmitment to obtain and utilize the
resources that come from the mining industry.

2. “We believe we need a broadly consistent anckalde approach to the disclosure
of payments and revenues, which is easy to intedund to implement.” Ms. Yapur
found that this type of approach is based on armadfeof information — usually
electronic — with the aim to effectively exerciseschl powers used by tax
administrations.

She considered that, although voluntary, theseciples can make a difference in the
treasury-taxpayer relationship in this type of\dtti

Reflecting on the case of the Dominican Republis, Mapur concluded on the necessity for
transparency in the mining sector, the need to bageconcessions on tax regulations and
procedures, and the need for clear and enforceabtshanisms. She noted issues such as
contracts that lacked sufficient tax control praoed to allow effective tax management, and
regimes varying between contracts, which generatklitional tax complexity for stretched
tax administrations.

Having a regulatory framework should be a prioréy,it should ensure the fulfillment of the
vision and objectives of the state and citizenschyhin her view, are achieved through a tax
system that facilitates control, creates transgarand strengthens institutions.

lll.  Panel Discussion: The Impact of Natural Resource Rhes on National and
International Tax Policy and Administration

The discussion on “The Impact of Natural Resourid&s on National and International Tax
Policy and Administration” was moderated Bymando Lara Yaffar, Chairperson of the
Committee and Director-General for Internationafadts, Ministry of Finance and Public
Credit, Mexico.

Mr. Lara introduced the topic by noting the breadltid the depth of the topic. He remarked
that the panel may not cover all aspects of the topt expressed the hope that at least some
of the concerns expressed by countries in the @&itea industries could be discussed,
particularly issues related to tax policy and tanaistration for a more efficient revenue
mobilization. He noted that in the UN Model Doufllaxation Convention issues relating to
resource exploitation are dealt with, although samiyy mainly in two Articles, Article 5 on
permanent establishment and Article 6 income froomovable property such as mines. Mr.
Lara also remarked that some countries have desxelgpecific policies to deal with the



E/c.18/2013/cRrRP.19

sector and that a meeting of experts like thisadqubvide some insight on what has worked
and what may need to be adjusted. He then passdhbtin to the panel.

Eric Mensah, Chief Inspector of Taxes, Revenue Authority, Ghayave a brief history of
the Ghanaian mining industry, its contribution e thational economy through tax revenue
and employment, the legal issues related to itati@x and its shortcomings, as well as the
expectations of the local communities in miningaate

Since the beginning of the economic recovery progna in 1986, he said, the mining
industry had been one of the major pillars of fr@gramme. Major assets in the hands of the
government were privatized and a new Petroleumwas enacted in 1988. The Mining Act
of 1986 was subsequently replaced by a new Miniogii2006.

The new policy and legislation contained among otheasures, generous tax incentives, tax
holidays, accelerated depreciation, lower corpotate and carry-forward losses. It was
recognized that the new environment yielded sonoewaging results. After attracting over
$7 billion in the mining sector since 2002, the gsbwth in the sector has averaged 4 per cent
per year and government revenue increase as thstigccurrently represents 37 per cent of
company tax collected in 2012. Royalties paid teegpment have increased tenfold between
2003 and 2011.

In spite of this positive impact, Mr. Mensah idéietli a number of shortcomings that the
government would need to address if it were to fakeadvantage of its resource endowment.
He noted that the world price increase in extractisources is not reflected in government
revenue and that there has been a lack of tramgpaend over-generous tax incentives in
negotiating contract with extractive companies. T8®ie of environmental degradation, the
negative impact of tax competition with other A#fimt countries to woe foreign direct
investment (FDI) and lower than optimum social aaconomic investment in local
communities were noted as well.

Kryticous Nshindano, Actionaid Zambia, remarked on the extreme povartyhich many
local communities live despite billions of dollans natural resource exports from their
countries. As an example, he pointed out that Zaislgiopper exports were valued at US$ 10
billion while generating only 2.4 per cent of tlshount in government revenue. At the same
time, he continued, the poverty level was estimategé4 per cent of the population.

Mr. Nshindano lamented the often unjustified teceintives given to multinational enterprises
(MNEs) and the promise of financial secrecy governta have resorted to in order to attract
FDI. He also expressed the view that some intesnatifinancial institutions had at one time
pushed for excessive tax incentives for the mimmggistry, although he noted that many have
changed their stance on the issue of tax incensive® those times.

Mr. Nshindano also pointed out some domestic caimgs that hinder effective tax collection
in the mining industry. In most developing courdri¢ghere are few resources devoted to tax
auditing, with limited staff which can result inrlited capacity to prevent or redress cases of
profit-shifting. In many cases, he said, MNEs dexl@sses in order to avoid paying tax on
what are in reality profits. Furthermore, casesV#T evasion and export mis-pricing to
evade royalties are common in Southern African ttes
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In the face of such external influences and domexsinstraints, Mr. Nshindano considered
that civil society can play a critical role in raig awareness to promote domestic revenue
mobilization. He also suggested a reform of taxgyoand tax administration, with targeted
research, public advocacy at both domestic andrnatnal levels, and international
cooperation among tax authorities. Finally, heezhlbn governments to be more receptive to
civil society advocacy.

In his presentatioiCharles Ziemba, Assistant General Tax Couns€hevron Corporation,
started with an overview on the importance of afédrie energy in the development process
and the projection of energy demand in the nexte80's. He pointed out that oil exploitation
can benefit resource-rich countries in turn leadmgnhore affordable energy, wealth creation,
and better living condition for their populationgor this to happen, he continued,
governments and MNEs active in natural resourcelogagion have to forge a better
partnership that benefits both sides.

Mr. Ziemba also remarked that beyond profit frontr&stion, the oil industry can positively
influence local living conditions and the business/ironment through promotion of fair
competition, transparency, and the rule of law alf as more cooperative approaches. Some
social investments in partnership with foundatiand international organizations in the areas
of health, education, and other sectors also dart&i to improving living standards in
developing countries.

In comparing governments’ expectations with thoseestors, Mr. Ziemba insisted that “it
is not all about tax rates”. Investors also wargirthnvestment to be safe, a long-term
involvement, avoidance of double taxation, and miming political and fiscal risks in
general. While designing a tax regime, he recomménthat countries should obtain a fair
share of the benefits from resources exploitatiointbat they should also ensure they do not
distort investment decisions by over-taxing sometas and over-subsidizing others. Any
good tax regime should be “clear, enforceable,rmrddiscriminatory”.

He concluded by addressing some key factors thvatstors tend to consider when deciding
on an investment. These include stability, transpey and impartiality in the resolution of
issues, efficient tax administrations, a compeditiax regime, and the existence of relevant
tax treaties. On the role of fiscal incentives, Miemba advised on being very selective and
targeting a few key sectors while being transpaaaat non-discretionary. He also recognized
that the costs and benefits of tax incentives atesasy to evaluate.

Sheila Killian, Kemmy Business School, University of Limerick, &etl, spoke of the
difficulties in taxing the extractive industries developing countries and addressed the issue
of how to achieve this. The difficulties result fiothe fact that there are few firms in the
sector and most of them are foreign MNEs. The seidoalso prone to corruption,
inadequacies in infrastructure, lack of transpayemtd limited technical expertise of many
local officials. In many cases the industry is thxierough royalties, windfall taxes on profits
and withholding taxes. The role of tax policiestashelp raise revenue, affect behaviour,
distribute risk, and address issues such as eseyity, Ms. Killian said. She also remarked
that given the importance of the sector in manyetlping countries, taxation policy will
significantly affect tax compliance and may credépendency if policy makers do not factor
in issues of accountability and mid-term or longxtehorizons in relation to limited natural
resources.
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Resource-endowed countries tend to compete foigiordirect investment for their positive

spill-over effects and the know-how they are suppda® generate. Ms. Killian cautioned that
while seeking such advantages, countries shoulcedior fairer tax treaties, transparency in
dealings and contracts providing a stronger posiiod better returns from exploitation.

Matthias Witt, Programme Head Good Financial Governance Africam@e International
Cooperation (GlZ), South Africa, presented his agéncontribution to extractive resource
governance and the long-term support provided t@gonents and the extractive industries
in developing countries in Africa and Latin Americeparticular.

Mr. Witt argued that each country presents a sjpecédise when it comes to setting up tax
policy for the extractive industries. These arg@sdn which the interests of different parties
such as the governments, companies, and local caities) tend to be divided and to diverge
over the long term. It is therefore important tlzetty solution includes all actors and is
country-specific.

Tax policies and investment promotion policies preschallenges to many governments in
developing countries as they often involve sevayallernment agencies that do not
necessarily act in concert. In addition, governmsetdpacities to regulate and enforce the law
are, in most cases, limited and as the extractiglastry requires very large investments with
potentially very large returns over a long periddime, the temptation for corruption is also

high.

Some of the tools for government to take advantddbe natural resources of their countries
include royalties, corporate income taxes, producsharing agreements, tariffs and licensing
fees. Mr. Witt recommended a number of solutiorsuiding: (i) international cooperation in
developing standards and reforming tax incentii@siomestic coordination at country level
for regulatory reforms and supervisory functioni) the need for the private sector to
develop environmentally friendly techniques in cemawith local communities to mitigate
adverse consequences; and (iv) civil society inmolgnt in enhancing negotiation and
representation capacity.

In the end, Mr. Witt outlined the German governngeerkperience in supporting 19 national
EITI initiatives at the national and regional lexdih some specific cases such as in relation to
Ghana’s petroleum resource management, GIZ hagdheétpthe drafting of key legislation
and guidelines for oil and gas revenue management.

In the discussion that followed, Ms. Montes made ploint that countries should be given
incentives to create their own regulatory framewtwkallow them to negotiate better but
taking into account each country's specific leggsteam. This framework should also
incorporate general guidelines in order to deahwétxation in the mining industry. In this
context, good and bad national practices and palcgéxamples from different countries
would be helpful. She considered that the framewmkld also include principles that will
guarantee transparency in the industrial operatéors in the use of governmental income.
This, in turn, would enhance the legitimacy and daheeptance of contracts, among citizens,
and would generate greater stability.
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In his presentationFrancisco Bataller-Martin, Coordinator for Public Finance and
Development Matters, Section Economic Analysis,lieUinance, Budget Support,DEVCO,
European Commission, emphasized economic governagea cornerstone in the
management and taxation of the natural resouraestnd He said that citizens in developing
countries are becoming more aware of their rightsare initiating more actions in defending
their natural resources. As development ownershigpimes a key issue on the development
agenda, fiscal transparency is taking a centralirothis area, he noted.

Mr. Bataller-Martin noted that many organizatiomsl anitiatives including the IMF and the
Public Expenditure and Accountability (PEFA) Prograg are developing new ways of
integrating a natural resource dimension in thespective sets of indicators. Other initiatives
also are taking shape across the globe, partigutaelrecent indications from the UK, US and
France of their willingness to be members of th& EHe also noted the US and the EU
decisions requiring companies to report any paynmeatle to governments in countries in
which they operate in the natural resource/exwacindustries. This is an effort to render
payments in the industry more transparent and fibieréncrease accountability.

On this last issue, however, some concerns wereegs@d in case companies from other
regions are not required to report payments, inctvwliase such legislation may negatively
affect the companies bound to meet the reportiagirements. This is particularly true for
countries where such reporting on payments thegiveanay be illegal.

Ulvi Yusifov, Head of International Treaties, Ministry of Taxe&zerbaijan, made a
presentation on the tax regime of his country whrekenues from the oil and gas industry
generate 45 per cent of the government revenuésagalerned by separate tax legislation. In
such a case, most tax treaties do not have a isgmnifinfluence on the taxation of the oil and
gas sector.

In the open discussions that followed, some ofttipécs that were most discussed included:
(i) the dilemma faced by developing countries cirap®etween achieving a sufficiently high
amount of taxation on the one hand and attractingstment on the other; (ii) transparency
issues including reporting on payments and how tmitar contracts and (iii) the limited
capacity of countries in natural resource taxapolicy vis-a-vis multinationals companies
with broad and long experience in the sector.

Other interventions centred on how to improve tampliance in the natural resource sector
with more harmonized tax policy including fewer tdisions among different national
economic sectors. During the discussions, partitgpaxchanged views on the role the UN
Tax Committee should play and what articles oflitNe Model should be updated to take into
account some of the concerns raised, as well agxtent to which consideration should
extend beyond any UN Model issues.

In conclusion, Mr. Lara remarked that the presémathave raised many issues including the
imbalance in expertise between tax officials anchganies as most multinationals have been
involved in the extractive industries for a verydptime and have developed expertise and
understanding unmatched by their counterparts éngbvernment. Other key issues raised
included transparency in government operations gowernment dealings with extractive
companies. Some propositions now being discussetuda legislations that require
companies to disclose payments made to governmermg@ ernment officials.
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He noted that such measures, however, also raésesshe of ensuring a level playing field
where companies in all part of the world, accordmgnany participants, should be subjected
to similar legislation. Otherwise such reportinguements could potentially put companies
at a disadvantage in securing contracts in someatdes, where such reporting may be
prohibited.

Mr. Lara then expressed the view that given theoitgmce of the issue the Committee should
look into how to deal with it and advise governnseatccordingly. The taxation of the
extractive industry has two sides to it; at theeinational and the national level. The
international aspect could be dealt with the Corteritduring its regular meetings and the
national aspect can also be discussed so as tmpragvice to countries for national policies.

IV. Panel Discussion: The Nexus between Transfer Pricagad the Taxation of
the Extractive Industry — the Relevance of TransfefPricing Approaches,
but also their Limits

The discussion on “The nexus between transfer prared the taxation of the extractive
industry — the relevance of transfer pricing apphess, but also their limits” was moderated
by Stig Sollund, Director-General, Ministry of Finance, Norway, evimtroduced the topic.
He stressed that extractive industries differ frome another and are characterized by
different regulatory frameworks and tax regimesjolvhn turn pose specific challenges for
transfer pricing.

Monique van Herksen Partner, Ernst and Young, Netherlands, gave @nduction into
transfer pricing issues generally and as they edatthe extractive industries. She defined
transfer pricing as the application of the arm’agl principle, i.e. transactions between
associated enterprises take place at the sametiomsdas between those of unrelated parties.
The legal basis of this principle is Article 9 ¢fet UN Model Convention and the OECD
Model Convention as well as domestic law.

Ms. van Herksen stressed that avoiding under-rgygpor over-reporting of taxable income is
the rationale behind the arm’s length principle amuded the importance of comparability
analysis to compare transactions between unrefs#gces, to find a comparable and then to
properly apply an appropriate transfer pricing rodtlas part of the procedure to arrive at an
arm’s length transfer price.

Ms. van Herksen noted that comparability analysilves the broad based analysis of the
taxpayer’'s facts and circumstances, a review of dbecalled “controlled” transactions
between related parties and subsequently choosimgparables and applying the most
appropriate transfer pricing method. In choosingparables, Ms. van Herksen emphasized
that the property or service has to be comparabhould there be differences, they should
not affect the open market price and/or they shbelduch that reasonable adjustments can be
made.

This consideration of comparability includes examgn the contractual terms of the
transaction, economic circumstances and shouldita&eaccount the business strategy used
by the parties involved. Moreover, the functionablgsis should determine which of the
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parties performed which function ranging from finang and procurement to management
and, when doing so, should discern which party lioeerisks involved and which party made
use of its assets. According to Ms. van Herksemkty questions are: What is critical for the
success or failure of the business? What are the \divers for the business? Where in the
process is the value added? Accordingly, remurmrashould be aligned closely to the
functions performed and the risks borne.

Applying these concepts to the extractive industrieey challenges include that natural
resources are inherently local and cannot be madgelbss expensive places to extract,
extraction is very capital intensive and financiaghus a major issue, extracted resources
need to be processed to be valuable, often invplmany different functions and the use of
many assets. Marketing activities, which tend taceetralized, also require an arm’s length
return. Finding comparables is a major challengee@slly regarding non-publicly traded
extractives such as iron ore.

Lastly, Ms. van Herksen mentioned that guidanceesded in applying the Comparable
Uncontrolled Price (CUP) Method, because of difties in finding suitable comparables for
“off-take pricing”. This is wher@ producer of a resource and a buyer of that resagree to
sale terms prior to the construction of a mineriheo to secure a market for the future output
of the facility — thereby making financing its kiing easierPricing issues relating to trading
on the London Metal Exchange (LME) also causedliffies in applying the CUP Method.

Stig Sollund explained the Norwegian fiscal regime applyinghe oil and gas industry with
a resource rent tax of 50 per cent and an addltimm@me tax rate of 28 per cent. The
relatively high tax rates put pressure on the feangricing regime as there are strong
incentives to reduce gross income and to exaggeosis elements arising from intra-group
trade of goods and services. Mr. Sollund conclutted administering transfer pricing is
difficult but manageable with a strong tax admirgison and that dealing with transfer pricing
is crucial in the oil and gas sector.

Marcos Valaddg Tax Auditor, Federal Revenue Secretariat, Bramted that the Brazilian
Constitution specifies that, according to the lgwpceeds from the extraction of natural
resources such as petroleum, gas and other mirseeyaell as hydric resources for generation
of electric power, accrues to the States, Fedeisili€t and the municipalities as well as the
administrative agencies of the Union, albeit thex&ibution also states that this resources are
property of the Union. Mr. Valad&o indicated thae trevenue from royalties is shared
between the Federal Government, States and Mutitegaaccording to where the resources
are located and/or which entity is affected by éxploitation. In the oil and gas sector,
royalty rates range between five and ten per cepeuding on where the extraction takes
place. There is also a “special participation rdte"large fields that may reach 40 per cent of
revenue depending on the volume, location, depthame of the field concerned. For 2011,
total royalties and special participation revenomeanted to US$ 13 billion (around 0.62 per
cent of GDP). In the mining sector, royalty rates between 0.2 to 3 per cent depending on
the type of mineral involved. Water exploitatiom nergy generation is taxed with a royalty
rate of up to 6.75 per cent.

Mr. Valadao then explained the two different conption taxes: Imposto sobre Circulagéo de

Mercadorias e. Servigos (ICMS), which is leviedtbg Brazilian States and the Contribution
to the Social Integration Programme (Programa deghacdo Social [PIS]) and Social

10
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Contribution on Billing (Contribuicdo para o Fing@mmento da Seguridade Social
[COFINS]). PIS and COFINS are administrated by féderal government. Those taxes are
levied only in internal transactions. Exports axerapted from consumption taxes.

Companies operating in Brazil are also subjecbtparate income tax, which is a federal tax.
Income tax imposed on companies in the extractidgeistries that have internal transactions
raises the issue of potential transfer mis-pricmgstly when the transactions are performed
with affiliates and related companies abroad. Maladao emphasized that transfer pricing
practices that result in mis-pricing are a tremeusdeource of base erosion and profit shifting.
As a consequence, resource-rich countries havertsider how to address such mis-pricing
very carefully.

The Brazilian methodology for transfer pricing redjag natural resources, that are tradable
commodities, states that for exploitation of natueaources the price deemed to be the arm’s
length price is the price of the commodity in remi@agd mercantile and futures exchanges.
The rules used are the Price under Quotation Metbotmports (PCI) and the Price under
Quotation Method for Exports (PECEX) where the @i defined as the average daily price
of goods or rights subject to public prices in coodities futures and internationally
recognized exchange markets. In both cases, thealws for adjustments of the price
regarding the market premium at the date of thestration. When there is no transaction in
the organized market for a specific date, the pricke taken into consideration is the last
price information available in the market. Mr. V@@ emphasized that this simplified
Comparable Uncontrolled Price Method is very usafud saves time spent on searching for
comparable transactions when there is a definedtaide organized market that globally sets
the price for certain type of goods.

Janine Juggins Global Head of Tax, Rio Tinto, stated that hexgentation sought to give a
practical rather than a theoretical perspective arglained that Rio Tinto voluntarily
provides information about what taxes it pays argbne and to what level of government
they are transferred. Ms. Juggins explained whexester pricing is relevant to a mining
operation. Transfer pricing concerns arise wheeeetlare transactions between related parties
or affiliates. The value of services, capital equgmt or the sale of production that is
transacted with a foreign entity that is not atedlaparty are assumed to be correctly priced
because there is no incentive for the parties teeagn a price that is not the market price.
The objective of transfer pricing rules, in turg,tdo ensure that the taxable profit is in line
with the activities carried out and the risks assdrand that it is not artificially reduced or
inflated.

According to Ms. Juggins, large international mgicompanies can achieve economies of
scale and skill by centralizing certain activiti€®r example, centralized procurement can
result in volume discounts and preferred customeatinent in times of supply chain
disruptions. Thus, having a good procurement foncis essential as it potentially means the
difference between being able to successfully dpdree business or not. If no fee is charged
for these kinds of savings or the security of syjpmeans that the company is getting a “free
ride” as it is taking advantage of a service butdspaying for it.

Applying the arm’s length principle to calculat@@curement fee puts the mine in the same

position as if it was not part of the internatiogabup. As Ms. Juggins pointed out, mines are
often operated with joint venture partners who aot related. Using procurement as an

11
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example, deploying the procurement service withpayting a fee for it would give the joint
venture partner a “free ride”. In a situation whardee is being charged, the joint venture
partner would want to make sure that the amoubeisg calculated correctly, which in turn
could be helpful for tax authorities as a basigiieir tax risk assessment.

Ms. Juggins also mentioned other types of crosdedsorelated party transactions such as
finance provided or guaranteed by a foreign afliahe cost of employees seconded from
foreign affiliates or the price paid for productioh minerals that are processed or marketed
by a foreign affiliates and concluded that in eadse it should be possible to reconcile
between the price charged and the observable mpricet for the same product/service, in

order to assess the risk that something has notdmeectly priced.

When advising tax authorities on how to build cajpes in the realm of transfer pricing, Ms.
Juggins emphasized that understanding how the giseetor operates, including how mines
are being financed, and the pricing of the end pcoéh the market, are essential. In the case
of financing of a mine, a starting point could be government cost of borrowing to which
adjustment would have to be made. In the case oinagfined product, a net-back approach
could be used, i.e. the price of the refined produsuld be discounted for processing and
transportation costs.

Commenting on the transfer pricing practice inrthigeral sector in Brazil, Ms. Juggins stated
that if one wants to simplify the pricing of resoes as Brazil is doing by using the price at
which a resource is traded regardless of actuanes, one is trading off simplicity with

equity. If simplicity is chosen over equity, Msgdlins recommends using a different tax rate.

In the mining sector, smaller mines are often fawhthrough off-take contracts, i.e. a key
customer is providing finance up front in ordesexure a supply of a percentage of a mines’
production. Sometimes this could be treated asrig@i supply and the production could be
priced at the exchange traded price or by referémde Alternatively, it could be priced by
reference to a fixed price. In this latter scenatlte financing is embedded in the sale
contract. Knowing the difference between these svomportant in judging if the transfer
price charged is fairly priced.

Transfer pricing is generally thought of as croesder issue but can also apply in a domestic
context. If a company operates a mine and a progedscility in the same country,
transportation may be a significant factor in dedimg the mineral product to a recognized
market. Some royalty and most resource rent tagp/ do the value of the mineral at the
point of extraction — the mouth of the mine. Toccddte the value at extraction, the notion is
to split the business into two. One business to&ers the extraction, and the second for
everything that happens after. Transfer pricinggples are often used to determine the price
of the mineral at the mouth of the mine in thisetygf situation. A further example can arise
when a company operates several mines in one goamd where there is no concept of a tax
group so that each mine is taxed separately. A angppnight want to centralize some
support functions and will need to charge eachtofseparate taxpayer operations for this
purpose.

A further example is where one or more mines agFatpd as a single economic unit, perhaps
sharing mining equipment and infrastructure. lis tase, there is the need to allocate the cost
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of the shared infrastructure and transfer pricireghnds can be used. In other words: There is
domestic transfer pricing as well as cross-bondarsfer pricing.

Ms. Juggins elaborated on practical steps to erthatehe right amount of tax is collected by
a developing country with a large extractive sec&re underlined that a good knowledge of
how the mineral sector works is important. Thatlides insights into pricing, financing,
capital needs, key value drivers, risks and howitigate that risk. In the mineral sector, the
volatility of commodity prices is a risk and taxnaishistrations should know how companies
manage that risk. Ms. Juggins argued for an intedrapproach to tax policy and economic
management for the mineral sector that builds upanm kind of knowledge, which in turn
helps to sustain a tax base.

To add to this knowledge of the industry, Ms. Juggproposed that tax administrations
collect some basic information from businesses berovided as part of their annual tax
filings on related party transactions. Such infaiora should include a short description of
how the business operates globally and in the ecordecountry. Additional information
should then be included for different types of sactions, the related parties and the transfer
pricing method used. In essence, this could functie a risk assessment tool for the tax
authorities. Ms. Juggins also provided an exampthe potential role of business in building
this knowledge. Rio Tinto, in collaboration withettDECD, provided training for the tax
authority in Colombia on how the mining sector weork

On the issue of transfer pricing documentation, Mggins indicated that it would be much
more efficient if there was global standard for sobasic documentation to be filed with tax
returns — with more detailed documents only beingpared upon request from the tax
authority concerned after a risk assessment hasrhade.

Ms. Juggins described “cooperative compliance” eareot and stick scenario. Carrots, in this
context, would be the clear and consistent admatieh of transfer pricing legislation and the
involvement of experts at an early stage of dispeselution. Sticks, on the other hand, would
include penalties, full access to exchange of médion and appropriate support from those
tax authorities on the other side of the transactio

She welcomed the current opportunities to updatester pricing methods to make them fit
for purpose. Overall, however, she concluded tatcurrent transfer pricing framework was
working adequately for the extractive sector.

Stig Sollund noticed the similarities in some of the main theroéMs. Juggins presentation
to the approach taken in the UN Practical ManualToansfer Pricing, which advises tax
officials to know as much as possible about theistiy that they are active in. Moreover, he
noticed that the proposals that Ms. Juggins made regard to documentation aligned with
OECD efforts to address this issue.

Alan McLean, Executive Vice President Taxation and CorpordreicBire, Royal Dutch
Shell Plc, focussed on the practical aspects oftea pricing in the oil and gas industry. He
noticed that there is a problem of perception aglnse that the public sometimes has, to his
mind, a distorted and very negative view of taxatiesues in that industry. By focusing on
the practical aspects, he hopes to inform the debat
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Mr. McLean reiterated that it is important to urstand the business context of an industry.
He added that it is important that all countriegsehaome form of transfer pricing policies or
guidelines and that these should be based onniie Ength principle.

The oil and gas industry is a simple business stingi of upstream activities, essentially
focused on extracting resources and downstreamitédj i.e. turning resources into an end
product that consumers will want to purchase. Haxethe industry exhibits some distinct
characteristics. Firstly, the amounts of investntbat are needed are enormous and the time
frame after which a company realizes profits ig/ueng.

Shell, for example, invests 30 to 40 billion US®BNryear in order to produce energy and for
the business to grow. In fact, Shell’s profits sneested, almost in its entirety, in the business.
He noted that the markets in which oil productstaaded are highly liquid and transparent
from a transfer pricing perspective. The amountaof Shell pays is roughly equivalent to
their profits. Profits are thus roughly shared kesw the business and government. This of
course depends on the country in which Shell opsrand on the activity performed.

Another characteristic is the reliance on techngloghich involves bearing high risks in
R&D that does not always turn out to be succesdfaé scale of investments required and
risks inherent in the oil and gas industry implgttimost upstream activities are not handled
by one company, but by a joint venture of businEssners, often including the government
or a state-owned oil company. To facilitate theeffiew of technology, knowledge and
expertise and to spread the risks of technologeldgment and benefit from economies of
scale, cost sharing agreements within oil and gaspanies, including Shell, and with joint
venture parties are the industry norm. The shavingenefits and costs are an area of great
focus in transfer pricing, as tax administrationavén difficulty in understanding the
complexity of cost sharing agreements.

Stig Sollund thanked Alan McLean for furthering the understagdof the oil and gas
industry. He underlined that while the industry hti@pe straight forward in terms of transfer
pricing issues, the business involves highly sdmaited technology.

Michael Durst, Columnist for “Tax Notes” and former Director tie Advance Pricing
Agreement (APA) Programme of the US Internal Reee8arvice started his presentation by
stating that despite the fact that the hard minanal oil and gas industry might be described
as relatively simple industries, it is actually fdifilt in both developed and developing
countries to conduct a fair and comprehensive tearmicing examination of them after the
fact.

According to Mr. Durst, it takes too long and regsi too much factual information and

resources that the government typically does nethahis includes but is not limited to

specialized and trained personnel needed to conthese examinations. Moreover, in
developing countries where often a few powerful panies are present, the adversarial
posture needed to pursue tax disputes appropriata@it not be possible and the judicial
infrastructure might not be adequate to resolveiganes. Mr. Durst thus finds that it would
be better if countries could develop ways to elemtgnex-post facto conflict through pre-
agreements between tax payer and government.
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Using the hard minerals industry as an example,Mirst discussed which kind of disputes
may arise. He described one possible fiscal regmamely, the combination of an ad valorem
royalty on the value of mineral produced and saeltijch is usually considered to be the
governments compensation for the natural resoptas,an income tax on the extractor’'s net
earning from the sales of the product. He found petential sources of dispute: the pricing
of the product and income tax deductions. The fi@e is typically from an in-country
subsidiary to a related party, which might be ledan a low tax country. Hence, there is the
need to determine the arm’s length price usingsfeanpricing compliance/enforcement
techniques. The valuation of the product at fiede $s important for purposes of royalty and
income tax.

While the product pricing is typically based oniadex price, difficult adjustments have to be
made for such a price based on physical attribatethe mineral, distance to market, etc.
According to Mr. Durst, tax administrations spendmparatively little time on the

examination of income tax deductions. Those incltelated party fees, including fees for
technical services, costs related to materials aged from related parties and interest
deductions. Estimation of the proper arm’s lengédwttions can be extremely difficult,

depend heavily on judgement and very easily beestltp disagreement. He finds that the
estimations can be done with a relatively high degsf precision but that it is extraordinarily
difficult in a tax examination, especially in thentext of under-resourced tax administrations.

Mr. Durst stressed that if there was a way to resthese issues in advance this would be
helpful to governments by not only achieving cormptie but additionally demonstrating such
compliance to its citizenry. Greater predictabiliyy a company’s tax burden has the
additional benefit of making company earnings nyes-able and government budgets more
stable. However, resolving these issues in advannet easy, especially in industries where
technology changes rapidly over time and if prigesvolatile.

He proposed for consideration by the panel, thathat earliest possible stage of the
development of a mining project, a concession agest would be reached between the
involved parties. After the facts are establistexdh parties could hire an engineer to come up
with a pricing regime for the product.

One participant from the private sector replied that everybody likes the idea of a stable
investment regime because most large investmestsnade by appraising the net present
value of your investment, which involves selecindiscount rate. Discount rates are higher if
more uncertainty is involved, which is also parttloé reason why developed countries can
sustain higher tax rates. In a developing countrtext those agreements are entered into to
provide stability to deliver some benefits. The ljemn is that over time, things change,
conceptions change and thus the validity of sucagreement is called into question

Mr. Durst added that a concession agreement could involeelfaadjusting price also
accounting for the changes that may take placewimake extraction harder and thus more
expensive.

Another participant from the private sector added that while an APA or any other

agreement is very attractive, consistency wouldabassue. Ultimately, business is looking
for guidance on how to make adjustments to commqutites and how to calculate discounts
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arising through off-take arrangements. Enough Btakiould be provided if agreement could
be found on an approach or system to make thess kinadjustments.

A further participant from the private sector noted that his company already concluded
concession agreements in which they agree to hetasth reference to the prevailing oil
price. Ultimately, the company decides on a casedsge basis if a fiscal regime proposed by
a government is of interest to them. Some govermsnerant to be fully exposed to the oil
price volatility while other governments try to sl themselves from it.

According toMr. Durst the second half of such a concession agreementvinave to cover
the deductibility of related expenses. His propasgalld be to design a system under which
related expenses up to a maximum amount per megsunit chosen can be deducted with
adjustments for producer price inflation. This ntidfe perceived as a highly approximate
measure but would provide certainty and a pradyicilir result. Mr. Durst deliberated
whether it could be possible to design APAs witid swncessions and maximum amounts.

Oneparticipant from the private sector noted that he was not overly enthusiastic abaat th
way in which Mr. Durst proposes to minimize dispute income tax deductions.

In the ensuing discussion, garticipant from a developing country tax administration
stated that his country has had transfer pricingslation for some time. The participant
added that developing countries need more supptrw to administer such laws, especially
in terms of training staff and added that on-the{f@ining such as joint audits are particularly
helpful. According to the participant, the biggehnatilenges lay in finding appropriate
comparables, making the right adjustments and adohg how to deal with transparency and
providing information. Moreover, particular compies with related companies arise when
intermediate companies are used in the transaatidnguidance was needed on how to deal
with those situations.

An additional participant from the private sector added that the latter situations are those
for which the private sector is also looking formaguidance.

In closing, Stig Sollund mentioned the Norwegian oil for development pragrae, which
provides on-the-job training for officials from ddeping countries. He thanked all panellists
and discussants for their participation.

V. Panel Discussion: Lessons Learned in Building Capdlty in Resource Tax
Policy and Administration

The discussion on “Lessons Learned in Building ®dig in Resource Tax Policy and
Administration” was moderated byerlin Msiska, Commissioner General, Revenue
Administration, Zambia, who introduced the topiddhe speakers.

Michael Keen, Deputy Director of Fiscal Policy, Fiscal AffaiBepartment, IMF, noted that
receipts from natural resources including from itiaing and oil and gas industry are a key
revenue for many countries and that the numberuoh sountries is increasing. He then
mentioned the key elements of the IMF approachssiséing such countries, which include
that the assistance given is demand-driven, ireqaest for assistance has to be submitted by
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the respective country. According to Mr. Keen, IMF has a comparative advantage as
compared to other development actors as they aglthedull range of fiscal management in
relation to the extractive industries including mmeconomic policies and transparency
issues and hold broad dialogues with countriesheir fiscal development. The perspective
that the IMF takes is focused on the medium-tergh guantification plays a crucial role in
designing and guiding advice. Mr. Keen stated th&t IMF is not directly involved in
negotiations between governments and the extragtiohestries but tries to maintain strong
links with all stakeholders during this crucial pess. Another key element is that the work of
the IMF is driven by research while, in turn, infong future work.

Mr. Keen gave a short overview about the Fund'svitiefs in the extractive industries sector,
including around 30 missions per year to countdealing with extractive industries issues,
regional events in Latin America, Africa and Agiechnical workshops and publications. He
noted that while core funding ensures flexibilitgchnical assistance has doubled since the
start of the Managing Natural Resource Wealth Tapicust Fund and thanked donors for
their contributions.

Mr. Keen then addressed issues that the IMF eneain®ne key issue is to find the proper
balance between royalties and rent taxes. Taxintgrée. taxing the return in excess of the
minimum required by the investor, is in principleet most efficient. Economic theory

however does not say who should get the rent, iiticpéar how rents should be split between
the company and the government, which he portraagdn equity issue. Royalties have
disadvantages in terms of the potential of distarbf extraction decisions but can also play
an important role in assuring revenue for the govemt from the very beginning of

extraction and avoid over-extraction when the @amitperiod is short. Moreover, rents may
be hard to observe. Other issues include thosénglto corporate income tax, value-added
taxes, customs, state participation, auctions amtf@amental aspects of resource extraction.

Another subset of difficulties is linked to the oot of progressivity (increased tax being due
to the government as, for example, relevant resoprices went up). According to Mr. Keen,
the concept is not very clear as the progress{atd increased tax take) could be linked to
higher prices, higher profits or the lifetime prdjeeturn. He considered, however, that in the
context of many developing countries companiesaateally better equipped to bear the risks
associated with the extractive industries thangithernment and thus less progressive fiscal
regimes might be in order. On the other hand, ipalitpressure may make progressive
systems more credible in the eyes of a countryigeris and thus more stable. In evaluating
fiscal regimes and tracking rates of return undterraative fiscal regimes, Mr. Keen finds that
details matter. Modelling frameworks should inclut® only royalty rates but should also
focus on indirect taxes, ring fencing, thin cajtion and depreciation rules.

Concerning the administration of fiscal regimes fbe extractive industries, Mr. Keen
concluded that commodity prices are readily obddevand that, overall, the extractive
industry is not harder to tax than, for example, anking sector. It is important to do simple
things first and in this respect royalties may hetas easy to administer as they seem and
rents might not be as hard to tax as sometimesaappe

All areas of tax face similar problems; namely khek of political commitment as well as a

lack of technical capacity. Additionally, in thexédion of the extractive industries the issue of
timing is much more crucial, i.e. interventions anere beneficial if they take place before
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negotiations. Another problem is associated to itteeeased interest in the issues which
oftentimes leads to multiple donors being involvadturn raising issues of coordination.

Moreover, the extractive industries are often goedr by multiple government agencies
which are not always cooperating with each othas titmaking technical assistance difficult.

Lastly, unconventional energy sources might becpnoblematic as does the prevalence of
negotiated terms rather than having a single fraonlewhat applies to everyone.

Richard Stern, Global Program Manager, International Financep@aation (IFC), World
Bank Group, stated that his organization is invdliea lot of work in the mining sector but
particularly focuses on the issue of transparendyé mining sector. He then explained that
the World Bank Group consists of two sectors, alipugector side and a private sector side.
The public sector side helps developing countrieddvelop their mining sector, advises on
related macro-economic and transparency issues.Wdrd Bank Group is also a partner
organization of the Extractive Industries Transpayelnitiative (EITI). The private sector
side of the World Bank Group, on the other handi$iequity positions in mines.

The Tax Group at the Bank focuses on transfer mgi@nd incentives as part of their tax
transparency work. As part of the IFC’s policy onvEEonmental and Social Sustainability,
IFC requires from client companies the public disare of contracts or a summary of key
terms. This includes disclosing the tax regime thatgreed upon between the company and
the government. According to Mr. Stern, some ofrtiast important work of the WBG s to
push for transparency in the contracting phase aheestment.

Mr. Stern stressed that it is extremely important governments to have a transfer pricing
regime that applies to the mining sector. The WB$gsutransfer pricing diagnostics to
identify and quantify (in as far as possible) tfangricing issues. This forms the basis for a
needs assessment. If needed, the WBG assists islateg reform including design of
legislation as well as guidance notes with a viewlimiting compliance costs, avoiding
instances of double taxation and increasing cdytdor tax payers. This might include re-
negotiating of concession agreements to includereate to transfer pricing and the arm’s
length principle. Capacity building efforts focus teaching sector-specific knowledge and
transfer pricing techniques. Moreover, the WBG sufsprisk-based assessments, i.e. training
auditors to identify transfer pricing risks and gthelping tax administrations to manage their
scarce resources. Overall, Mr. Stern considered ¢kiarybody benefits if solid transfer
pricing legislation is in place. Governments caot@ct their tax base and companies increase
certainty as long as the rules are known, fairstable.

An example was given of work undertaken by the WiBGhe Solomon Islands, where
assistance was provided in establishing a tramsfeing regime for the extractive sector. As
audit capability was weak, the WBG focused on enmansuch audit skills, especially for the
extractive sector. After only 1.5 years the tax auilstration has already handled a few cases
and there are domestic service providers that awe Ibidding for mining-related service
contracts.

Patience T. Rubagumya Assistant Commissioner, Revenue Authority, Ugarmgan her
presentation by stating that Uganda has discovetlednd gas in recent years but that the
country is still in the early stages of extractiand is currently focussing on upstream
activities. There is potential for more discoveriesthe future. Transfer pricing legislation
was enacted in 2011 and the country has a newdaerging the upstream sector.
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She then identified several areas where assistarhe realm of tax policy is needed: Uganda
operates production sharing agreements under vdiliéh shared between the contractor and
the government. Uganda is also looking for supmorthow to effectively perform cost
recovery audits. Ms. Rubagumya added that assiestanchow to tax complex international
transactions between related parties as well asstrédm activities (i.e. transportation,
storage and wholesale marketing) is needed. Anatinea that deserves attention is the
financial analysis of investment in oil and gasj@cts to ensure proper taxation. There is also
a need for assistance in enhancing legislativeidgaskills relating to the taxation of the oil
and gas industry. Moreover, designing a fiscalesysfor gas and a value-added tax system
along the petroleum value chain is challenging.

Ms. Rubagumya then summarized Uganda’s lessonaeléan setting up transfer pricing
capabilities. She concluded that specific trangiecing laws are needed. Prior to 2011,
Uganda made use of their general anti-avoidanceptaxisions but found that there were
many tax disputes with taxpayers about applicgbditd the choice of methods. As transfer
pricing is a complex subject, it requires adequassning and preparation. Issues such as
human resources and accessibility to internatiolaghbases to search for comparables are
important. Intensive training of staff to be demdyin a transfer pricing unit is critical.
Auditors should be trained in-house if possible.rdbwer, engagement with the taxpayer is
helpful to have a common understanding of transfieing regulations.

Building on Uganda’s experience, Ms. Rubagumyadaisti support which is likely to be
effective into short, medium and long term supp8Hort term support includes training such
as in-house training and experts working with aarditOver the medium term, benchmarking
with more experienced tax administrations was ifiedt as helpful. Long term support
should focus on advanced training in critical araad secondment of staff to other revenue
authorities. Moreover, she mentioned the possibdit Memoranda of Understanding with
more experienced tax administrations with regarthéoexchange of information.

Ms. Rubagumya also discussed the role that nonrgmental organizations can play and
found that they can highlight problem areas, lobinypositive change and organize public
debate between the government, public and taxpajenst to complying with the law, the
role of taxpayers was described as seeking engagemth tax administrations to discuss
problematic areas and propose ways of improving leaxs and their administration.
Moreover, taxpayers should attend stakeholder mgetrganized by the tax administration.

Mansor Hassan Director, Inland Revenue Board of Malaysia, Malayfocused in his
presentation on the lessons learned in setting upxaadministrations’ transfer pricing
capability. Before doing so, he postulated thatriical look at the availability of human
resources was needed as well as extensive traiBimacting policies without the necessary
resources to make sure that they are applied ieasseLooking at the experience of other
countries is also particularly helpful. He alsoriduhat mutual understanding between the tax
administration and taxpayers prevents disputesusb meetings were very important.

The Inland Revenue Board of Malaysia (IRBM) has haspecial unit dedicated to transfer
pricing since 1 August 2003, with responsibility faudit and investigation for cross-border
related transactions. As it was found that the IRBfficers lacked the necessary skills, the
intention of the unit was to build up such skills.the beginning the unit had five officers

19



E/c.182013/crRP.19

based in headquarters and reporting to the Direxdttre Compliance Department. Later, and
with help from headquarters, auditors in other Msi@an states took up transfer pricing
functions. Throughout the process, the auditorsived training from various organizations
such as the OECD, the Japan International Cooperatjency (JICA) and the International
Bureau of Fiscal Documentation (IBFD).

At the end of 2007, as the number of multinatioredtive in Malaysia had increased and
despite the fact that the transfer pricing unit noad twelve officers, it was felt that transfer
pricing audits needed to be centralized. Even thoaigpecial transfer pricing unit was in
existence, other units had taken up such issuelintpdo different methods and approaches
being used. In order to ensure a uniform practicayas decided to set up a dedicated
department.

This new department, which is now separated froenGbmpliance Department and is called
the Multinational Tax Department, came into exiseeon 1 March 2009. It comprises four
units; a policy unit dealing with methods and pehges, a multinational audit unit
performing transfer pricing audits, a compliancet unonitoring compliance cases and a
separate unit dedicated to Advance Pricing Agree¢sngiPAs). Mr. Hassan stated that the
intention of the relatively small Department wastald up skills and then later disseminate
such knowledge throughout the IRBM.

The legal transfer pricing framework that Malaysiausing and that was enacted in 2003 is
based on the OECD Transfer Pricing Guidelines thaly the arm’s length principle. General
anti-avoidance rules are included. In 2009, amemtisn@/ere made and transfer pricing
legislation now also covers domestic transactidfgreover, thin capitalization rules were
added as well as rules covering APAs. Such agresnpeavide certainty to the taxpayer and
allow IRBM to better manage their resources. CulyeMalaysia makes use of unilateral,
bilateral and multilateral APAs covering betweerreth and five years. In terms of
implementation of transfer pricing rules, Mr. Hassgpecified that they only apply above a
threshold value of income and total related padpgactions and that a simplified procedure
exists for smaller businesses. As of now, regubstiare largely based on the OECD
Guidelines, with some adaption to the local envinent. In the future, relevant issues from
the UN Transfer Pricing Manual and the latest dgwelents at the OECD-level will be
incorporated.

Mr. Hassan addressed some external and internaéssand challenges. He noted that
taxpayers exhibit a low compliance level — due, agsb other reasons, to the complexity of
the subject matter and a limited numbers of taxneggeho are well-versed in transfer pricing.
As a result, transfer pricing documentation is rofté poor quality. Greater audit coverage is
needed to increase visibility and improve comple@andoreover, the IRBM is holding
seminars to explain their rules and guidelines aimds for appropriate application of
penalties.

Another issue is that of finding appropriate conades. He also addressed the issue of
human resources and skills retention. It is harfind appropriate officers and to train them
sufficiently. The IRBM is currently building cap#githrough in-house training at the
Malaysian Tax Academy as well as through intermaicceminars and conferences and on-
the-job training. In terms of international involaent, Mr. Hassan concluded that Malaysia is
well established in the region and involved as oless in transfer pricing related work at the

20



E/c.18/2013/cRrRP.19

OECD-level — both in working groups as observer aagart of an advisory group for non-
OECD economies.

Marlies de Ruiter, Head of Tax Treaties, Transfer Pricing and Fim@ndransactions
Division, OECD Centre for Tax Policy and Adminigioa, began her presentation by noting
that the OECD had just recently started to workbailding capacity in resource tax policy
and administration. The first annual meeting of @Glebal Forum on Transfer Pricing took
place in March 2011 and brought together betweear@0100 countries and 200 delegates to
discuss cutting-edge transfer pricing issues abdesyuently feed into the policy development
process at the OECD-level. Moreover, a Steering i@ittee on Transfer Pricing was installed
consisting of ten OECD member countries and twehen-OECD economies. This
Committee named four priority areas; namely, riskessment, documentation requirements,
financial transactions including thin capitalizatiand transfer pricing in the extractive
industries.

The OECD was already working on risk assessmentsdacumentation requirements in
other contexts and projects at that point. A seowrd from Australia with expertise in the
extractive industries then made it possibly for @ECD to focus on transfer pricing in that
context. The intention was to develop a trainingiree with accompanying materials.
Currently, this course focuses mainly on the mirgagtor and less on the oil and gas industry
and thus needs to be further developed.

Ms. de Ruiter indicated that during the second ahmoeeting of the Global Forum on
Transfer Pricing a session on the extractive irtessimaterials took place and in April 2013
the training was held for the first time in MalagsiThe course tries to convey an
understanding of energy and resource project pitufity, drivers and measures of
effectiveness. A part of the training focuses odarstanding the multinational group and on
financial aspects of extractive operations.

Ms. de Ruiter underlined the importance of undaiitay how a business functions by giving
an example of a project undertaken jointly by Riat@ and the OECD in Colombia. An
expert provided by Rio Tinto gave insights into #adue drivers of the mining industry to tax
officers, thus providing important cues to perfotine functional analysis, which form the
basis of transfer pricing. The OECD transfer pgcimaining also includes analysis of the
local operations, teaches how to undertake a ®ansficing analysis and provides case
studies. Overall, it was very well received by pheaticipants. In fact, interest in the course
was expressed by developed, emerging and develepmgpmies thus showing that expertise
in the field is limited. She found that transfeicprg issues in the extractive industries are not
only relevant in relation to corporate tax issues &lso for the taxation of rents and to
evaluate joint venture structures. While there ggesat deal of theory on transfer pricing in the
extractive industries, practical experience is lyatgeing conveyed. The question of the
accessibility of specialized knowledge and expegeim this field to governments and other
interested parties arises.

In closing, Ms. de Ruiter concluded that the OEG anly worked on these issues for a little

over a year but hopes to gain more experience tawer She concluded that the OECD can
help countries to gain control over transfer pucissues.
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Thomas Neale Head of Unit, Company Taxation Initiatives, DGxatdon and Customs
Union, European Commission, presented lessonsddambuilding capacity in resource tax
policy. Over the last three years, the European i@iesion (EC) has worked on those issues
— though not purely by focusing on the extractimdustries. Mr. Neale structured his talk
around the formal policies, the research, partaedsexperience gained in this process.

The formal policies that underpin the EC’s workaapacity developing in taxation are those
favouring transparency, exchange of information fdtax competition. When looking for
partners, the EC seeks to work with those shahege principles. According to Mr. Neale,
the EC sees itself as an ally for developing coestin the quest to raise domestic resources.
In fact, the Commission aims to assist countriesaising their capacity to increase their tax
revenues, to tackle tax avoidance and evasion Hingately, to design efficient tax systems.
While the EC is the largest donor globally, litdéect assistance is provided on taxation
issues. It is thus pivotal that such money is spetite best way possible.

Mr. Neale stressed the need to substantiate thstasse that was and is being provided. The
EC thus commissioned a consultancy firm to researdsht a specific sample of countries
needed in terms of assistance in transfer priciifge main recommendations were that
countries need to broaden their treaty networkt timing good comparables is hard and
might need cooperation between countries, thatitrgiand staffing posed a challenge and
lastly that risk-based audits are especially h&lgdn the last point, Mr. Neale concluded that
there might be a trade-off involved if a tax adrsiration is not reasonably advanced in
conducting such audits. The study made use of alusive process involving official
representatives as well as non-governmental orgtois and civil society and resulted in a
shared concept which now forms the basis of hovEtBgrogresses in their work.

The partners that the EC works with in capacitylding are developing countries, non-
governmental organizations and donors. In fact,Bfeis actively involved in the OECD’s
Taskforce on Tax and Development, which brings tlogye developing and developed
countries and industry representatives. The Intenmal Tax Dialogue brings the World Bank
Group, the IMF, the OECD and the EC together. Meeeothe EC is a member of the core
group of the International Tax Compact and holdyul& tripartite consultations with the
WBG and the OECD. Clearly, the focus is on coopenain order to ensure that there is as
little duplication of effort as possible and thhattresources are put to best use.

In terms of experiences, Mr. Neale explained thatEC does not provide technical assistance
directly in this area. Instead, the Commission &odnferences and training programmes and
cooperates with other agencies providing such tassis. The EC provided some funding for
the editorial process of the UN Transfer PricingnMal. Additionally, delegations of the
European Commission to various countries may peoVichited funding. In their country-
specific efforts, the EC focuses on five countriesmely Ghana, Tanzania, Vietnam,
Colombia and Rwanda. He stressed that follow-upstistance was necessary to ensure the
effectiveness of such assistance.

Matthew Genasci, Head of Legal/Economics, Revenue Watch InstitiR®V(), described

RWI as a not for profit policy organization thatoprotes good governance in oil, gas and
mining revenues for the public good by fundingriiag and technical assistance in over 30
countries. In the tax area, the focus of RWI idanpolicy though approaches consistent with
the administrative capacity of a country are pradoRWI was founded eight years ago in
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response to the so-called “resources curse”. MnaGa noted that RWI has since shied away
from this phrase as it has recognized that resewa® not themselves a curse. Instead, policy
choices matter. Resources can be an engine fotofenent as can be seen in many countries
but there are very real and unique challengesnthat be addressed. Taxation is one of these
challenges as the primary benefit of extractiofikisly to be the potential tax revenue they
can generate. However, taxation is not only a regessue; it is also a development issue.
Not only can revenues be used to fund developmetiitees, in low capacity countries
building up the tax administration is an importagatt of the state building process. On the
other side of the coin, corruption or poor perfonce in negotiations of extraction contracts
and related fiscal regimes as well as in the adsmation of tax policy can extend to other
areas and have negative repercussions beyondsthel@nue.

According to Mr. Genasci, the objective of govermtsein setting fiscal policy should be to
create a fiscal system that provides strong rettonsheir resources, provides a reasonable
timeline for receipts, takes proper account of éraffs between risk and reward and at the
same time attracts sought-after investment. Ingisim, countries have to take into account
their legal traditions and constitutional constrainvhich influence particular patterns of
ownership. Fiscal regimes that fulfil these requiesits are likely to make use of a range of
tools, for example a combination of royalties am¢kts on economic rents. Understanding the
interactions between different tools is essentiahtiking informed decisions.

Mr. Genasci underlined that fiscal regimes showddbhsed on transparency, robustness and
uniformity. Greater tax transparency helps to emsawvestors that tax treatment is non-
discriminatory and thus reduces the demand foriap&®atment which in turn helps the
administration thereof. Robustness refers to thiétyalof a fiscal regime to stand up to
changing circumstances, reducing calls for renatjot of contracts. Mechanisms to capture
a share of the economic rents are perceived asafadr in turn provide predictability.
Stabilization agreements have often actually exsted tensions in cases where they have
been conceived too broadly. Lastly, uniformity aktregimes should be something that
countries and international organizations, suchthesUN, should strive for. In too many
countries, tax regimes in the extractive sectortagated as fully negotiable during contract
negotiations. The proliferation of such “bespokeeagnents” puts further stress on the often
limited resources and capacities of tax administngtin developing countries. Facing all of
these challenges requires multi-stakeholder salstithat involve the home and host
governments of the extractive industries, inteoral and national NGOs and the private
sector.

Mr. Genasci identified the core activities of nasvgrnmental organizations in this field as
advocacy, research and the promotion of internationoperation. RWI's advocacy work is
focused on transparency issues such as thosedrdtatihe EITI, home country disclosure
rules and international accounting standards. Ptiagpanternational cooperation is done by
building the capacity of local civil society orgaations to engage in effective participation.

Through the provision of funding and technical stssice, RWI helps civil society to
understand general principles of the extractivdasedax regimes and their impact on the
government. Those activities have expanded intstagy media and parliaments given the
important oversight role they place in a countigdwernance system. In the research area, the
organization tries to distil lessons and interragiopractice as well as providing tools on a
range of topics related to the extractive industgjuding taxation. Uniquely for a non-profit,
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RWI also provides technical assistance and traimingmining and tax policy as well as
negotiation support to governments. Mr. Genasci ttoeed a project undertaken in
cooperation with UNDP and the International Sehiawyers Project in Sierra Leone related
to contract issues. A unique feature was that wiiteh to international experts, local civil
society organizations were incorporated in the gmbogesign. Going forward, he identified
that data analysis will be a key role for NGOs. ®taver, there is the need to continue to push
for greater transparency, for example by buildimgtbe recently strengthened EITI rules.
Lastly, contract transparency continues to be wciat importance.

In closing, Mr. Genasci noted that it is importaatdistinguish between different actors.
Smaller exploration companies backed by high regital are looking for major pay-offs over
a short time horizon and thus pose very differeslicg challenges as compared with larger
and more established extractive industries companie

Mr. Msiska commented on the discussions from the perspestisadeveloping country from
Africa. He noted that assistance given to develppgiountries often focuses on capacity
building in revenue authorities. However, the resoility for tax policy design lies often
with the Ministry of Finance, where, to his mindetcost of the administration of tax policies
was often not analyzed. In the area of transfecimyj he mentioned the difficulties in
retaining trained staff given the potential of sigantly higher earnings in the private sector.
Norway’s support to the Zambian Revenue Authontyfinancial terms and through joint
audits was positively highlighted. Concerning inggfonal cooperation, Mr. Msiska
recommended that the African Tax Administration Ufr(ATAF) should collaborate with
international organizations in finding areas of ooom interest, thereby minimizing
fragmentation.

During the discussion, risk based audits were dsed. Arepresentative from the private
sector underlined the importance of these kinds of auditsrder to ensure that resources are
not wastedAnother participant agreed on the importance for simplification measuhat
respect the arm’s length principle, which in tushtbx administrations focus on situations and
exceptions that are deemed as rididarlies de Ruiter invited participants to comment on
the OECD’s work on risk-based approaches and muaediotraining materials on risk
assessments that are being developed and whicltavaiéable free of charge to those
interested Michael Keen noted that while risk-based auditing is importaarid in fact has
been part of technical assistance efforts by th& ifdr a long time, the taxation of the
extractive industries is for many countries jusé @ource of income with other taxes having
more potential for revenue.

Other topics that were discussed included APAschviaiccording taMichael Durst should
play a role. He proposed a regime where difficulestions are referred to unbiased third
party experts, which agree on behalf of the govemtnand the private sector. Concerning a
lack of compliance in transfer pricingparticipant stressed the importance of understanding
why companies are non-compliant and then focusgisgurces on addressing such issues.

Mr. Msiska then asked the representatives of the private isedtether they think changing
circumstances, such as rising commodity prices,ulsh@ress multinational companies
operating in developing countries to give somethimack. One suclrepresentative
responded that companies are in need of long-telationships that are stable and offer some
sense of predictability. During negotiations goveemts and companies assess the situation
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and make decisions based on their projections gnaldighing long and short term benefits
and personal preferences. The decision to neveghahange the terms of a contract might,
however, still be in order under very exceptiondfcumstances. Agovernment
representativeagreed with this stance and added that there ipahseption that in the past
some of the governments negotiating contracts thighextractive industries have not done so
in good faith and in the interest of their courgriéle noted that contracts should thus have
some flexibility with regard to changing circumstas. Another private sector
representative responded to Mr. Msiska’s question by noting ttitt some debt investors
make investment decisions based on cash flow gredsc If the underlying fiscal regime
changes this also changes the cash flows and tigist put those investors in a difficult
position. Moreover, high prices in commodities oftgo hand in hand with exponential
increases in operating and investment costfurfher private sector representative added
that flexibility is good but it has to be known Hye investors before the investment takes
place. Long term investments need stability and time fiscal regime needs to be known to
the investor. In response, an NGO representativetioreed an example from one African
country in which companies resisted the introducid a windfall tax in response to rising
copper prices on the one hand but are currentindagff workers as prices for copper have
fallen.

VI. Conclusion

At the end of the meetindJlichael Lennard, Olivier Munyaneza and llka Ritter of the
Financing for Development Office summarized somehef key issues emerging from the
meeting. It was also noted that discussion on iaxaif the extractive industries within the
UN Committee of Experts on International Cooperaiio Tax Matters had only been brief so
far, and the Committee had important decisions aabiwel scope and focus of this work to
make at its annual session in October. The repothie meeting would be an important
contribution to this discussion.

Just as with other expert group meetings on issuel as transfer pricing and on the UN
Model Tax Convention this meeting would no doublphiae Committee and any relevant
Subcommittee in focussing on where the UN tax warkld compliment what was usefully

being done by other actors. A key focus would bevbith areas the Committee’s work could
add special value by assisting its developing (especially least developed) countries to
harness resource riches for development.

It was noted that there was a legitimate call, withmany actors involved in providing policy
and administrative guidance in this area, to avdiglication. This was an important
consideration for the UN tax work, in view of thery limited resources available for that
work. There needed to be strong efforts made t&wolaboratively with others in the field,
as developing and developed countries, businessiaihdociety would all expect, but there
was also sometimes value in developing countriesngaaccess to different approaches,
different analyses and what amounted to secondaysron these central issues, especially
from an organization with the universality and tagacy of the United Nations.

It was commented that the Secretariat had no set @it this stage on recommending what
aspects of the taxation of resource extraction st benefit from the involvement of the
Committee. A multi-stakeholder event such as tltignducted in a candid, respectful
atmosphere that recognized there were many edlegiiymate perspectives on such complex
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issues would best equip the Committee (drawing ufgawn experience and understanding
of developing country needs and priorities als@it@ an initial direction to that work.

Participants were thanked for their willingness give freely of their knowledge and
experience and the Secretariat expressed the hastas many as possible would continue to
be engaged in such ongoing work as the Committesecto work further on the taxation of

the extractive industries.
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