E/c.18/2017/cRP.9

Distr.: General
31 March 2017

Original: English




E/C.18/2017/CRP.9

Example 4: Market off-taker function
Example 5: Buying and Selling of Iron
Example 6: Intercompany financing
Example 7: Copper IV
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This guidance note looks specifically at the value chain of mining and
mineral extraction and of the production of oil and natural gas. Table 1
in the first part of the note identifies some of the
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venture partners above in B.1

4. Administrative, Mining Where the expenses from this | See A3.
managerial and technical stage may be deductible in the
services, and legal Oil  and | future, the company may be
services from related Gas motivated to overstate the
parties price for such services to
allow for future deductibility
in form of carry-forward
losses
5. Financing/ Guarantee/ | Mining Level of possible interest This may (or may) not be a transfer
Funding arrangements payments which maybe pricing issue and may be addressed
Oil and deferred (initially interest free | under domestic law.
Gas loan then later interest

bearing)

Unrelated parties may not be
able to obtain a loan at this
risky stage of the project.

The transfer pricing issue would
typically be the applicable interest rate
or guarantee fee.

C: Development
1. Sale/ lease of
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\ \ | venture partners above in B.1
5. Mining sub-
contracting services and
special regimes
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prices are normally determined from the
assessment of the crude oil international
benchmarks mentioned above (e.g.
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payments (penalties, fees) are
at arm’s length.

6. Transfer Pricing Mining The risk of profit shifting may Referen 396.91 4dulations)
where different tax arise in case there are
regimes are applicable.  Qj|  and different tax regimes available

Gas in a country.

The processing and refining
activities are often subject to
lower tax rates than the
extractive tax regimes.

Considering domestic law, a
transfer pricing analysis may
be required, also when one
company shifts value between
two different tax regimes. (i.e.
net-back calculations)
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2.1 Generic Case Examples

The following case examples are generic in nature for the extractive
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CBC documentation requirements under the OECD BEPS Action item 13
regarding transfer pricing documentation, it may get access to relevant
foreign information.
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that Company A arguably performed these services internally
themselves, i.e. the services may be duplicative.
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3. Value Chain of Mining and Minerals Extraction

The value chain of mining and minerals extraction depends on the
specific mineral commodity involved and the type of mining needed to
extract the mineral depending on whether the mineral is available
above ground or underground.” The transformation of minerals from
the exploitation phase to the eventual trade, marketing and sale thereof
typically follows a series of consecutive steps:

I. Acquisition and exploration;

I1. Construction and mine development;

I11. Mining, Processing and Concentration;

IV. Transportation;

V. Smelting and refining;

VI. Trade, marketing and sales

3.1. Functions

To undertake mining activities companies will generally be designed to
perform the following relevant functions:

A. Exploration for minerals;

B. Research and Development related to exploration and to provide
related technical assistance services;

C. Financing of activities;8
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It should be noted that countries that grant licenses for mining and
extraction of minerals usually have a requirement that different
activities performed by the mining company are treated as separate
taxable objects and as separate taxpayers. They are ring-fenced, which
means that for tax purposes the income and expenses and tax base of
the activities are determined separately for separate projects
(horizontal ring-fencing) or that different types of activities (e.g.
extraction; processing; etc.) are treated differently from other type of
activities (vertical ring-fencing) The legal form in which the mining or

reference guide for practitioners. Washington, D.C. : World Bank Group.
http://documents.worldbank.org/curated/en/801771485941579048/Transfer-pricing-in-mining-
with-a-focus-on-Africa-a-reference-guide-for-practitioners
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extraction activities are performed in the host country is more often
that of a local subsidiary/corporate body, rather than through a branch
of a foreign company. The shares of the local entity may or may not be
partially owned by the local authorities.

To perf#B83 ARSI @m)diniEamaly iy ARIEdMparids £8G86d BOABEBAIN[(0 per)4(4492
and extraction, tax authorities need to get a thorough understanding of
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Table 210

Tahle 3- Tuninal,

Mine Beneficiation, Trading,
Jloration Development Mining Smelting and Marketing and Exy

SCOVerv.

10 Pjetro Guj, Stephanie Martin and Alexandra Readhead, summary briefing note to handbook
Transfer Pricing in Mining with a focus on Africa. Summary briefing note published by WBG,
Centre for exploration Targeting and Deutsche Zusammenarbeit- German Cooperation.
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Company C is at arm's length. However, for the purpose of the
distribution/marketing margin (number 2 above) the CUP method may
not be appropriate if the intermediary Distribution Company C
performs substantial marketing/distribution functions.

Findings

It was found that despite the fact that the sale of the commodity ison a
back-to-back FOB/ CIF (“flash title”) basis from the Mining Company to
the intermediary Distribution Company C to the end customer, the
pricing between the parties in the supply chain are determined at
different points in time. Production sale price from Mining Company to
related party intermediary Distribution Company C was determined at
the Index price of the month prior to shipment, while the related party
intermediary sales price to end customer is determined at the Index
price at the month of shipment, i.e. later in time.

Considerations

The difficulty faced in this scenario is to get documentation /
benchmarking data that can assist in the evaluation whether, in a back
to back (“flash title”) sales transaction, the producer’s sale price (at
index price prior to shipment) is at arm’s length.

For more information on pricing practices, also consult the Platform
Discussion Draft on Addressing the information Gaps on Prices of
Minerals Sold in an Intermediate Form.

Example 2: Coal Group marketing activities

Facts

The Coal group is involved in the mining, production and distribution of
coal. The entities within the group perform research, development,
marketing, sales, shipping and distribution of coal.

Coal Company is tax-resident of a developing country. The company
owns several mines and is involved in the exploration, development and
mining of coal. The coal that is produced by Coal Company is used for
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electricity generation and more than 90% of Coal Company’s revenue
relates to coal that is exported.
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(c) Obtain aclear structure of the group and an understanding of
the supply chain. Understand the transactional flow of invoices
and physical flow of goods.

(d) The above step should be followed by delineating the actual
transaction and allocating functions, assets and risks to each
company in the supply chain. Does the conduct of parties differ
from the legal agreement?

(e) Who manages the risk and has the financial capacity to bear
the risk? Which entity in the supply chain is ultimately liable to
third parties? It is important to understand where value adding
activities are conducted and managed as this is where
economic functions should be allocated.

()  Review internal comparables, and if they exist, consider
whether reasonable adjustments can be made.

(g) What is the appropriate transfer pricing method to select?
Does external data exist? If it does, perform a benchmarking
study where comparable entities are identified.

Example 3: Price fluctuations and Intermediary sales of Uranium
Facts

Company A operates a uranium mine in developing Country A. Upon
extraction, Company A sells the mined uranium to a relaTm[(t)41 297.Uwd(.31 Tm[()r
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and —in this case- drop. There is no benchmark made available to help
substantiate the income allocation between the related parties,

Considerations

In issue is whether the price set between the related parties qualifies as
being at arm’s length considering the facts and circumstances at the
time the contract was entered into. Would independent parties have
agreed an adjustment clause in case of changing market circumstances?
What is the customary in the business? Tax authorities have to be
careful using a hindsight analysis. Is the risk of loss (or gains) upon
price fluctuations allocated to the party that can best handle and
manage and control the risks in case of changing market conditions. For
example, did any of the parties entered into hedging agreements to
mitigate price fluctuations.

To analyze these facts, it is important to consider the market
environment. For example, in this particular industry, if there is an
undersupply of smelting services, a price participation agreement may
be appropriate.

Example 4: Market off-taker function

Facts

Company B is located in Country B, a low tax jurisdiction. Pursuant to
an off-take agreement with related Company A in developing Country A,
Company B is obliged to buy 100% of the coal produced by Company A.

The off-take agreement between Company A and Company B does not
include a guarantee on price. The pricing will be based on current
market prices minus a discount reflecting the risk assumed by Company
B for the (100%) off-take obligation. Company B takes flash title to the
coal it off-takes from Company A and therefore does not carry inventory
risk.

Findings
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Considering the absence of interest income yet the incurrence of
interest costs and technical assistance fee costs, the developing country-
based Parent company consistently operates at a loss.

The African mining company enjoys a tax holiday and other companies
in the same industry normally report a cost +4%.

Findings

This case example presents the difficulty of associated enterprises
reporting ongoing losses, and the fact that it is a challenge to obtain data
on intercompany financing activities and the conditions of
intercompany financing.

The developing country in issue has signed the Agreement on Mutual
Administrative Assistance in tax matters, but collecting relevant
information from overseas remains very time-consuming, in particular
as transactions tend to be spread out over several jurisdictions.

Example 7: Copper JV
Facts
A copper mine in Country M is owned and operated by a joint venture

company, JV, organized under the laws of Country M. 45 percent of the
equity interests in JV are owned 45 percent
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to time. Under the agreements, the service fee payments are to be
divided among the three recipients of the payments in proportion to the
equity interests of Companies A, B and C in JV. Country M imposes a 10
percent withholding tax on dividends but has a treaty arrangement with
Country X that provides that service fees are not subject to withholding
tax.

The Country M tax authorities audit the services arrangements between
JV and Companies A, B, and C. They learn that Companies A and B each
provide occasional services of a technical nature to JV. The services are
provided by a combination of employees of Companies A and B and
employees of their respective parent companies. The amount and
nature of the services provided varies substantially from year to year,
but the tax authorities are told that JV has no available information
regarding the costs incurred by Companies A and B in providing the
services and that no specific invoices for particular services are
provided. Instead there is merely a single annual invoice for the 5
percent of revenue payment. The Country M tax authorities learn
further that Company C has never provided services of any kind to JV.

Analysis

The first step in the conducting a transfer pricing analysis of the
relationships between Companies A, B, and C and JV is to accurately
delineate the transactions. In doing so, the Country M tax authorities
determine that there is a service arrangement between Company A and
Company B and JV. However, the amount and nature of services
provided cannot be determined based on the available information. The
Country M tax authorities determine that no services arrangement
actually exists between Company C and JV.

Since there is no evidence of the type and amount of services provided,
the Country M tax authorities determine that without further
information they are unable to determine whether the actual services
provided by Companies A and B satisfy the requirements of the benefits
test described in paragraph B.4.10. of the Manual. They therefore
conclude that, unless further information regarding the nature of the
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supply/demand risks over a very long project life). 14 In return the 10C’s
expect (a) a fair risk/reward relationship; (b) a fair rate of return on
capital; (c) as much certainty as governments can provide with respect
to fiscal and legal terms. Content of the contracts can vary depending on
the prevailing energy prices, demand for hydrocarbons and availability
of funds for investments.

4.1. Upstream, Midstream and Downstream activities

The value chain of production of oil and natural gas commences with
iIdentifying suitable areas to conduct exploration for oil and/or gas, and
continues with “upstream” activities, consisting of exploration,
development and production of crude oil and natural gas (this may
include oilfield related activities such as seismic surveys, well drilling
and equipment supply or engineering). Like ¢
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https://texvyn.files.wordpress.com/2015/09/image001.png

The functions performed, assets used and risk exposure of companies
engaged in the oil and gas industry will differ depending on the type of
contract that the company has entered into with the host country where
the oil and gas reserves are located:

I. In a Concessionary system, the oil company, as licensee, obtains a
lease for a fixed period of time from the government and is responsible
for all investment in and generally owns all exploration output and
production equipment subject to making royalty, tax, and other license
payments to the government;

I1. Under a Production-Sharing contract, the production and reserves in
the ground usually are owned by the State (or the national oil
companies) with which the company has contracted, whereas the
company (fully) funds the development of the oil and gas production.
Part of the produced oil and gas serves as reimbursement for the
company’s investments and part of thh
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consecutive phases that extraction of minerals may involve. Other O&G
industry issues that may be relevant from a transfer pricing
perspectives include:

A. Central Operating Model;

B. Financing cost;

C. Intra-Group guarantees;

D. Cost Sharing;

E. Group Synergies;

F. Charging at cost;

G. Ring fencing

To the extent possible, these issues are listed/identified in Table 1
listing the consecutive phases that extraction of minerals may involve.

4.3. Oil & Gas Industry —specific case examples and issues
encountered

Following is a compilation and series of real life case examples
regarding issues and facts encountered in practice with respect to the
O&G industry.

Example 1: Oil acquired from related companies

Facts

Fuel Company is engaged in the blending and refining of crude oil to
produce fuel that is sold to consumers in Country A. Imported crude oil
Is a very important element required for the production of fuel sold by
Fuel Company.

Fuel Company purchases crude oil from its wholly owned subsidiary,
Shipping Company, which is incorporated in and tax resident of Country
B. Shipping Company purchases crude oil from Sourcing Company,
incorporated and tax resident of Country C (a low tax jurisdiction).

Sourcing Company acquires crude oil from unrelated third parties in
Countries D and E.
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the transactions between Sourcing Company and Shipping Company as
well as between Shipping Company and Fuel Company.

As Sourcing Company and Shipping Company are subsidiaries of Fuel
Company they are controlled companies and should be within the scope
of domestic CFC rules, if those are in place. If applicable CFC rules cover
situations where goods are purchased from third parties located in third
countries for on-sale to the resident country then the profits arising
from those transactions could be imputed to Fuel Company and
included in the taxable income of Fuel Company. These diversionary
rules would tax the full profit of the CFC from the diversionary activities
performed by the CFC.

Example 2: Structure and operations of acompany in the
Petroleum Industry, which could lead to practical transfer pricing
issues

Background

The petroleum industry includes the global processes of exploration,
extraction, refining, transporting (often by oil tankers and pipelines),
and marketing of petroleum products. Petroleum (oil) is also the raw
material for many chemical products, including pharmaceuticals,
solvents, fertilizers, pesticides, synthetic fragrances, and plastics.

Page 48 of 65






E/C.18/2017/CRP.9



E/C.18/2017/CRP.9

Page 51 of 65






E/C.18/2017/CRP.9

own upstream operational companies or independent third parties. The
Trading Company then sells the crude to the operational companies.

The Trading Company also manages the logistics of the entire process
and arranges transportation using either an
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In terms of the direct or on-charged transport costs, the following
should probably be investigated b
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should be compared to the relevant daily market related data of
petroleum products.

Distribution

The operational companies own the refinery and lubricants factory and
have a substantive network of storage tanks and distribution facilities.
The product is sold directly to wholesalers or other oil companies
depending on surpluses or country-by-country agreements. Depending
on local legislation the operational company may own several service
stations to which the refined product is directly delivered via their own
fleet or independent contractors.

Distribution of surplus product

Previously, the Operational Company’s internal marketing department
made sales of surplus petroleum products to non-resident unrelated
companies. This function has now been centralized through Trading
Company 2 located in Country C (a low tax jurisdiction). The
Operational Company informs Trading Company 2 of any surpluses
after which the Trading Company secures buyers on a CIF basis. Trading
Company 2 will then buy the surplus product and ons
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previously hired, even if the drilling equipment is on stand-by and not
currently used.

In issue is whether the price paid for the drilling equipment between
related parties, consistent with the intercompany agreement which is
not adjusted for current market prices, qualifies as being at arm’s
length.

Considerations

The price paid is a consequence of the contract entered into between
parties and the fact that it is difficult to quantify the cost of the risk of
not having the equipment available at the time a drilling campaign
approaches its spud-date in a certain country against the cost of the risk
of oil prices dropping.

The related party which invested in the long term lease arrangement in
the drilling equipment still requests the agreed price whereas the
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concession to conduct E&P activities limits the amount of interest
expense which may be deducted from the taxable tax base.

In the exploration phase it is usually not feasible to obtain loan
financing given the exploration activities are capital intensive and are
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Company A and Company B each initially pay a fee of 50 to Principal
Company for the drilling work undertaken by the service provider. A
further 150 is payable to Principal Company if the drilling is successful.

Findings
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its country a deduction for the proportionate charge of the R&D
activities as they do not see current benefits.

Considerations:

Cost sharing agreements generally consider anticipated benefits and not
only current year benefits, reference is made to
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difference is clearly material, and the tax authorities will need to assess
whether some type of “multiplier” to that fee can be made. They will
also need to consider what additional protections a third party bank
would seek.

An additional consideration could be a finding that for related party
contract guarantees, such as the parent company guarantee in the
example, prevailing practice is that there is generally no charge to the
in-country affiliate for a parent company guarantee.” The basis for not
charging a fee in these circumstances is the guarantee is often viewed as
a requirement for the affiliate (and indirectly, the parent) to qualify for
the contract and is thus just as much a benefit to the parent as to the
affiliate. Alternatively, the parent guarantee is often viewed as simply
the equivalent of an agreement to further capitalize the subsidiary if
needed to meet its obligations, and generally not something for which a
fee is charged.18

17
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