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Disclaimer

The information contained in this booklet can neither be exhaustive nor can it reflect the indi-
vidual circumstances of a specific case. The information provided does not constitute advice
or any other form of legally binding information and solely expresses our interpretation of the
relevant transfer pricing regulations as of November 2009. Any changes in transfer pricing
and tax regulations, business practices, or any other conditions impacting the companies
involved subsequent to this date can naturally not be reflected. Since tax laws are continually
being revised, subsequent legislation and interpretations could significantly affect the transfer
pricing and tax consequences. Neither WTS AG nor any other company that has been con-
tributing to this booklet can therefore guarantee the accuracy and completeness of the con-
tents of this booklet.
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The Transfer Pricing Guide to Central and Eastern Europe
1. Introduction
1.1 Purpose of the TP Guide

The abundance of existing regulations in national tax laws and their frequent changes can be
challenging. Especially in transfer pricing where two (or more) jurisdictions are involved in
every cross-border transaction.

The Transfer Pricing Guide to Central and Eastern Europe ("TP Guide") has been created by
the companies of WTS Alliance as a reference book for practitioners who are seeking for an
overview about the transfer pricing regulations of the countries in Central and Eastern Eu-
rope ("CEE"). It contains transfer pricing relevant information about taxing authority and tax
law, national regulations, documentation requirements, methods, penalties, special consid-
erations, opportunity of advance pricing agreements as well as information about recent and
anticipated developments covering eighteen countries in the CEE region.

In many of the CEE countries, transfer pricing regimes are still developing. Uncertainty pre-
vails where regulations have not been issued yet or where best practice rules still have to
emerge. Taxpayers with cross-border business relations should be aware that the regula-
tions issued by national tax authorities may not (or not yet) be in line with the provisions of
the OECD-Guidelines. Local documentation requirements vary as well as the availability of
certain transfer pricing methods, benchmarking and advance pricing agreements. Also regu-
lations regarding business restructurings may vary: Germany for example has recently is-
sued a regulation on international business restructurings that appears to be unique in the
European Union and impacts on companies with business relocations from Germany to for-
eign jurisdictions.

In case you have any further questions with regard to transfer pricing in your jurisdiction(s)
after reading the information contained in this booklet, please do not hesitate to contact us.

We would like to thank our local Alliance members and cooperation partners for their contri-
butions and their cooperation in the creation of this booklet.
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1.2 About WTS Alliance

WTS Alliance ("Alliance") is a global network of subsidiaries of WTS AG ("WTS") and se-
lected independent tax firms. WTS is the coordinating body of the Alliance. Based upon
strong quality criteria, one partner per country only is selected. In countries where the Alli-
ance is not yet represented, clients” requests are handled by tested cooperation partners.

Table 1: WTS global network of Alliance members and cooperation partners:
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% . w
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= Cooperation Partners

The expertise and the high quality standards of each firm’s personnel combined with proven
working relationships within the network yield a consistent level of excellence and out-
standing client service. WTS Alliance makes it possible to present fast and consistent cross-
border solutions to our clients. In the field of transfer pricing, WTS has Alliance members and
cooperation partners in over 90 countries worldwide.

As transfer pricing issues naturally involve two or more jurisdictions, the members of our
transfer pricing teams have many years of experience in international cooperation within the
Alliance, covering all relevant aspects of transfer pricing ranging from the gathering of rele-
vant country specific information for our clients over full-blown international documentation
projects to the negotiation of international mutual agreement procedures.

As the Alliance mainly consists of small and midsize tax consulting firms, we are able to offer
a competitive range of fees for a highly diverse portfolio of professional international transfer
pricing services.
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1.3 About WTS AG

WTS AG ("WTS") is a rapidly expanding tax consultancy headquartered in Munich, and with
further representation in Germany and abroad. In Germany, WTS has offices in Duesseldorf,
Erlangen, Frankfurt am Main, Gruenwald, Hamburg, Munich and Raubling.

Our consulting activities focus on the area of national and international corporate tax law. In
addition to ongoing tax consulting and training services, we focus in particular on transfer
pricing services, transaction support, global financial services, and advising companies and
groups on VAT issues, as well as expatriate consulting and looking after delegates on an
individual basis.

WTS is a pure tax consulting company that does not provide audit services in order to avoid
possible conflicts arising between consulting and audit.

Today, WTS has more than 400 employees. Our team combines a wealth of experience from
corporate tax departments of multinational enterprises. Former employees of the "Big4"
companies and former employees of the tax authorities complete our team.

Our experts in the field of transfer pricing have gained many years of experience in interna-
tional consulting firms as well as in tax departments of renowned international groups. We
have a practice-oriented approach and develop creative and pragmatic solutions. Finding
practical solutions also means keeping an eye on future developments and the resulting re-
quirements in this field. We support you with the determination of appropriate transfer prices
and the preparation of the necessary transfer pricing documentation, starting with the devel-
opment of internal transfer pricing guidelines to the coaching of employees in charge of
transfer pricing and documentation. For benchmark studies, process control for documenta-
tion systems and the preparation of documentation we can provide you with IT-based solu-
tions. When relocating company functions we assist you with the analysis, evaluation, con-
tractual arrangements and the documentation required. When dealing with cross-border in-
tercompany transactions we also take into account related topics such as secondments,
value added tax and customs duties. We defend your existing systems in external tax audits
as well as in mutual agreement and arbitration procedures.

Our clients are leading international corporations and large, global, mid-sized companies as
well as their subsidiaries in Germany and abroad.

We are working for your future... wherever you are.
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(Additional abbreviations may be introduced in the country specific profiles. These
additional abbreviations only apply to the respective country profile).
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1. Basic Information

1.1 Tax Authority and Tax Law

The Austrian Ministry of Finance (Bundesministerium fur Finanzen "BMF") is the supreme tax
authority in Austria. The BMF drafts decrees and guidelines binding the local tax authorities
but not the courts on the basis of the statutory provisions. The BMF and the local tax authori-
ties are the responsible tax authorities in Austria.

Generally, the Austrian tax law does not contain any specific transfer pricing provisions.
However, Section 6/6 of the Austrian Income Tax Act (Einkommensteuergesetz "EStG") pro-
vides for the application of the arm's length principle in case of a cross-border transfer of
assets or the supply of services both in a PE context and in an associated companies-
situation. Therefore, it is regarded as the domestic statutory provision for the implementation
of the OECD-Guidelines. Additionally, rules regarding informal contributions and constructive
dividends are stipulated in Section 8 (2) and Section 8 (1) of the Austrian Corporate Income
Tax Act (Korperschaftsteuergesetz "KStG").

The Austrian law does not provide for specific documentation requirements with regard to
cross-border transactions. However, according to the Austrian tax administration, the domes-
tic documentation requirements contained in Section 124, Section 131 and Section 138 of
the General Fiscal Code (Bundesabgabenordnung "BAO") have also to be met in cross-
border transactions, whereas these statutory documentation provisions have to be inter-
preted in a way to apply the OECD-Guidelines by analogy. Additionally the Code of Conduct
on transfer pricing documentation for associated enterprises in the European Union ("EU
TPD", 2006/C 176/01), which needs to be viewed in the framework of the OECD-Guidelines,
has to be taken into account for documentation purposes.

1.2  Transfer Pricing Regulations

Currently no legally binding regulations with regard to transfer pricing exist in Austria.

1.3 Adherence to OECD-Guidelines

The Austrian BMF published the OECD-Guidelines (and corresponding updates) in circulars
(AOFV. Nr. 114/1996, 122/1997, 155/1998, 171/2000) which are not legally binding on the
courts or the taxpayers, but on the tax authorities. However, as the Austrian tax law does not
contain any specific transfer pricing provisions, the OECD-Guidelines are of great practical
importance in Austria. Moreover, according to the Austrian tax administration the OECD-
Guidelines have to be taken into account when interpreting the general domestic statutory
documentation provisions.

Please note that generally the standard methods (CUPM, RPM; C+M) still have priority in
Austria. However, due to the developments on the OECD level (proposed revision of chap-
ters I-1ll OECD-Guidelines) it might be expected that the transactional profit methods may be
applied equally in the future.

Austria - 12



(=)
(=
(@)

2. Documentation
2.1 Documentation Requirements

As already mentioned above, the Austrian tax law does not contain any specific documenta-
tion requirements for cross-border transactions between related parties. As regards the defi-
nition of the term "related parties”, reference is made to Art 9 (1) OECD-MC due to the lack
of definition in the Austrian tax law. However, in case of such cross-border transactions the
general documentation provisions as provided for in the Austrian General Fiscal Code (in
particular Section 124, Section 131 and Section 138) have to be met. These provisions are
interpreted for transfer pricing documentation purposes by taking into account the relevant
provisions of the OECD-Guidelines (especially Chapter V).

According to Section 138 (1) BAO, the tax authorities may request the taxpayer to prove or to
accredit the correctness of the statements made in the tax return or other applications. The
tax authority may in this respect request the taxpayer to provide books and records, com-
mercial papers and other documents that are relevant for the determination of the tax base
(Section 138 (2) BAO). According to the Austrian case law, the taxpayer's duty of assistance
to the tax authorities, as indicated in Section 138 BAO, is increased in cross-border situa-
tions, as the investigation possibilities of the tax authorities are more restricted in foreign ju-
risdictions (Austrian Supreme Administrative Court 30.05.1995, 91/13/0248). However, the
duty of assistance is not infringed if it is not feasible for the taxpayer to provide the requested
information. In the context of transfer pricing transactions, the provision of available informa-
tion is defined by the OECD-Guidelines (opinion of the BMF published in the Circular of 1
December 2006, BMF-010221/0626-1V/4/2006).

There is no statutory preparation deadline for the regular transfer pricing documentation al-
though the preparation should be carried out contemporarily. Upon request of the tax authori-
ty, the transfer pricing documentation has to be submitted within an adequate term. Conse-
quently, due to the lack of a statutory submission deadline, it is generally at the discretion of
the tax authority to determine an adequate submission term for the transfer pricing documen-
tation.

2.2 Components

An appropriate transfer pricing documentation should include detailed information as stipu-
lated in the OECD-Guidelines, which complies to a large extent with the documentation re-
quirements stipulated by the EU TPD introducing the Masterfile and Country specific file con-

cept.

Therefore, the following elements should be inter alia included in a transfer pricing documen-
tation in Austria:

e an overview and a general description of the group's organizational, legal and opera-
tional structure;

e a description of the business activity of the taxable entity and its related parties;

Austria - 13
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e a description of special business strategies (if applicable — e.g. in the case of a mar-
ket penetration);

e an explanation of the type of controlled transactions and amounts involved (including
the provision of the corresponding contractual agreements);

e a description of the group's transfer pricing system documenting the arm's length na-
ture of the company's transfer prices;

e a functional and risk analysis;

e a comparability analysis (possibly including a database analysis, which is, however,
not required); and

e a description of the transfer pricing policy and of the chosen pricing method including
appropriate arguments as to why the method has been selected.

2.3 Purpose

If the taxpayer does not provide an appropriate transfer pricing documentation as required by
the general statutory documentation provisions (especially Section 138 BAO, interpreted by
applying the OECD-Guidelines by analogy), the burden of proof of the tax authority is re-
duced. Generally the tax authorities have to prove comprehensively that the figures reported
in the tax return are not correct in order to justify a deviation from the taxpayer’'s statements.
If, however, the taxpayer does not provide an appropriate documentation and therefore in-
fringes his (increased) duty of cooperation, the tax authority may reasonably estimate the
taxable profits according to Section 184 BAO.

Additionally, late payment interests as well as other penalties may be triggered if no appro-
priate documentation is provided (see Point V).

3. Transfer Pricing Methods
3.1  Pricing Methods and Priority

Generally, the transfer pricing methods as defined by the OECD-Guidelines may be applied
in Austria in order to determine an arm’s length price. The taxpayer may generally select a
transfer pricing method as defined by the OECD-Guidelines, whereby the standard methods
(Comparable Uncontrolled Pricing Method "CUPM", Cost Plus Method "C+M" and Resale
Price Method "RPM") still have priority over the Profit Split Method ("PSM") and the Transac-
tional Net Margin Method ("TNMM"). Within the standard methods, the CUPM should be ap-
plied preferentially as it is regarded as the most reliable method with regard to the application
of the arm’s length principle. However, if even after certain adjustments no sufficient data is
available for a comparison of the related transaction with an unrelated transaction, a hypo-
thetical arm’s length comparison using the PSM and TNMM method can be conducted as
well. Furthermore, it is expected that due to the developments at the OECD level the transac-
tional profit methods may be applied equally in the future.

Austria - 14
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The application of global formulary apportionment methods is definitely rejected in Austria.

3.2 Availability of Benchmarking

Regarding the use of databases for transfer pricing purposes, no provisions currently exist in
Austria. However, in practice benchmarking analyses are regularly used by taxpayers as
supporting evidence that the transfer prices applied fall within the arm’s length range. If a
benchmarking analysis is performed, the search process has to be documented in order to
enable the tax authority — which also has access to certain databases (e.g. AMADEUS data-
base by Bureau van Dijk) — to retrace the search strategy.

However, a mere database screening will not be accepted by the tax authority as an appro-
priate transfer pricing documentation. The taxpayer has to verify the results of the ben-
chmarking analysis by applying a "qualitative analysis", examining the results of the analysis
by taking into account all the information which can be derived by the taxpayer with reasona-
ble effort. Therefore, a benchmarking analysis cannot replace an appropriate tax analysis
(including especially a function and risk analysis), but may support the results derived there-
from.

4. Penalties
4.1 Rates and Conditions

The Austrian tax law does not provide for any specific penalties if the transfer pricing docu-
mentation is not provided at all or if an inadequate documentation is provided. Nevertheless,
if no documentation is provided, the tax authority may regard a transaction as not complying
with the arm’s length standard and apply a tax base adjustment based on its own estimation.

If the adjustment leads to an increase of the corporate income tax liability, interests will be
charged on the additional corporate tax payment. According to Section 205 BAO the interest
rate is linked to the official borrowing rate of the European Central Bank (applicable interest
rate since May 2009: 2,38% p/a). Such interest is charged for a maximum period of 48
months.

In the case of an intentional (illegal) tax evasion, a criminal penalty may be imposed under
Section 33 or Section 34 of the Austrian Criminal Tax Law Act (Finanzstrafgesetz "FinStrG")
if the profit adjustment results in an additional tax payment.

Finally, if the tax authority requests the taxpayer to provide further information according to
Section 138 (2) BAO or Section 161 (1) BAO and the taxpayer does not comply with this re-
quest, an administrative penalty of up to EUR 5.000 may be levied in accordance with Sec-
tion 111 BAO in order to enforce the provision of the information requested. However, the
imposition of this administrative penalty is at the discretion of the tax authority and must not
be imposed if the provision of the requested information is impossible or not feasible (Aus-
trian Supreme Administrative Court, 16 February 1994, 93/13/0025).

Austria - 15
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4.2 Reduction or Cancellation of Penalties

Penalties (except for those defined by the Criminal Tax Act) may not be imposed based on
considerations of equity.

The assessment of transfer pricing adjustments is subject to the general limitation period of 5
years (Section 207 (2) BAO), starting with the end of the year in which the tax liability arose.
Under certain circumstances, this limitation period may be renewed, whereas the absolute
period of limitation amounts to 10 years (Section 209 (3) BAO). In the case of evasion or
fraud, the limitation period amounts to 7 years.

5. Special Considerations
5.1 Business Restructurings

In Austria, no specific provisions regarding the relocation of business functions exist. There-
fore, if business functions are transferred from Austria to other countries, the general provi-
sions (e.g. with regard to the sale of an operating unit, possible exit taxation, etc.) apply.

Additionally, according to the Austrian tax administration, the OECD Discussion Draft on
"Transfer Pricing aspects of Business Restructurings” has also to be taken into consideration
in the event of the transfer of business functions (EAS 2987, 23 July, 2008). Based on the TP
Aspects, the Austrian tax administration intends not only to tax the transfer of tangible and
intangible assets (including a potential goodwill), but also the loss of potential future profits.
However, it should be stressed that no case law exists in Austria in this respect.

5.2 Tax Return Disclosures

No specific tax return disclosures are required from the taxpayer.

5.3 Competent Authority

If the taxpayer disagrees with the adjustment of the transfer prices as proposed by the tax
authorities in the course of an audit or as assessed by the tax authorities, he may file an ap-
plication requesting the initiation of a mutual agreement procedure based on Art 25 OECD-
MC. The competent authority in Austria for initiating mutual agreement procedures is the
Ministry of Finance. The respective double tax treaty may stipulate time limits for filing the
application.

If the application for the initiation of a mutual agreement procedure based on Art 25 OECD-
MC is filed after the tax has been assessed, the payment may be suspended.

Austria - 16
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5.4 Other Considerations

Management fees paid by an Austrian subsidiary to its parent company abroad are generally
deductible for tax purposes in Austria. However, deductibility depends on the respective
management services effectively rendered by the parent company as mere shareholder
costs may not be deducted at the level of the Austrian subsidiary.

Even though the Austrian tax administration generally follows the interpretation of the term
"shareholder costs" as defined by the OECD-Guidelines, an analysis on a case by case ba-
sis taking into account the services actually rendered should be implemented, as only gener-
al principles exist and no appropriate case law regarding the deductibility of management
fees is available yet.

6. Advance Pricing Agreements
6.1 APA Opportunity

The Austrian tax law does not contain any specific procedural rules regarding APAs. Howev-
er, based on Art 25 OECD-MC, bilateral or multilateral APAs are generally available in Aus-
tria. The Austrian Ministry of Finance is the competent authority for negotiating and conclud-
ing bilateral APAs. If a bilateral APA is concluded, the local Austrian tax authority is generally
obliged to implement the results of the APA. However, the taxpayer may reject the imple-
mentation of the APA. In practice hardly any APAs were initiated in Austria so far.

6.2 APA Filing Fees

Currently no fees are levied by the Austrian tax administration if an APA is conducted.

7. Developments

Currently it is expected that the BMF will release specific Austrian Transfer Pricing Guide-
lines for the first time which should be applicable as of 2010 and should generally follow the
OECD Guidelines. These Austrian Transfer Pricing Guidelines will only be published as a
statement of practice by the BMF and will therefore generally not be legally binding on the
courts or the taxpayers, but on the tax authorities. However, due to the lack of specific statu-
tory transfer pricing provisions, these Austrian Transfer Pricing Guidelines will be of great
practical importance.

Austria - 17



Transfer Pricing in Bosnia and Herzegovina



(=)
(=
(@)

1. Basic Information
1.1 Taxing Authority and Tax Law

The State of Bosnia and Herzegovina ("BaH") consists of two entities: The Federation of BaH
and the Republic of Srpska. Therefore, there are two Ministries of Finance (Ministarstvo Fi-
nansija) which have to be considered as the supreme authorities for finance issues. The Min-
istry of Finance of the Federation BaH is located in Sarajevo, while the Ministry of Finance of
the Republic of Srpska is located in Banja Luka.

Relevant regulations on transfer pricing are contained in the Income Tax Act (Porez na dobit
FBiH) of the Federation BaH (articles 45 — 48), where also the arm's length standard is
adopted. The law has been recently changed; the actual version is effective from 01 January,
2008 on.

For the Republic of Srpska the relevant regulations are contained in the Income Tax Act
(Porez na dobit RS - article 9) and its by-law (articles 38), where the arm's length standard is

also adopted. The law has been changed recently; the actual version is effective from 01
January, 2007 on.

1.2  Transfer Pricing Regulations

There are no specific Transfer Pricing Regulations other than the above mentioned Tax Laws
and accompanying by-laws.

Neither in legislation nor in tax audits has transfer pricing been a major topic yet.

1.3 Adherence to OECD-Guidelines

Bosnian tax authorities do not comment on the question whether the local transfer pricing
laws are in line with the OECD-Guidelines.

However, in the Federation of BaH the Comparable Uncontrolled Price Method has priority
according to article 47 of the by-law to the Income Tax Act. The cost plus method may only
be applied when no comparable prices are available. Other methods are not mentioned.

The by-law to the Income Tax Act in The Republic of Srpska is more detailed. It also gives

priority to the CUPM over profit oriented methods which may only be used, if the application
of the standard methods would not yield satisfying results.

2. Documentation
2.1 Documentation Requirements

In Bosnia and Herzegovina national and international transactions with related entities have
to be documented. While regulations in the Federation BaH require the taxpayer to fill out an
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annex to the fiscal balance sheet containing all transactions between related parties with
actual and comparable prices, the Republic of Srpska requires these additional data to be
disclosed in an annex to the corporate income tax return. The difference in wording has no
practical impact.

In the Federation BaH the taxpayer is considered to be related to an entity as per the control
concept.

In the Republic of Srpska the taxpayer is considered to be related to an entity, if this entity
owns (directly or indirectly) a participation of at least 10% in the taxpayer’s capital. The con-
trol concept does not apply.

The tax authorities did not issue guidelines on the application of the documentation require-
ments contained in the Profit Tax Acts and the by-laws.

The documentation is to be written in one of the official languages of BaH (Bosnian, Croatian
or Serbian).

The preparation deadline for the transfer pricing documentation is the deadline for the filing

of corporate income tax returns which means that the documentation has to be submitted by
the end of March following the relevant calendar year.

2.2 Components

No details available.

2.3 Purpose

Fees and severe penalties may apply in case the documentation requirements are not met
(on time).

3. Transfer Pricing Methods
3.1  Pricing Methods and Priority

Please refer to Section 1.3.

3.2 Availability of Benchmarking

Benchmarking studies are not available in BaH.
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4, Penalties

41 Rates and Conditions

If transfer pricing documentation is not provided, or the documentation is unusable, or the
documentation is not delivered on time, the transfer prices are estimated in the Federation

BaH as well as in the Republic of Srpska.

Additional penalties for tax evasion may apply.

4.2 Extent of Enforcement

Under the current penalty regime, transfer pricing penalties seem not to be enforced severely
in practice.

4.3 Reduction or Cancellation of Penalties

Not applicable.

5. Special Considerations
5.1 Business Restructurings

No specific regulations regarding business restructurings have been introduced in BaH.

5.2 Tax Return Disclosures

Please refer to § 1.3.

5.3 Competent Authority

Before paying tax, the taxpayer may go to a competent authority ("CA") when the amount of
the proposed adjustment is communicated. The taxpayer may also submit an application
during the tax audit and before the assessment.

5.4  Other Considerations

As there are two tax authorities in the country that do not co-operate very closely relevant
information and data regarding international taxation and transfer pricing are not kept in a

central database.

Management fees are generally deductible, but they are subject to withholding tax (10 %)
provided that an international tax treaty does not indicate otherwise.
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The level of interaction between tax and customs authorities is quite low because there is
only one state customs authority while there are two tax authorities (except for VAT).

6. Advance Pricing Agreements

APAs are not available in Boshia and Herzegovina.

7. Developments

Recent changes have resulted in the new corporate income tax acts described above. No
further developments are expected for the time being.

Bosnia and Herzegovina - 22
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1. Basic Information
1.1 Taxing Authority and Tax Law:

The Bulgarian Ministry of Finance and the Minister of Finance are the supreme state authori-
ties for financial issues. One of the subordinate state authorities which are subordinate to the
Minister of Finance is the National Revenue Agency ("NRA"). The Ministry of Finance, in par-
ticular NRA, are the responsible authorities for taxation issues in Bulgaria.

Relevant regulations on transfer pricing are contained in paragraph 1 of the Supplementary
provisions of the Bulgarian Tax Insurance Procedure Code ("TIPC") where the arm’s length
standard is defined; the actual version is effective as of 01 January 2006 onwards.

Provisions on transactions between related parties and the prevention of taxation avoidance
are set out in Part 1, Section 4 of the Corporate Income Tax Act ("CIT Act"); the definition of
the hidden distribution of profit is provided for under paragraph 1 of the Additional provisions
of the CIT Act (effective date 01 January 2007).

1.2  Transfer Pricing Regulations

1.2.1 Legally Binding Regulations

Tax authorities may adopt legally binding regulations on transfer pricing issues only if they
are entitled under the provisions of applicable law.

The formal act issued by the Minister of Finance concerning transfer pricing is the Regulation
on Implementing Market Pricing Methods which is in force as of 19 August, 2006 (the "Regu-
lation"). As already specified, the Regulation further clarifies the transfer pricing methods
adopted on the grounds of the TIPC (cf. paragraph 1 of the Supplementary provisions).

1.2.2 Letters of the Tax Administration

NRA publishes circulars (i.e. official letters) which are neither legally binding on the taxpayers
nor on the courts, but rather aim to provide an equal interpretation and application of the
binding law. These official circulars also set out the position of the tax administration on con-
crete issues.

However, neither letters nor circulars on transfer pricing documentation or relevant issues
have been issued yet.

1.3 Adherence to OECD-Guidelines

In general, the Bulgarian transfer pricing regulations are in line with the OECD-Guidelines.

However, the transactional profit method and the distributed profit method may be used only
when the application of the so-called standard methods would not lead to satisfying results.
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2. Documentation
2.1 Documentation Requirements

2.1.1 General Comments

At present, the applicable Bulgarian regulations do not provide for explicit rules on transfer
pricing documentation requirements. The issue has been subject to public discussions re-
cently and it has been recommended that the Bulgarian tax authorities would need to adopt
principal guidelines and instructions on transfer pricing documentation requirements. To this
end, the Code of Conduct on transfer pricing documentation for associated enterprises in the
European Union ("EU TPD"), adopted by the EU Council on 27 June, 2006, should be taken
into consideration.

However, since the EU TPD could neither be deemed legally binding on the tax authorities
nor on the taxpayers.,its provisions may only be used by the taxpayer as a general guide on
the transfer pricing documentation. As a consequence, the Bulgarian tax authorities may
further specify the scope of transfer pricing documentation to be kept by the taxpayer on the
basis of the EU TPD. They may also require additional information in case of tax audits.
Please keep in mind that the tax authorities have not adopted explicit regulations on transfer
pricing documentation yet.

Practical experience of the tax authorities with respect to transfer pricing issues is still insuffi-
cient due to the fact that the general rules and regulations on transfer pricing methods need
to be further developed, modified and implemented.

During tax audits, the taxpayer is usually required to provide documentation and other rele-
vant information concerning the period under review within 7 to 14 days. However, this dead-
line may be extended. In case the documentation is not written in Bulgarian language, the tax
administration may require an official translation of the documents to be provided.

2.1.2 Relationship Threshold

The TIPC provides a definition of the notion of related parties (cf. § 1 of the Supplementary
provisions). "Related persons" shall be:

(a) the spouses, the relatives of direct line of descent, collateral relatives — up to the third
degree included; and the relatives by marriage — up to the second degree included,
the persons who live in joint household (for the purposes of Art. 123, paragraph 1);

(b) an employer and an employee;

(©) the partners;

(d) a person who participates in the management of the other person's company or in
the other person's subsidiary company;
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(e) the persons in whose managing or controlling body participates one and the same
legal entity or natural person, including cases where the natural person represents
another person;

)] a company or a person who owns more than 5% of the stakes or shares issued with
a right of vote of the company;

(9) a person who exercises control over another person;

(h) persons whose activity is controlled by a third person or his subsidiary company;
0] persons who have joint control over a third person or his subsidiary company;

0] a person who is a trade representative of the other person;

(k) a person who has made a donation to the other person;

0] persons participating directly or indirectly in the management, the control or the capi-
tal of another person(s).

When a taxpayer is engaged in a transaction with related persons, in case of a tax audit
he/she shall be obliged to prove his compliance with the market price and to account for any
discrepancy. This may include the submission of all the relevant documents of the foreign
company (cf. article 116 of the TIPC).

Generally, when the transactions involve a foreign person, it shall be considered that the
relations are between related persons, if:

(a) the foreign person is registered in a country which is not a member State of the EU,
and in which the due income or corporate income tax, which the foreign person has
realized or shall realize as result of the transactions, is more than 60 % lower than the
Bulgarian income or corporate tax, unless the audited person submits evidences, that
the foreign person owes tax, which is not an object of preferential regime, or that the
foreign person has realized the commadities or has provided the services at the local
market price;

(b) the country, in which the foreign person is registered, refuses or is not able to

exchange information regarding the implemented transactions or relations, when
there is a concluded and enforced international tax agreement.

2.2 Components

Currently the applicable regulation does not provide for specific rules about the contents of
the transfer pricing documentation.

2.3 Purpose

The transfer pricing documentation should be kept in view of the tax authorities’ right to re-
quire evidence, documentation and explanations in writing for tax audit purposes. If the taxa-
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ble person fails to provide the required documentation, the tax administration shall be consi-
dered as being right and shall perform potential adjustments at its own discretion.

3. Transfer Pricing Methods
3.1  Pricing Methods and Priority

In general, the applicable Bulgarian regulations provide for the Comparable Uncontrolled
Pricing Method (CUPM), the Resale Price Method (RPM), the Cost Plus Method (CPM), the
Profit Split Method (PSM) and the Transactional Net Margin Method (TNMM) for the purpos-
es of estimation of the market prices.

However, the Regulation defines the priority of the first three standard methods (i.e. the
CUPM, the RPM and the CPM). In case these do not lead to the intended results, then the
other two methods should be applied.

The Regulation further specifies that if the use of a single method does not provide a result
complying with the arm's length principle, a combination of two or more methods may be
accepted.

3.2 Availability of Benchmarking

The Bulgarian tax administration neither uses a general database nor provides benchmark-
ing analyses. Nothing indicates that benchmarking studies would be accepted by tax authori-
ties.

4. Penalties
4.1 Rates and Conditions

The general rule of article 15 of the CIT Act indicates that if related persons enter into com-
mercial and financial relationships under terms affecting the amount of profit and income,
and which differ from the terms between non-related persons, the taxable profit and income
accruing to the said related persons shall be determined and taxed under the terms which
would have arisen between non-related persons.

Additional penalties for tax evasion may be applied in accordance with Section 6 of the CIT
Act.

The Bulgarian legislation in force does not provide for specific administrative penalties for
noncompliance with the transfer pricing documentation requirements. Therefore, at present,
only a general administrative sanction for non-cooperation (including the non-provision of
documentation and information upon request) with the tax authorities (e.g. in case of tax au-
dits) might currently be imposed. According to article 273 of the TIPC, the administrative pe-
nalty in this case might amount up to EUR 250.
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4.2 Extent of Enforcement

When the regulation on transfer pricing documentation is introduced, the administrative pe-
nalties regime will be further developed and be subject to future regulation.

4.3 Reduction or Cancellation of Penalties

In accordance with the TIPC, procedures for tax assessment and the determination of tax
liabilities may be applied within up to five years from the year of submission of the tax return
(or respectively the year in which the tax return should have been filed).

5. Special Considerations

5.1 Business Restructurings

The CIT Act contains regulations on the taxation regime to be applied to company transfor-
mations. No specific rules concerning the relocation of business functions have been intro-
duced.

5.2 Tax Return Disclosures

The taxpayer is required to enclose in the annual corporate income tax return a copy of the
auditors report and a copy of the annual financial statements of the company.

5.3 Competent Authority

As per article 92 of the CIT Act the taxpayer is required to submit an annual CIT return be-
fore 31 March of the year following the year for which tax is due. However, if differences
were to arise between the annual financial statements attached to the tax return and those
certified by the registered auditors, resulting in differences in the taxable income, the taxpay-
er has until 30 June of that year to submit a corrective declaration. The grounds for the dif-
ferences shall also be disclosed. This declaration may ensure the adjustment of the taxable
income and the resolution of the tax liability.

5.4  Other Considerations
Management fees paid to foreign persons (legal entities) that are related to the management

and control of a Bulgarian legal entity are subject to withholding tax. They are generally de-
ductible.
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5.5 Cooperation with Other Authorities

For audit and control purposes, the Bulgarian tax administration has recently developed suc-
cessful practices of cooperation and interaction with other competent authorities, among
them the Bulgaria Customs Agency and its competent authorities.

6. Advance Pricing Agreements
6.1 APA Opportunity

At present, APAs are not available in Bulgaria. However, the transfer pricing regulations will
be subject to further developments and the tax administration will certainly broaden its prac-
tices based on the applicable laws and on the recommended models and standards of the
OECD.

7. Developments

In view of the lack of explicit regulation, it is expected that detailed rules and guidelines on
transfer pricing documentation will be adopted by the tax authorities in the near future in or-
der to implement the model recommendations of the EU TPD and of the OECD-Guidelines.
The issue was subject to discussions and consultations that have been initiated by the Na-
tional Revenue Agency experts and representatives of Bulgarian companies in the beginning
of 2009.
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1. Basic Information

1.1 Taxing Authority and Tax Law

The Ministry of Finance and the Tax administration, which is the administrative organization
within the Ministry of Finance, are the supreme authorities for taxation issues. Relevant
Transfer pricing provisions are contained in the Corporate Income Tax Law and Corporate
Income Tax Regulations.

1.2  Transfer Pricing Regulations

Article 13 of the Corporate Income Tax ("CIT") Law contains the provisions related to transfer
pricing issues. This law is effective as of 01 January, 2005. Prior to that date, the former CIT
Law only contained basic provisions concerning related party transactions.

1.3 Adherence to OECD-Guidelines

Croatian transfer pricing provisions contained in the current CIT Law are fully in line with the
provisions and recommendations of the OECD-Guidelines.

2. Documentation

2.1 Documentation Requirements:

Croatian CIT legislation defines related parties as follows: related parties are independent
companies where one company has more than 50% of the other company's shares, or has a

direct or indirect majority in the other company’s shareholding rights.

Transfer pricing documentation must be prepared prior to the transactions in question and
must be available to the tax authorities upon request.

The law specifies that the documentation has to be prepared and submitted to the tax author-
ities in Croatian language. However, we are aware of cases where the tax authorities ac-
cepted documentation in English language.

All business transactions between related parties, where one of them is a resident and the
other is a non-resident, are affected by the transfer pricing regulations.

2.2 Components

According to Section 13 of the CIT Law and to Section 40 of the CIT Regulations, a transfer
pricing documentation should:

1. describe the reviewed information, methods and analysis conducted in order to set
the transfer prices and choose the most appropriate method,;
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2. identify the selected method and explain why this method has been selected;

3. document the assumptions and assessments made to ensure the arm’s length cha-
racter of the transactions (including compatibility, functional analysis and risk anal-
ysis);

4, document all calculations made during the application period of the selected method

with relation to the taxpayer, and the companies deemed comparable;

5. link the current documentation to the documentations of the previous years in an ap-
propriate way, in order to account for any adjustments realized due to material
changes in the relevant facts and circumstances;

6. document any element which specifies the basis used to determine the transfer pric-
ing, or which supports the transfer pricing applied, or which is mentioned in the trans-
fer pricing analysis.

2.3 Purpose

The business transactions between related parties and the corresponding transfer prices will
only be accepted by the Croatian tax authorities if they are complying with the arm's length
principle.

If transfer prices/cost allocations are successfully challenged during a tax audit, the tax au-
thorities may adjust (i.e. increase) the tax base according to the difference between the
agreed prices and market prices. In addition, the tax authorities would charge a penalty in-
terest amounting to 14% of the amount of underpayment per year, as well as penalties rang-
ing from HRK 1,000 to HRK 200,000 (approx. EUR 140 to EUR 28,000).

Finally, as cross border intercompany service fees generally require reverse charged VAT to
be assessed and then reclaimed by the Croatian recipient of the service, if the tax authority
successfully challenges the deductibility from a CIT point of view due to transfer pricing is-
sues, they will usually also challenge the possibility of a VAT reclaim (22% VAT rate). In such

a case, the tax authorities would also charge a penalty interest amounting to 14% of the
amount of over claimed VAT per year.

3. Transfer Pricing Methods
3.1  Pricing Methods and Priority

The CIT Law indicates a number of methods that entrepreneurs may use in order to deter-
mine whether they comply with the transfer pricing regulations or not:

» Comparable uncontrolled price method ("CUPM");
* Resale prices method ("RPM");

* Cost plus method ("C+M");
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* Profit split method ("PSM"); and
* Transactional net margin method ("TNMM");
» Comparable profit method ("CPM").

The comparable uncontrolled price method has priority over other methods and should be
used whenever possible.

3.2 Availability of Benchmarking

Depending on the method used for the transfer pricing analysis, a benchmarking analysis
may be included in the transfer pricing documentation.

The benchmarking study should be based on Croatian companies as far as possible. In cas-
es where data on such companies is missing or is not adequate, the study should include
companies of similar profile, similar size and similar activities operating in a similar environ-
ment (i.e. neighboring countries).

Croatian companies and the tax authorities most frequently use Bureau Van Dijk’s "Ama-
deus" database as it contains more relevant data on Croatian companies than most of the
rival databases.

4. Penalties
4.1 Rates and Conditions

If the Croatian tax authorities successfully challenge the transfer prices applied and increase
the tax liability based on the increased tax base, they will also charge penalty interest at the
statutory rate of 14% p.a. In addition, penalties ranging from HRK 1.000 to HRK 200,000
(approx. EUR 140 to EUR 28,000), will also be charged to the company based on the severi-
ty of misdemeanor, while the responsible natural person within the company ("usually the
director") will be penalized in the range from 500 HRK to 20,000 HRK (approx. EUR 70 to
EUR 2,800).

4.2 Extent of Enforcement

Transfer pricing is a relatively new issue in Croatia and the tax authorities have not started to
challenge transfer prices on a large scale yet. The Croatian tax authorities currently tend to
disallow the complete transaction if they conclude based on the lack of documentation that
the service performed by the foreign related party was not received by a Croatian entity (i.e.
the transaction is treated as a hidden transfer of profit).
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4.3 Reduction or Cancellation of Penalties

Currently, the statute of limitations on transfer pricing assessments in Croatia is 3 years
(relative statutory limitation period) or 6 years (absolute statutory limitation period).

In addition, if the company disagrees with the tax authorities' conclusions, the company can
appeal to Tax Authorities and initiate a legal proceeding.

5. Special Considerations

5.1 Business Restructurings

No specific regulations regarding business restructuring were introduced in Croatia. How-
ever, Croatian company law and Croatian CIT legislation incorporate limited provisions re-
lated to business restructurings. Otherwise, IFRS and CFRS (a simplified version of IFRS for
small and medium sized entrepreneurs) are applied.

5.2 Tax Return Disclosures

In its tax return the taxpayer must disclose the prices that have been agreed with related
parties that exceed the market prices (i.e. for example hidden profit transfers, excessive in-
terests, etc).

5.3 Competent Authority

It is possible to contact a competent authority before paying taxes.

5.4 Other Considerations

The Croatian tax authorities can exchange information with tax authorities of other countries
and use secret comparables.

Management fees are generally deductible, but are often under enhanced scrutiny due to the
fact that these often involve hidden distributions of profit. Unlike business consultancy and
advisory fees, management fees are per se not subject to withholding tax. Therefore, if the
Tax Authorities estimate that the management services under review involve business advi-
sory services, they will assess the corresponding withholding tax.

The Croatian tax authorities and Croatian customs authorities are both under the jurisdiction

of the Croatian Ministry of Finance and their interaction is on a high level both operationally
and structurally.
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6. Advance Pricing Agreements

APAs are not available in Croatia.

7. Developments

The Croatian transfer pricing legislation is not very detailed yet, and in most cases when de-
tailed guidance is needed, we have to revert to the OECD-Guidelines. Recently, work was
initiated on the preparation of more detailed TP regulations, but no information was released
as to when this would be implemented.
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1. Basic Information
1.1 Taxing Authority and Tax Law

The Ministry of Finance of the Czech Republic (Ministerstvo finance, "MF") is the supreme
authority for finance issues. In 1995, the Central Financial and Tax Directorate ("CFTD") was
established as the central body of the Czech Tax Administration by decision of the Minister of
Finance and became a Section of the Ministry of Finance. The CFTD is an integral part of the
Ministry of Finance and is in charge of the management of the Territorial Financial Authorities
implemented on 1 January, 1991 by the Act No. 531/1990 Sb., on the Territorial Financial
Authorities. The Territorial Financial Authorities are composed of 8 Financial Directorates in
charge of 200 Tax Offices.

Relevant regulations on transfer pricing are contained in Act No. 586/1992 Sb., on Income
Taxes ("ITA") and in Guidance D — 258, Guidance D — 292 and Guidance D — 293.

1.2  Transfer Pricing Regulations
1.2.1 Legally Binding Regulations

Tax authorities can only issue legally binding regulations on transfer pricing if they are for-
mally empowered by explicit provisions in an act.

The main legal regulation on transfer pricing in the Czech Republic is the amended ITA,
which became effective on 1 January, 1993. Related persons are defined in Section 23 8§ 7 of
ITA - persons associated economically, personally or in any different way. The same Section
states the tax auditor's right to adjust the taxpayer’s tax base. This right can be exercised
when prices agreed between related persons differ from prices agreed between independent
persons in current business relations under the same or similar terms without such differenc-
es being properly documented.

ITA also contains some other fragmentary regulations related to transfer pricing, especially
Section 25 (1) w exposing the thin capitalization rules, Section 35a (2) d concerning invest-
ment incentives and Section 38nc concerning APAs.

1.2.2 D - Guidance Issued by the Ministry of Finance

The Ministry of Finance issues D Guidances which are neither binding on the taxpayer nor
on the courts, but only on the tax authorities themselves. The principles contained in the D
Guidances basically follow the principles laid down by the OECD-Guidelines. However, these
principles are neither directly implemented in tax laws nor is there any direct reference to
them in the Czech tax laws. Nevertheless, they are binding on the tax authorities in order to
achieve equal interpretation and application of tax regulations. They also indicate the position
of the tax authorities on the respective subject(s).

e Guidance D — 258 issued by the Ministry of Finance with respect to the application of
international standards in taxation to transactions between associated enterprises —
transfer pricing (MF, Issue No: 491/1554/2004, applicable as of 1 January, 2004 as
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amended on 13 April, 2006). The issuance of this methodology guidance aims at as-
suring a unified approach to the taxation of the transfers of goods, intangible assets
and services within multinational enterprises both by the tax administration and tax-
payers. This guidance is based on the principles laid down by the OECD-Guidelines.
The main purpose of guidance D — 258 is to lay down basic principles regarding
transfer pricing, the methods used for transfer pricing purposes, the relevant docu-
mentation and the subsequent adjustment of profit.

e Guidance D — 292 issued by the Ministry of Finance in respect of Section 38nc of the
Income Tax Act — concerns the binding consideration over the procedure related to
the conclusion of advance pricing agreements (MF, Ref. no.: 39/116 680/2005-393
and 39/105 193/2007-393, applicable as of 1 January, 2008). This Guidance deals
with the procedure for the conclusion of APAs in general, details the requirements for
their application and states other relevant information.

e Guidance D — 293 issued by the Ministry of Finance in respect of the scope of trans-
fer pricing documentation (MF, Issue no.: 39/116 682/2005 — 393, applicable as of 19
April, 2006). It deals with the scope of the transfer pricing documentation. This Guid-
ance essentially meets the conditions laid down by the EU.

1.3 Adherence to OECD-Guidelines

From the Czech tax law's point of view, the OECD-Guidelines are not legally binding docu-
ments. Nevertheless, they are considered as very effective documents. Mainly, their signifi-
cation is binding for the interpretation of International Double Taxation Treaties ("DTT").
Generally, the Czech tax authorities consider the Czech transfer pricing laws to be in com-

pliance with the OECD-Guidelines. However, in the Czech Republic, ITA and the methodolo-
gy guidance have priority.

2. Documentation

2.1 Documentation Requirements

Guidance D — 293 deals with the scope of the transfer pricing documentation.

In the Czech Republic, neither international nor national transactions with related entities
have to be documented. However, the Ministry of Finance issued recommendations concern-
ing the scope of a transfer pricing documentation. Hence, a transfer pricing documentation
shall only be used as supporting evidence.

For transfer pricing purposes, related persons shall mean persons related through capital or
otherwise. The taxpayer is considered to be related through capital if one person directly or
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indirectly holds at least 25% in another (one or more) person’s registered capital or voting
rights. The taxpayer is considered to be otherwise related with another person in five cases:

e participating in the management or control of such person;

e being managed or controlled by the same person or close persons;

e Dbeing a controlling or controlled person in the sense of the Commercial Code (having
a direct or indirect influence on management or commercial activity of another person
in law or in fact);

e being close persons; or

e having established a legal relationship predominantly for the purpose of reducing their
tax base or increasing their tax lose.

The documentation shall be written in Czech due to the tax auditor's right to act in Czech and
to ask for relevant documentation in Czech language. However, the taxpayer can file an ap-
plication asking for permission to deliver the documentation in a different language.

As the maintenance of a transfer pricing documentation in the Czech Republic is not manda-
tory, no deadline exists for the preparation of such transfer pricing documentation. However,
the taxpayer may be asked to present transfer pricing documentation to the tax authority in
the following cases:

¢ when the tax authorities assess his tax liability during a tax audit,

e when applying for a binding consideration under Section 38nc of ITA — Binding con-
sideration with respect to the transfer pricing between associated enterprises,

e when initiating a mutual agreement procedure under Article 25 of bilateral Double
Taxation Treaties ("DTT") which may lead to the presentation of a case to the Arbi-
trary Commission under the provisions of the Arbitration Convention.

In such cases, the terms for the presentation of the transfer pricing documentation shall meet
the provisions of Act no. 337/1992 Sb., on administration of taxes, as amended ("AAT").

2.2 Components

According to Guidance D — 293, transfer pricing documentation has to include the following
items:

1. Information concerning the group (possibly Master File) - description of business activities,
description of the complete ownership and organizational structure of the whole group, in-
formation on associated enterprises engaged in transactions including an overview of fi-
nancial results of associated enterprises involved, allocation of functions within the group,
allocation of risks, overview of intangible property ownership (licenses, patents, know-how
etc.) and flows related to license fees, overview of the transfer pricing policy implemented,
list of cost contribution arrangements concluded, overview of advance pricing agreements
entered into by the associated enterprises (binding consideration issued), commitment of
the company to submit other evidence within reasonable time if the presented information
about the group is insufficient etc. If some of the above mentioned facts are expected to
change in the near future, such changes should also be mentioned and accounted for.
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2. Information concerning the company - precise description of business activities, complete

ownership and organisational structure, financial results of previous years and corres-
ponding financial indicators, strategies adopted etc.

3. Information concerning the transactions - precise description of the subject of the transac-

tions (i.e. precise description of goods and services traded), financial and trading terms,
all relevant agreements and contracts entered into by the enterprises concerned, volume
of the transactions, functions and risks associated to the transactions concerned etc. In
case of transactions involving intangibles (management and marketing services, consul-
tancy etc.), it is necessary to describe the characteristics of the services provided in a de-
tailed way to identify the purpose of the services and the expected benefits arising from
them.

. Information concerning other circumstances affecting the transactions - the company’s

marketing strategy, specific economic conditions of the market, specific legislation etc.

5. Information concerning transfer pricing methods used - an explanation of the selection and

application of the transfer pricing methods, explanations of why a particular way of pricing
has been selected, information concerning comparable transactions (internal ones within
the group and/or external ones between two comparable independent enterprises); com-
parability analysis. Intra-group transactions are suggested as a source of information by
both D-Guidances, as the burden of proof is on the side of the taxpayer, it is always con-
venient to provide as much evidence as possible. However, intra-group transactions can-
not serve as a base for comparability analysis as in the OECD-Guideline. The tax authori-
ty can also compare the intra-group transactions to the conditions made for each transac-
tion. Those shall be equal for all the parties.

However, in some cases a tax auditor may require the provision of other documents than
those mentioned above. Such a situation where the tax authorities require documents ex-
ceeding the recommendations of the Guidance D - 293 should only happen in exceptional
cases.

2.3 Purpose

The main purpose of Guidance D - 293 is to implement common and partially centralised
principles in respect of transfer pricing positions adopted by the Code of Conduct on Transfer
Pricing Documentation for Associated Enterprises in the EU ("EU TPD") and by the OECD-
Guidelines as well.

3.

Transfer Pricing Methods

3.1 Pricing Methods and Priority

In general, the Czech tax authorities accept the Comparable Uncontrolled Pricing Method
("CUPM"), the Cost Plus Method ("C+M"), the Resale Price Method ("RPM"), the Profit Split
Method ("PSM") and the Transactional Net Margin Method ("TNMM").
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The selection of the relevant method depends on the performed analysis. It is impossible to
determine beforehand which method should be used. The appropriateness of each method
must be assessed, namely taking into account the available information about comparable
transactions as well as the necessity of performing adjustments in order to determine correct
transfer prices. In this respect, the guidance D - 258 recommends to proceed from the sim-
plest to the most complicated method (i.e. from CUPM to TNMM) in the following sequence:
CUPM, C+M or RPM at the same level, PSM and TNMM. Considering the simplicity of use
and greater probability of obtaining information about comparable conditions, it would be
reasonable to prefer traditional transactional methods, i.e. CUPM, C+M and RPM. If sufficient
information is not available and none of the traditional transactional methods can be used,
profit methods, namely PSM or TNMM, will be used.

3.2 Availability of Benchmarking

In Czech tax law, no specific rule requires that taxpayers present transfer pricing documenta-
tion, although Section 31 of AAT, namely paragraph 9, stipulates: "Taxpayer shall present
evidences of all facts he is obligated to state in the tax return, reporting and accounting doc-
uments, or required by the tax auditor in the course of a tax assessment procedure"”. That
means that the burden of proof mostly lies with the taxpayer. Therefore, the tax auditor may
require the taxpayer to provide evidence and plausible explanations of the transfer pricing
applied in accordance with the arm’s length principle. Within the framework of the transfer
pricing audit, the taxpayer is obliged to demonstrate how the prices have been set-up, and
whether they have been set up in a way that third-parties would. If the company fails to meet
this obligation, the tax authority may apply the provisions of Section 23 (7) of ITA against the
company.

Generally, a database screening could be used as evidence in order to support the transfer
pricing policy applied. However, the relevant circumstances shall be documented with all
information available to the taxpayer and the tax authorities shall have the opportunity to veri-
fy such information. Pan-European benchmarks are often accepted by the Czech tax authori-
ties. For example, the AMADEUS database by Bureau van Dijk is often used for benchmark-
ing analyses involving other European companies.

4, Penalties
4.1 Rates and Conditions
As the D Guidances are only binding on tax auditors, no penalties apply for the non com-

pliance with the recommendations laid down in the D Guidances. Penalties may occur in
case of tax evasion — a penalty in the form of interest payments on tax arrears may be levied.

4.2 Extent of Enforcement
The tax authorities focus on transfer pricing issues during tax audits. Moreover, each tax

audit must include a review of transfer pricing issues. The tax authorities commonly use the
Amadeus database.
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4.3 Reduction or Cancellation of Penalties

According to the AAT, relevant financial authorities may waive tax or penalties if the taxpayer
meets the specific conditions stipulated in AAT.

5. Special Considerations
5.1 Business Restructurings

Under the Czech tax law no specific regulation concerning business restructuring and/or the
relocation of business functions have been implemented yet.

5.2 Tax Return Disclosures

No specific tax return disclosure is required from the taxpayer.

5.3 Competent Authority

Before paying tax, the taxpayer may file an application addressed to the tax auditor asking
for the issuance of a decision (binding opinion) on tax consequences arising from certain tax
decisive events that have already occurred or that are expected to occur.

After the assessment, the Ministry of Finance may waive the tax in whole or in part under
special circumstances. Additionally, the tax auditor may allow a tax debtor to defer his tax
payments or to pay tax by installments based on his application and under fulfilment of cer-
tain conditions.

5.4 Other Considerations

ITA, AAT and the relevant Guidances of the Ministry of Finance constitute the whole Czech
regulations in relation to transfer pricing, as indicated above. No additional specific consider-
ations shall be taken into account regarding transfer pricing issues. The information given to
tax authorities is confidential and therefore, only tax authorities have access to them.

Management fees are generally deductible. In some cases, situations may occur where
shareholder costs have already been included in management fees. In such cases, tax de-
ductibility of management fees shall be refused.

Cooperation between tax and customs authorities has increased after the Czech Republic

joined the EU. Customs authorities provide inter alia supporting activities for the benefit of
the tax authorities, i.e. mainly controlling and assistance services.
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6. Advance Pricing Agreements
6.1 APA Opportunity

Under the Czech tax law, the application of so-called advance pricing agreements ("APA") is
possible. Section 38nc of ITA effective as of 1 January, 2006 ( an extension of Section 34b of
AAT and Guidance D — 292) has implemented a concept of binding agreement over the
transfer pricing policy used in related party transactions. The binding agreement takes over
the principles of APAs in the sense of the OECD-Guidelines and other international stan-
dards and adapts them to the conditions of the Czech tax law.

Upon request by the taxpayer, the tax authorities shall decide whether the transfer pricing
method selected by the taxpayer leads to an appropriate allocation of incomes and expendi-
tures between the related parties. Such an agreement shall give a certain degree of certainty
to the taxpayer as regards the way the tax authority assesses the transfer pricing method
selected by the taxpayer for tax base determination purposes.

6.2 APA Filing Fees

The applicant is obliged to pay the corresponding administrative charge amounting to CZK
10,000 (approx. EUR 400) as per the Annex to Act no. 634/2004 Sb., on Administrative
Charges ("AAC"), Table of Charges, part I, item 1 (1) (v), to be paid when filing the applica-
tion to the respective tax office. According to Section 11 of AAC — Temporary Provisions, the
procedure shall be applied to applications filed on and after 1 January, 2008. In case of ap-
plications filed before and on 31 December, 2007, the former system of fee payment shall be
applied, i.e. CZK 50,000 (approx. EUR 2000) to be paid when the agreement is issued.

7. Developments

7.1 Recent Changes and Anticipated Developments
Recently, the Czech tax authorities have only provided amendments to current regulations

concerning transfer pricing issues as explained above. In the near future, no further transfer
pricing developments are expected.
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1. Basic Information

1.1 Taxing Authority and Tax Law

The Estonian Ministry of Finance ("Finance Ministry") is the government authority controlling
financial issues. Within the purview of the Finance Ministry, the administration of the Esto-
nian taxation system is under the responsibility of the Tax and Customs Board (Maksu- ja
Tolliamet). The Tax and Customs Board operates with a centralized authority and four re-
gional authorities.

Transfer pricing rules are based on the Income Tax Act (Tulumaksuseadus - "ITA") § 14 Sec-
tions 7 and 8 and § 50 Sections 4 to 8. The rules explaining the acceptable methods for
transfer pricing determination purposes are contained in the Finance minister regulation No.
53 of 10.11.2006 on the Methods of Determining the Value of Transactions Made between
Related Parties (Seotud isikute vahel tehtud tehingute vaartuse maaramise meetodid; "TP
Regulation").

If the Tax and Customs Board has adjusted the value of a related party transaction to a tax-
payer’s detriment, the taxpayer may first opt to seek correction from the Tax and Customs
Board itself. If the application to correct the adjustment is unsuccessful or if the taxpayer de-
cides not to seek correction, the taxpayer can always appeal the decision of the Tax and
Customs Board to a court.

1.2  Transfer Pricing Regulations

The general applications of Estonia’s transfer pricing rules are governed by the above stated
law and the TP Regulation. The Tax and Customs Board has also issued guidelines for the
determination of transfer prices and makes reference to the explanatory notes on the
Finance Minister’s regulation on transfer prices, the Commission notice regarding transfer
pricing forum as well as the EU transfer pricing forum as sources of information and guide-
lines regarding the application of transfer pricing rules.

1.3 Adherence to OECD-Guidelines

Estonia is not a member of the OECD, but its transfer pricing laws are in general agreement
with the OECD-Guidelines.

The TP Regulation allows the use of the three transactional transfer pricing methods (i.e.
comparable uncontrolled price ("CUPM"), cost-plus ("C+M") and resale price method
("RPM™)) and the two profit-based methods (i.e. transactional net margin method ("TNMM")
and profit split method ("PSM").

2. Documentation

2.1 Documentation Requirements:

The TP Regulation applies to transactions between:
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e resident legal person and related person;
e sole proprietor and related person;
e permanent establishment in Estonia and related person; and

e sometimes also resident legal person and its permanent establishment ("PE") abroad.

Two or more entities are considered related parties if:

e they are spouses, direct descendants, siblings, descendants of siblings, descendants
or parents of spouse, siblings of spouse;

e they are members of management bodies of their spouses and descendants or par-
ents;

e they are part of the same group in the meaning of Commercial Code;

e one person holds more than 10% of the share capital, votes or rights to profit of a le-
gal person;

e one person holds with other related persons in total more than 50% of the share capi-
tal, votes or rights to profit of a legal person;

e more than 50% of the share capital, votes or rights to profit of several legal persons is
held by a single person;

e a group of people holds more than 25% of the share capital, votes or rights to profit of
a legal person;

o all members of management board or other similar management body are the same
people in two or more legal persons; and

e a person is the employee of another person, the spouse of the employee or direct
descendant.

The additional documentation requirements enclosed in the TP Regulation are only applica-
ble with regard to:

e credit institutions, insurance companies and listed companies;

e transactions with persons residing in low tax territories; and

e resident companies or PEs with more than 250 employees, 50 MEUR turnover or
43 MEUR balance sheet volume.

The taxpayer is obliged to provide the additional data as specified in the TP Regulation upon

demand by the Tax and Customs Board. The taxpayer must be allowed a time period of at
least 60 days to comply.
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If documents supporting the transfer pricing documentation are in a language other than Es-
tonian, the taxpayer may present the documents in that foreign language. However, the Tax
and Customs Board has the right to demand their translation into Estonian and to specify a
reasonable delay for compliance.

2.2 Components

The documentation required under the TP Regulation is divided into the main report which
concerns the entire international group and the local report which only concerns the Estonian
residents and PEs.

The main report can further be divided based on business areas, but for each business area
the report should contain:

e an overview of the group's business activities including descriptions of changes in the
business strategy compared to the last financial year;

e an overview of the group's structure and general description of the activities of each
company of the group, changes to the group's structure since the last financial year;

e general information on transactions with related parties including their type and val-
ues;

e tasks performed with regard to the related party transactions and risks assumed by
each participant;

e an overview of the immaterial property of the group, a description of the transfer pric-
ing policy of the group; and

e profit split arrangements and a list of advance pricing agreements or other advance
rulings concluded.

The local report is used to complete the main report and should contain:

e the description of the taxpayer's activities and changes in the business strategy since
the last financial year;

e descriptions of transactions with related parties including information on the volumes
of sale and the value of services;

e the volume of leasing activities;
e revenues from the use or transfer of immaterial property;
e interests received or paid on loans;

e changes in trading circumstances and previous agreements;
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e analysis of transactions with related parties and respective comparables including the
description of the respective property and services, analysis of the activities, overview
of the transaction terms, overview of the economic conditions, overview of the busi-
ness strategy and analysis of corrections in the comparable data;

e specification of the methods used for determining the transfer prices and the reasons
for this selection; and

e if possible respective internal and external comparables and references to the
sources of the comparable data. All comparable information used for the transfer pric-
ing must be made available to the tax authorities.

The quantity and detail of the documents required for specific transactions must correspond
to the complexity of the transaction and its value. The documents must be sufficient to prove
that the transfer prices reflect market values.

2.3 Purpose

The purpose of the documentation is to support the transfer price applied to transactions
between related parties. The documents must be sufficient to prove that the transfer prices
reflect the market value.

3. Transfer Pricing Methods

3.1  Pricing Methods and Priority

Under the TP Regulation, the three transactional transfer pricing methods (i.e. CUP, C+M
and RPM) prevail and two profit-based methods (i.e. TNMM and PSM) are available.

The transfer pricing method should be the one that best suits the nature of the transaction.
The TP Regulation contains some guidelines and limits as to which method should be used
in which case.

3.2 Availability of Benchmarking

The Tax and Customs Board has not issued any guidelines regarding benchmarking studies
and their application to Estonian companies. While the TP Regulation contains general rules
on the use and availability of comparables, there are no specific rules. In addition, the prac-
tice of benchmarking is not as established in Estonia as in other European countries. As
there is no indication that the Tax and Customs Board would not accept a PAN-European
benchmark study, we see no problem to use it as part of the documentation.
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4. Penalties
4.1 Rates and Conditions

If a taxpayer fails to submit a tax return when required or fails to correct errors made in the
tax return, the tax authority can issue a penalty payment of EEK 20,000 (approx. EUR 1,300)
upon first offence and EEK 30,000 (approx. EUR 2,000) on second offence.

If the tax authorities are lead to adjusting the transfer prices as a result of the audit, and the
taxpayer is deemed to have paid less taxes than required, the resulting debt incurs an inter-
est of 0,06% of the delayed amount per day beginning from the date the tax should have
been paid originally.

Misdemeanor and criminal charges amount up to EEK 5,000,000 (EUR 320,000) or impri-
sonment for seven years, when the taxpayer has deliberately reduced his tax obligation in
tax declarations.

4.2 Extent of Enforcement

Should the Tax and Customs Board consider that a transaction is not at arm's length, it will
adjust the transaction values and impose interest.

As not many transfer pricing cases have arisen yet, it is difficult to determine to which extent
penalties are enforced in practice.

4.3 Reduction or Cancellation of Penalties

The Tax and Customs Board has a three year limit to audit a tax return, including details of
any transactions with related parties, from the date on which the tax becomes payable. If an
audit is performed and no adjustment is made, the audit is final and cannot be reopened un-
less it is later established that criminal acts such as false accounting and fraud have oc-

curred.

No current public information is available regarding reductions that may have been granted
to penalties imposed for adopting incorrect transaction values.

5. Special Considerations

5.1 Business Restructurings

Estonia has a legislation which controls the taxation consequences of business restructur-
ing/reorganizations but these do not deal with transfer pricing.
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5.2 Tax Return Disclosures

In 2007 and 2008, when filing a monthly income tax return, the taxpayer had to answer three
guestions regarding transactions between related parties. However, there are no such ques-
tions in tax returns for January 2009.

5.3 Competent Authority

There is no special authority for submitting an adjustment.

Tax has to be paid within 30 days after the Tax and Customs Board decision.

The taxpayer may first opt to seek correction from the Tax and Customs Board itself. If the
application to correct the adjustment is unsuccessful or if the taxpayer decides not to seek
correction, the taxpayer can always appeal the decision of the Tax and Customs Board to a
court.

5.4  Other Considerations

Compliance with Estonian regulations and use of the EU TPD and of the OECD-Guidelines
are recommended as a basic approach in preparing transfer pricing documentation and
transaction values.

Estonian law requires the comparability of transactions to be used. The Tax and Customs
Board can use the Estonian Statistics Board database and if there is no relevant information
in this database, the Tax and Customs Board can use its own database.

There is no special treatment for management fees.

In Estonia, taxes and customs are administered by the same authority, i.e. the Tax and Cus-
toms Board.

6. Advance Pricing Agreements

APAs are not available in Estonia. Advance rulings on other tax matters are available, but
advance rulings on transfer prices are specifically excluded.

7. Developments

At the time of writing this country profile, there have been no recent or anticipated legal de-
velopments with respect to transfer pricing in Estonia.
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1. Basic Information

1.1 Taxing Authority and Tax Law

The Federal Ministry of Finance (Bundesministerium der Finanzen "BMF") is the supreme
federal authority for finance issues. One of the higher federal authorities that are attached to
the BMF is the Federal Central Tax Office (Bundeszentralamt fur Steuern "BZSt"). BZSt and
the state tax authorities are the responsible tax authorities in Germany.

Relevant regulations on transfer pricing are contained in Section 1 of the Foreign Tax Code
(AuRensteuergesetz "AStG"), where the arm's length standard is also adopted. This Section
has been changed recently; the actual version is effective from 1 January, 2008 on.

Section 90 (3) of the General Tax Code (Abgabenordnung "AO") addresses the documenta-
tion requirements for cross-border transactions (effective date: 31 December, 2002). Section
162 (3), (4) AO contains regulations about the consequences for non compliance.

Provisions concerning the hidden profit distribution are given in Section 8 (3) of the German
Corporate Income Tax Act (Kérperschaftsteuergesetz).

1.2  Transfer Pricing Regulations
1.2.1 Legally Binding Regulations

Tax authorities can only issue legally binding regulations on transfer pricing if they are for-
mally empowered by explicit provisions in the law.

The formal decree-law Gewinnabgrenzungsaufzeichnungsverordnung "GAufzV" has been
issued by BMF referring to Section 90 (3) of the General Tax Code (effective date: 30 June,
2003). It contains detailed regulations about the required contents of a transfer pricing docu-
mentation.

The Regulation on the Relocation of Business Functions (BGBI. | 2008, S. 1680) has been
issued by the BMF based upon Section 1 (13) AStG. The regulation is effective from 01 Jan-
uary 2008. It contains provisions regarding the transfer of functions from Germany to other
countries.

1.2.2 Circulars by BMF

The BMF also publishes circulars, which are neither binding on the taxpayer nor on the
courts, but only to the tax authorities themselves. They serve as a means to achieve an
equal interpretation and application of the binding law. They also indicate the position of the
tax authority on the respective subjects.

e Principles Governing the Examination of Income Allocation between Multinational En-

terprises (BMF, IV C 5 S 1341 4/83, 23 February, 1983, BStBI. | 1983, 218). These
so-called Administration Principles serve as a directive to the tax audit treatment of
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transfer pricing cases. Parts of the original directive have been replaced by the newer
BMF circular of 2005 (listed below).

e Administration Principles relating to the Examination of Apportionment of Income in
Case of Permanent Establishments of Internationally Operating Enterprises (BMF, 1V
B 4 S 1300 111/99, 24 December, 1999, changed on 20 November, 2000, BStBI. |
1999, 1076 and BStBI. | 2000, 1509).

e Principles for the Examination of Income Allocation through Cost Contribution Ar-
rangements between Internationally Associated Enterprises (BMF, IV B 4 S 1341
14/99, 30 December, 1999, BStBI. | 1999, 1122).

e Principles for the Examination of Income Allocation in the Case of Secondments in In-
ternationally Associated Enterprises (BMF, IV B 5 S 1341 20/01, 09 November, 2001,
BStBI. | 2001, 796).

e Principles for the Examination of Income Allocation in the Case of Internationally Re-
lated Parties in Relation to the Duties of Determination and Cooperation, Adjustments
of Income, Mutual Agreement and EU Arbitration Procedures (Administration Prin-
ciples - Procedures) (BMF, IV B 4 S 1341 1/2005, 25 April, 2005, BStBI. | 2005, 570).

1.3 Adherence to OECD-Guidelines

German tax authorities consider the German transfer pricing laws to be in line with the
OECD-Guidelines. However, in Germany, the so-called standard methods have priority.
Transactional profit methods may only be used if the application of the standard methods
would not yield satisfying results.

2. Documentation
2.1 Documentation Requirements

In Germany, international transactions with related entities have to be documented. The tax-
payer is considered to be related to an entity, if this entity owns (directly or indirectly) a par-
ticipation of at least 25% in the taxpayer’s capital or if it is able to exercise a controlling influ-
ence. Vice versa, companies are considered to be related, if the taxpayer himself holds a
25% participation in a company's capital or if he is able to exercise directly or indirectly a
controlling influence. When a third person holds substantial participation in both companies,
the owned companies are also related.

The documentation requirements are contained in Section 90 of the General Tax Code. More
detailed instructions are given in GAufzV. The tax authorities’ view on the subject of docu-
mentation is described in the BMF circular dated April 2005.

According to Section 2 (5) GAufzV, the documentation is to be written in German language.

Still, the taxpayer can file an application and may be allowed to deliver the documentation in
a different language.
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The formal documentation requirements are eased for small enterprises, where the amount
of transactions with related parties did not exceed EUR 5,000,000 for the transfer of goods
and of EUR 500,000 for transactions other than goods in the respective financial year.

There is no preparation deadline for the regular transfer pricing documentation. However, in
case of extraordinary business transactions, the documentation has to be prepared within 6
months after the end of the fiscal year in which the extraordinary business transaction took
place. The submission deadlines for the transfer pricing documentation are as follows: The
transfer pricing documentation has to be provided within 60 days upon request of the tax
authority (regularly during a tax audit). In case of an extraordinary business event, the docu-
mentation has to be provided within 30 days upon request.

2.2 Components

According to Section 4 GAufzV, a transfer pricing documentation has to include the following
items:

1. General description of the company; information about the market and the competitive
environment; description of the shareholder structure

2. Organizational and operational group structure; description of the business activities
3. Overview on the existing business relationships

4. A list of the group's intangible property

5. Functional and risks analysis

6. Description of the value chain

7. Description of the transfer pricing method that has been employed and its application

8. Substantiation of the adequacy of the applied method due to its cause and the charged
amount

Additional information is required in special cases, e.g. when there is a change of business
strategies, pooling arrangements are made or mutual agreements with foreign tax authorities
are closed.

2.3 Purpose

Fees and severe penalties may apply in case the documentation requirements are not met
(on time). The main purpose of the documentation is to avoid punishment. But there is also
the purpose to shift the burden of proof. In case of documentation default the tax authority
may estimate the adjustment necessary at its own discretion and the burden of proof
changes from the tax authority to the taxpayer.
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3. Transfer Pricing Methods
3.1  Pricing Methods and Priority

In general, German tax authorities accept the Comparable Uncontrolled Pricing Method
("CUPM™), the Cost Plus Method ("C+M"), the Resale Price Method ("RPM"), the Profit Split
Method ("PSM") and the Transactional Net Margin Method ("TNMM"). However, Section 1 (3)
AStG defines a priority rule: The standard methods (CUPM, C+M and RPM) have to be ap-
plied, if possible. If an unlimited comparison of the existing arm's length data is not possible,
certain adjustments are to be made to allow the use of data with limited comparability. Only if
such a comparison is also not possible, a hypothetical arm's length comparison using the
PSM and TNMM method can be conducted.

The TNMM method can be applied only if the pricing is to be determined for an entity with
routine functions. A limited degree of comparability with companies has to be established at
least.

According to the circular of BMF from April 2005, the PSM can be used as a last resort if the
transactional methods would not yield satisfying results. This may be the case when more
than one entrepreneur is participating in the transactions.

3.2 Availability of Benchmarking

According to Section 3.4.12.4 of the Administration Principles - Procedures, a mere database
screening itself would not be sufficient for a documentation of adequacy. The relevant cir-
cumstances have to be substantiated with all the information that is available to the taxpayer
or that the taxpayer can make available with reasonable effort (e.g. information from the
website of the comparable enterprises). The tax authority has to be able to verify the search
process.

Therefore, a benchmarking analysis alone cannot replace an argumentation of adequacy.
Still, benchmarking may be used as a means for supporting the documentation and Pan-
European benchmarks are often accepted by German tax authorities. For example, the
AMADEUS database by Bureau van Dijk contains rich information and can be used for ben-
chmarking projects with other European companies.

4, Penalties

4.1 Rates and Conditions

If transfer pricing documentation is not provided, or the documentation is unusable, or the
documentation is not delivered on time, the transfer prices are estimated (Section 162 (3)
AO).

According to Section 162 (4) AO, a penalty surcharge between 5% and 10% of the correction

in income applies (the minimum amount is 5,000 EUR), if the documentation is not provided,
or if the documentation is unusable.
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In cases, where the documentation is handed in late, a minimum surcharge of EUR 100 is
imposed per day, which may add up to a maximum amount of EUR 1,000,000 in total.

Additional penalties for tax evasion may apply.

4.2 Extent of Enforcement

As the penalty regime to transfer pricing has been introduced recently in Germany (with ef-
fect from 2004), practical experience about the actual extent of enforcement has yet to
emerge.

4.3 Reduction or Cancellation of Penalties

Penalties may not be imposed, if the taxpayer is not or only to a small extent responsible for
the lack of documentation.

The statute of limitations on assessment for transfer pricing adjustments is 4 years from the

end of the year in which the return was filed. In case of evasion or fraud, the period is 10
years.

5. Special Considerations
5.1 Business Restructurings

In 2008, the Regulation on the Relocation of Business Functions has been issued by BMF. It
contains provisions regarding the transfer of functions from Germany to other countries.

According to the regulation, the business value of a function has to be estimated by a cash
flow approach due to its future profit potential. The regulation is highly controversial, because
potential future profits that will be realized in the foreign jurisdiction are partly taxed in Ger-
many. Hence, double taxation issues are likely to arise. The regulation is believed by some
to violate the basic liberty right to relocate freely within the European Union (which is granted
by the EC treaty of 1957). The legislation is effective from 1 January, 2008.

As the regulation has been passed only recently, best practice rules have yet to emerge.

5.2 Tax Return Disclosures

No specific tax return disclosure is required from the taxpayer.

5.3 Competent Authority
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Before paying tax, the taxpayer may go to a competent authority ("CA") when the amount of
the proposed adjustment is communicated. The taxpayer may also submit an application
during the tax audit. Specific timelines may vary according to the pertinent tax treaty.

After the assessment, the payment may be suspended. The CA may develop new settlement
positions. In this case, the taxpayer is asked for approval.

5.4 Other Considerations

BZSt collects relevant information and data regarding international taxation and transfer pric-
ing in a central database. The data contained therein is confidential and access is exclusively
granted to the tax administration only. The local tax auditor may order a review of the infor-
mation received during the audit procedure, which is then conducted by specialized auditors
in BZSt using this source of statistical data.

Management fees are generally deductible. If shareholder costs are already included in
management fees, tax deductibility is likely to be refused. However, the interpretation of the
term "shareholder costs" by German tax authorities is broad, and not in line with the OECD
definition (cf. sec. 7.9 of the OECD-Guidelines). Management fees are usually not subject to
withholding tax. Withholding tax may be triggered, if management activities involve the trans-
fer of intellectual property.

6. Advance Pricing Agreements

6.1 APA Opportunity

Bilateral or multilateral Advance Pricing Agreements ("APAs") are available in Germany. A
circular on APAs has been released by BMF in 2006. The Federal Central Tax Office is the
competent administration for APAs. The application process takes at least 1.5 years. An
agreement between the two participating tax authorities becomes conditional, if the taxpayer
consents.

6.2 APA Filing Fees
The basic fee for a bilateral APA is EUR 20,000. In case of a multilateral APA, the fee is in-

curred for every single foreign country. The extension of an existing APA costs EUR 15,000.
The fee for amendments is EUR 10,000. For small enterprises, lower rates may apply.

7. Developments

In order to avoid tax erosion, German tax authorities have been introducing the Regulation
on the Relocation of Business Functions, which was intended to reduce the incentives for
global enterprises to relocate their business activities to foreign countries with lower wages
and/or taxes. In the European Union, this approach appears to be unique.
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1. Basic Information
1.1 Taxing Authority and Tax Law

The Ministry of Finance (Pénziigyminisztérium) is the supreme authority for finance issues in
Hungary. The Ministry of Finance supervises the 3 tax authorities of Hungary, the State Tax
Authority (Allami Ad6hatésag), the Customs Authority (Vamhat6sag) and the Municipal Tax
Authorities (Onkormanyzati Adohatésagok). The State Tax Authority is in charge of transfer
pricing issues.

Relevant regulations on transfer pricing are contained in Section 18 of the Act on Corporate
Income Tax, where also the arm's length standard is adopted.

Decree No 18/2003 (VII. 16.) of the Ministry of Finance addresses the documentation re-
quirements for cross-border transactions effective date as of 1 September, 2003.

Sections 165 to 172 of the Act on the Rules of Taxation contain regulations about the conse-
guences for non compliance.

1.2  Transfer Pricing Regulations

The major rules with regard to the taxation of transactions between related parties are stipu-
lated in Section 18 of the Act on Corporate Income Tax ("CIT Act"). According to these rules,
the taxpayer has to adjust its tax base, if prices applied in related party contracts and/or
agreements (even if non-written) are not at arm’s length. Accordingly, the tax base must be
increased if, as a result of the applied prices, the pre-tax profit of the taxpayer is lower than it
would have been if fair market prices had been applied. In contrast, if as a result of the price
applied in related party transactions being not at arm’s length, the pre-tax profit is higher than
it would be otherwise, the taxpayer has the option to decrease his tax base (this adjustment
is not obligatory and is subject to further conditions).

1.3 Adherence to OECD-Guidelines
The Hungarian tax authorities consider the Hungarian transfer pricing laws to be in line with
the OECD-Guidelines. However, in Hungary, the so-called standard methods have priority.

Transactional profit methods may only be used if the application of the standard methods
would not yield satisfying results.

2. Documentation

2.1 Documentation Requirements

In accordance with the provisions of the CIT Act and the rules stipulated in the Decree No
18/2003 (VII. 16.) of the Ministry of Finance (hereinafter "TP Decree") which entered into
force on 1 September, 2003, taxpayers are obligated to keep a record of the prices applied in
their transactions with related parties (transfer pricing documentation).

Hungary - 60



AN
W T °S
NN

The documentation obligation applies to all contracts concluded between related parties,
provided that transactions were carried out (i.e., goods were sold or services were provided)
based on the respective contract in the given tax year. Originally, the transfer pricing docu-
mentation requirements were only applicable to contracts concluded after 1 September,
2003. Since 2005, however, transfer pricing documentation has to be prepared for all agree-
ments that are in effect, regardless of the date on which these agreements were concluded.

The transfer pricing documentation has to be prepared by the filing deadline of the statutory
CIT return (in general by May 31 of the year following the tax year) for the first tax year in
which revenues were received/expenses paid under the respective contract. In case of tax-
payers with a business year other than the calendar year, this deadline ends 150 days after
the end of the business year.

As a general rule, documentation has to be prepared for each contract. If a contract governs
more than one transaction, each of the transactions has to be addressed separately in the
documentation.

The documentation must also be prepared (or revised) when the contracts are modified or
the conditions of arm’s length prices change.

2.2 Components

As mentioned above, the contents of the transfer pricing documentation in Hungary is stipu-
lated by the TP Decree. Under this, the following elements have to be included in the docu-
mentation:

Identification data of the related parties:

e Data of the Hungarian taxpayer: its name and registered seat, its tax registration
number;

o Data of the related party: the name and registered seat of the related entity, its tax
registration number [in the absence of such, the company registration number (regis-
tration number) and the name and seat of the court (authority) in charge of its (corpo-
rate) registration];

e Date of preparation and modification.

Summary of the contents of the contract — especially:

e The subjects of the contract, the date of its conclusion and amendment and its validity
period;

e The description of the goods and services (for example: their physical characteristics,

quality, quantity, nature and their size or scope) the method and terms of perfor-
mance ("Contract and corporate analysis");
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The activities performed and their characteristics (for example: research and devel-
opment, design, manufacture, advertisement and marketing, shipment), the re-
sources used (for example: costs, expenses, investments) and the business risk as-
sumed (for example: foreign exchange risk, warranty, financial risk) ("Functional anal-

ysis");

Identification and nature of the market that is relevant for the determination of poten-
tial business relationships (for example: size of the market, the extent of liberalization,
comparative market position of the suppliers, the availability of substitute goods and
services); for the purposes of the documentation, those geographical areas cannot be
taken into account where the good or service is either not available or can be pur-
chased (or utilized) or sold only under significantly more disadvantageous conditions
("Industry analysis").

Transfer pricing method:

The name of the method applied for determining the usual market price;
In case other methods are applied, the characteristics of these methods;

The reasons for the selection of the specific method, the definition of the data used
for the comparison, the steps of selecting the data and the reasons substantiating this
process, and other facts and circumstances associated with comparable goods or
services.

The documentation contains:

depending on the selected method the price, margin, profit, other values or their
range (i.e. the arm’s length price) as calculated on the basis of comparable goods or
services;

description of deviances in factors affecting the arm’s length price and the corres-
ponding adjustment;

the arm’s length price.

Other information:

any court or other official procedure affecting the subject of the contract;

name and seat of the court or authority (in case of a foreign country also its name)
and registration number of the case;

the date of the beginning and the end of the procedure;

the arm’s length price presented for approval to the authorities, or the arm’s length
price that was set (approved) or contested by the authorities.

Hungary - 62



WIS
NN

2.3 Purpose

Fees and severe penalties may apply in case the documentation requirements are not met
(or not met within the statutory deadline). The main purpose of the documentation is to avoid
punishment. But there is also the purpose to shift the burden of proof. In case of documenta-
tion default the tax authority may estimate the adjustment necessary at its own discretion and
the burden of proof is shifted from the tax authority to the taxpayer.

3. Transfer Pricing Methods

3.1  Pricing Methods and Priority

The CIT Act, in compliance with the OECD Transfer Pricing Guidelines also stipulates the
methods for determining the fair market price. The applicable methods are as follows:

e comparable uncontrolled price method ("CUPM"): the customary market price is the
price used by independent parties when selling comparable products or services in
an economically comparable market; both internal and external comparables are ac-
ceptable.

o resale price method ("RPM"): the customary market price is the price used in the
course of selling the product or service in an unaltered state to an independent party
decreased by the costs of the reseller and the usual profit;

e cost plus method ("C+M"): the customary market price constitutes the costs increased
by a usual profit;

e any other method: if the customary market price cannot be determined by any of the
above methods (so-called traditional methods), the taxpayer is eligible to apply other
methods to determine the customary market price (e.g. database search using infor-
mation provided by a database to determine the fair market value or range of that
value).

3.2 Availability of Benchmarking

In Hungary, a mere database screening itself would not be sufficient for a documentation of
adequacy. The relevant circumstances have to be substantiated with all the information that
is available to the taxpayer or that the taxpayer can make available with reasonable effort
(e.g. information from the website of the comparable enterprises). The tax authority has to be
able to verify the search process.

A benchmarking analysis alone therefore cannot replace the transfer pricing documentation.
Still, benchmarking may be used as a means for supporting the documentation. For example,
the AMADEUS database by Bureau van Dijk contains rich information and can be used for
benchmarking projects with other European companies.
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4. Penalties

4.1 Rates and Conditions

In principle, Hungarian taxpayers are not expected to incur disproportionately high costs
when preparing the transfer pricing documentation (however, the TP Decree does not define
what is regarded as disproportionately high cost). This, however, does not relieve companies
from the obligation of preparing a transfer pricing documentation.

The Hungarian Act on Tax Procedure contains provisions on sanctions for not preparing suf-
ficient documentation. According to this rule, the taxpayer could face a default penalty of up
to HUF 2 million (approx. EUR 6,700) if the documentation is missing or is not in compliance
with the requirements. The penalty — in theory — is chargeable per contract and per investiga-
tion of the Tax Authority. In case a tax audit reveals the lack or non-compliance of the docu-
mentation, a proper documentation has to be prepared within a certain period of time as indi-
cated by the tax authority.

Apart from this penalty, the corporate tax base of the taxpayer could be increased twice as a
result of improper transfer prices, once to correct the transfer price itself, and secondly,
based on the provisions of the CIT Act, because of goods or services provided without con-
sideration, or because the costs were not incurred for the purpose of the company business.

4.2 Extent of Enforcement

As part of the Hungarian tax authority, a special department has recently been founded in
order to control the fulfillment of transfer pricing obligations regarding the more considerable
companies (basically multinational companies) and transactions. The control is more elabo-
rate, and stricter considering these type of subjects. In addition, companies that do not spe-
cifically draw the attention of this special department are controlled according to the general
regulations. However, it is possible to assign cases to the special department if required by
the facts and circumstances.

4.3 Reduction or Cancellation of Penalties

The Hungarian State Tax Authority might reduce the penalty after taking into account the
circumstances of the case at its own discretion.

The statute of limitations on the assessment for transfer pricing adjustments is 5 years from
the end of the year in which the return was filed.

5. Special Considerations
5.1 Business Restructurings

The OECD discussion paper on the Transfer pricing aspects of business restructurings ("TP
Aspects"), published in September 2008, is recognized by Hungary. However, the implemen-
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tation effects of the paper at the level of the tax and finance authorities are not yet devel-
oped.

5.2 Tax Return Disclosures

In Hungary, the transfer pricing documentation does not have to be submitted by the taxpay-
er to the State Tax Authority. As mentioned under Section 2.1, the documentation has to be
prepared by the filing deadline of the statutory CIT return, i.e. either May 31 of the year fol-
lowing the tax year, or 150 days after the end of the business year in case of differing busi-
ness years.

The taxpayer is obliged to retain the documentation(s) among the records of the company,
and, after the above deadline has passed, to present it (them) to the State Tax Authority
when so requested (i.e. during an official tax audit).

5.3 Competent Authority

The State Tax Authority is generally structured by regions, creating regional directorates that
are competent for all taxpayers whose seat is located on their territory. However, the special
control department has country-wide competence.

5.4 Other Considerations

The taxpayer shall notify the State Tax Authority on the name, place of seat and tax-number
of the related party within 15 days of concluding the first contract with it.

6. Advance Pricing Agreements

6.1 APA Opportunity

As of 1 January, 2007, a new ruling procedure (so-called Advance Pricing Agreement; herei-
nafter “APA”) entered into force in Hungary regarding the establishment of the fair market
value for transactions concluded between related parties. The purpose is to provide a higher
level of legal security for internationally acting business groups.

To implement an APA, a separate application has to be submitted to the central office of the
Hungarian tax authority (second instance), signed by a tax consultant, tax expert or certified
tax expert, or an attorney. However, the taxpayer may ask for a non-binding, prior consulta-
tion with the competent tax authority in order to clarify in advance the conditions under which
to conduct the proceedings, to make arrangements for the timetable and the possible ways
of cooperation.

As a result of the APA, the tax authority — through a tax ruling - will determine (with or without

the approval of the competent tax authority of the respective state with which a DTT was
concluded during the course of a mutual agreement procedure) which transfer pricing me-
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thod shall be used for calculating the fair market value that has to be applied in a specific
transaction concluded between related parties. Moreover the facts and circumstances of the
transaction and, if possible, the fair market price or price range (fair market value) shall also
be clarified in the tax ruling to be issued by the Hungarian Tax authority.

According to Hungarian legislation, an APA may be requested for future contracts as well as
for contracts already concluded at the time of the request (however only with regard to future
transactions).

The tax ruling determines the duration of the APA of three to five years and its validity may
be extended only once by three years, according to the procedural rules.

The validity of an APA depends on the formal approval of all related (domestic as well as
international) parties involved in the transaction. Additionally, in the case of bilateral and/or
multilateral procedures, a written agreement is necessary between the Hungarian and the
competent tax authority of the respective state with which a DTT was concluded.

The administrative time limit for dealing with an APA-request is 120 days, which may be ex-
tended twice by 60 days. The administrative time limit does not include the time required to
conduct discussions with the competent foreign tax authority.

6.2 APA Filing Fees

The APA is subject to a fee that amounts to 1% of the fair market value, but does not exceed
HUF 50 million (approx. EUR 185,000), as long as the fair market price is determined in the
tax ruling. However, in case a fair market value is not established (and the ruling only deter-
mines the arm’s length interest rate of a draft lending contract or the transfer pricing method
to be used), the fee amounts to the following range of minimum and maximum:

e HUF 5-12 million (approx. EUR 18,500-44,500) in an unilateral APA process,
e HUF 10-17 million (approx. EUR 37,000-63,000) in a bilateral APA process,

e HUF 15-20 million (approx. EUR 55,500-74,500) in a multilateral APA process.

7. Developments

Hungary was one of the first countries of the Middle-European region to implement a transfer
pricing regime in 2003. Moreover, the non-compliance aspects of the Hungarian regulation
are among the strictest in the region.

Currently, the Hungarian tax authority is focusing on transfer pricing documentation. The tax
authority applies and most likely will apply the OECD-Guidelines and OECD communication
papers, such as the Report on the Attribution of Profits to Permanent Establishments and the
discussion paper on the Transfer pricing aspects of business restructurings ("TP Aspects").
However, the effects and practical consequences of the implementation of these guidelines
have yet to emerge.
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7.1. New Documentation Rules as of 2010

As of 1 January, 2010, a new Decree, no. 22/2009 (X.16) of the Ministry of Finance will come
into effect. The new decree clarifies a number of issues in particular with regard to keeping
records and introduces the possibility for a group of companies to prepare joint documenta-
tions if the group members are resident within the territory of the EU (thereby effectively
transposing the EU Masterfile concept into domestic law). Moreover the main intention of the
decree is also to bring the domestic legislation more in line with the OECD transfer pricing
guidelines.

The changes further include specifications and clarifications pertaining to the preparation of
simplified documentations and the update of existing ones. Also, the Decree states that do-
cumentations can be prepared in any foreign language for transactions taking place in or
after 2009 (although the Hungarian Tax Authority may request the translation thereof).
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1. Basic Information
1.1 Taxing Authority and Tax Law

The Latvian Ministry of Finance is the government authority controlling financial issues. With-
in the Finance Ministry, administration of the Latvian taxation system is under the responsibil-
ity of the Latvian State Revenue Service (Valsts ienémumu dienestu) which is organized in
one centralized authority and six regional authorities.

The relevant law directly controlling transfer pricing is contained in Section 12 of the Corpo-
rate Income Tax Act (Par uznémumu ienakuma nodokli - "CIT Act").

Paragraphs 83-94 of the Latvian Minister Cabinet Regulation No.556 of 4 July, 2006 contain
the rules regarding the choice and application of the transfer pricing methods that can be
used in Latvia.

Section 23.2 of the Latvian Taxes and Duties Act (Par Nodokliem un Nodevam) also provides
conditions and methods under which the Latvian State Revenue Service can determine the
cost of goods, services and work for taxation purposes.

If the Latvian State Revenue Service has adjusted the value of a related party transaction to
the taxpayer’s detriment, the taxpayer can request an independent valuation by the Transac-
tion Evaluation Commission. After receipt of an opinion both the State Revenue Service and
the taxpayer have the right to appeal to a court. Section 39 of the Taxes and Duties Act (Par
nodokliem un nodevam).

The annual disclosure requirements for transactions subject to the transfer pricing rules are
contained in the Latvian Minister Cabinet Regulation N0.852 of 11 January, 2007.

1.2  Transfer Pricing Regulations

The general application of Latvia’s transfer pricing rules is governed by the above stated acts
and regulations. It is understood that draft regulations for issuing Advance Pricing Agree-
ments ("APA") exist, however these have not been submitted to the government yet and their
date of potential implementation is unknown.

No specific guidelines have been recently issued in Latvia. The existing rules go back sever-
al years.

The transfer pricing rules are applicable to transactions between related parties as defined in
the CIT Act. At the beginning of 2009, the Latvian High Court confirmed that the Latvian
State Revenue Service could only hold parties to be related if the specific circumstances
stated in the CIT Act are proved. Two or more entities may not be considered as being "re-
lated" under other circumstances. (AT Senata SKA-7-2009)

The transfer pricing rules are also applicable to transactions occurring between a Latvian

registered entity and an entity located in a listed low or nil tax jurisdiction as these transac-
tions are deemed to be related party transactions.
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Whilst not specifically defined as related parties, transactions with entities forming a "Group"
within which tax losses can be transferred, as well as transactions with entities that are ex-
empted from Latvian Corporate Income Tax or who benefit from reduced tax rates, are also
deemed to be related party transactions.

In the event of a tax audit, if the Latvian tax authorities deem that the value of a related party
transaction is not in compliance with the transfer pricing rules and, as a consequence, adjust
the value of the transaction, the taxpayer has the right to request an independent valuation
from the Transaction Evaluation Commission.

1.3 Adherence to OECD-Guidelines

Latvia is not a member of the OECD, but its transfer pricing laws are in general agreement
with the OECD-Guidelines.

In Latvian law, the three transactional transfer pricing methods (i.e. comparable uncontrolled
price ("CUPM"), cost-plus ("C+M") and resale price method ("RPM") prevail. Two profit-based
methods (i.e. transactional net margin method ("TNMM") and profit split method ("PSM")) are
available, if the first three methods would not yield satisfying results.

2. Documentation

2.1 Documentation Requirements
Under Latvian law two or more entities are to be considered related parties if:
e they are parent and subsidiary;

e one entity owns 20 to 50% of the another entity's shares and in addition, such com-
pany does not have a majority vote;

e more than 50% of the equity capital, shares or co-operative shares in each of two or
more entities is owned by or is ensured by a contract or otherwise a decisive influ-
ence over these two or more entities is in the hands of a single person or a relative up
to the third degree or a spouse;

e one and the same person(s) have a majority vote in the administrative institutions of
two or more companies;

e Contractual agreements ensure control over two or more companies or agreements
were concluded regarding the undertaking of activities related to the avoidance of
taxes.

Transactions between a Latvian entity and an entity located in a listed low or nil tax jurisdic-

tions are also categorized as related party transactions, and compliance with Latvian transfer
pricing rules is required. However, these rules do not apply when the transaction consists in
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the purchase of goods from the low or nil tax jurisdictions in which the entity receiving the
payment is registered.

Additionally, whilst not specifically being defined as related parties, transactions with entities
forming a "Group" within which taxation losses can be transferred, as well as transactions
with entities that are exempted from Latvian corporate income tax or benefit from reduced tax
rates, are also deemed to be related party transactions.

While preparing its annual tax return, the taxpayer is required to provide in an attachment
detailed information on all transactions involving entities that are defined as related parties or
with whom related party transactions have occurred.

The attachment must fully identify the other party, the transaction type, whether it was a pur-
chase or a supply transaction, and the transfer pricing valuation method. Both national and
international transactions are required to be disclosed.

There is no formal date or delay by which supporting documentation must be prepared.
However, if a transaction is reported in the annual tax return, sufficient documentation must
have been prepared at the time of disclosure to support the choice of the valuation method(s)
and the transaction value.

The original documentation can be in a foreign language but a Latvian translation should be
available.

2.2 Components

No formal requirements regarding the form of the supporting documentation are contained in
the Latvian law. However, the application of the European Union Code of Conduct on Trans-
fer Pricing Documentation Guidelines ("EU TPD") is recommended.

2.3 Purpose

The purpose of the documentation is to support the basis of the transfer price applied to the
transaction and reported in the attachment to the annual tax return.

In the event of an audit, the documentation allows the State Revenue Service to readily es-
tablish the taxpayers' pricing basis applied to intercompany transactions.

3. Transfer Pricing Methods

3.1 Pricing Methods and Priority

Under Latvian law the three transactional transfer pricing methods (i.e. comparable uncon-
trolled price ("CUPM"), cost-plus ("C+M") and resale price method ("RPM")) prevail. The two
profit-based methods (i.e. transactional net margin method ("TNMM") and profit split method
("PSM")) are available, if the first three methods would not yield satisfying results.
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The selected transfer pricing method should be the one that best suits the nature of the
transaction using the clarifications contained in 8 83-94 of the Latvian Minister Cabinet Regu-
lation N0.556 of July 4, 2006. These regulations also allow the use of the OECD-Guidelines
upon determining the proper pricing methodology.

3.2 Availability of Benchmarking

It is understood that the Latvian State Revenue Service has acquired the AMADEUS data-
base but has not issued any guidelines regarding benchmarking studies and their application
to Latvian companies.

Latvian law requires the comparability of transactions to be used and when a units produc-
tion cost has been determined the Latvian State Revenue Service can use the Latvian Cen-
tral Statistics Board database and, if this database does not have appropriate information,
the Latvian State Revenue Service can use its own database.

4. Penalties

4.1 Rates and Conditions

If no documentation is available, or if the documentation is inadequate or not accepted ,and a
corresponding adjustment is realized by the tax authorities, penalties for understated taxes
start at 30% of the understated taxes payable. Depending on the amount of tax underpaid a
50% penalty can also be applied.

There are no specific penalties regarding the failure to prepare supporting pricing documen-
tation or to disclose related party transactions in the annual tax return.

4.2 Extent of Enforcement

Should the Latvian State Revenue Service consider a transaction as not complying with the
arm's length principle, an adjustment of the transaction values will be realized and penalties
will be imposed.

In situations where OECD standard documentations including Master files and other support-
ing documents have been prepared, practical experience has yet to show if the Latvian State
Revenue Service will seek to dispute the contents and applicability of this documentation.

4.3 Reduction or Cancellation of Penalties

If a penalty is imposed, it is possible to seek a reduction.

The Latvian State Revenue Service has a three year limit to audit a tax return, including all

details concerning intercompany transactions, from the date the tax becomes payable. If an
audit is performed and no adjustment is made, the audit is final and cannot be reopened un-
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less it is later established that criminal acts such as false accounting and fraud have oc-
curred.

Penalties will be imposed if the tax audit reveals that an incorrect transfer price has been
applied. However, reductions can be requested. Reductions can be granted and can amount
up to a maximum of 70% of the penalty tax payable. There is no current public information
available regarding reductions that may have been granted to penalties imposed for adopting
incorrect transaction values.

5. Special Considerations

5.1 Business Restructurings

Latvia has adopted rules regulating the fiscal consequences of business restructurings/ reor-
ganizations, but these do not deal with transfer pricing.

5.2 Tax Return Disclosures

When filing the annual Latvian corporate tax return, the taxpayer must indicate whether re-
lated party transactions have occurred and complete Appendix 2 of the tax return with details
on the transactions.

All related party transactions and transactions that are deemed to be related party transac-
tions must be listed and the parties to the transactions identified, the type of the transaction
(such as goods services etc.), specify whether it is a buy or sell transaction as well as the
valuation method used for transfer pricing purposes.

5.3 Competent Authority

If the Latvian State Revenue Service has adjusted the value of a related party transaction to
the taxpayer’s detriment, the taxpayer may request an independent valuation from the
Transaction Evaluation Commission. The application must be made within 10 days of the
Latvian State Revenue Service's decision to adjust the transaction value.

If such a valuation is requested, tax recovery proceedings are suspended until a decision is
reached. Both the taxpayer and the Latvian State Revenue Service may appeal the Commis-
sion’s decision to a court.

5.4 Other Considerations

Apart from what has been published in the relevant law and regulations, virtually no addition-
al information of any assistance has been issued by the Latvian State Revenue Service. Ac-
cordingly, compliance with the Latvian regulations that indicate the approved transfer pricing
methods and use of the European Union Code of Conduct on Transfer Pricing documenta-
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tion guidelines ("EU TPD") and the OECD-Guidelines are recommended as a basic approach
in preparing transfer pricing documentation and determining transaction values.

Management fees are deductible and subject to a 10% withholding tax. The withholding tax
is not levied if the recipient is a tax resident of a country with which a Double Tax Treaty
("DTT") has been concluded and provides acceptable proof of their tax status prior to the
payment of the management fees by the Latvian entity.

The Latvian State Revenue Service is also in charge of customs in Latvia.

6. Advance Pricing Agreements

6.1 APA Opportunity

Advance Pricing Agreements ("APAs") as such are not available in Latvia. Draft legislation
regarding the introduction of APAs has existed for some years but its introduction is not im-
minent.

Latvian Administrative Law provides the framework for the issue of binding rulings to taxpay-
ers by the Latvian State Revenue Service. As binding rulings are confidential documents
between the Latvian State Revenue Service and the taxpayer, the use of a binding ruling as
a de facto APA has not been made public.

6.2 APA Filing Fees

Not applicable.

7. Developments

At the time of writing there have been no recent or anticipated developments with respect to
transfer pricing in Latvia.
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1. Basic Information
1.1 Taxing Authority and Tax Law

The Ministry of Finance of the Republic of Lithuania (Lietuvos Respublikos finansu ministerija
"FM") is the supreme authority for finance issues, which established basic taxation and tax
collection principles in Lithuania. The highest tax authority institution in Lithuania is the State
Tax Inspectorate which is under the responsibility of the Ministry of Finance of the Republic
of Lithuania (Valstybine mokesciu inspekcija prie Litetuvos Respublikos finansu ministerijos,
"STI"). The STI is composed of 10 local County State Tax Inspectorates, each of them being
responsible for a specific territory.

General transfer pricing provisions are established in Article 40 of the Corporate Income Tax
Act ("CIT Act" - for legal persons) and in Article 15 of the Individual Income Tax Act (for natu-
ral persons).

1.2  Transfer Pricing Regulations

The above mentioned general transfer pricing provisions are specified by Order No. 1K-123
of the FM.

The transfer pricing regulations have been applied as of 1 January, 2004.

Since 2005, taxpayers (Lithuanian as well as foreign entities engaged in activities through
permanent establishments ("PEs")) have to file a Report on Transactions between Asso-
ciated Persons as an appendix to the annual corporate income tax return. These reports may
not be filed if the value of related-party transactions does not exceed LTL 300,000 (approx.
EUR 87,000). The taxpayer has a right to declare related-party transactions of lower value on
a voluntary basis.

1.3 Adherence to OECD-Guidelines

In general, transfer pricing provisions are harmonized with the OECD-Guidelines.

2. Documentation
2.1 Documentation Requirements

In Lithuania, local and international transactions with associated persons have to be docu-
mented.

A definition of "associated person” can be found in the CIT Act and the Individual Income Tax
Act. Accordingly, "associated persons" are persons (entities or natural persons) who are
meeting at least one of the following criteria:

e they are related persons (see below);
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e they may have influence over each other as a result of the terms of their mutual
transactions or economic operations other than those where a maximum economic
benefit is sought by each of the said persons.

"Related persons" may be treated as such if on any day of the current tax period or the for-
mer tax period, they meet at least one of the following criteria, i.e. they are:

e an entity and its members, including the spouses, fiancés and cohabitants of its
members;

e directly or indirectly owing more than 25 % of the share capital of another company;

o directly or indirectly holding the right to more than 25% of the decisive votes of anoth-
er entity;

e members of a group of entities;
e entity and members of its management bodies. Management bodies in this case are
() director and (ii) management board. For instance, may be treated as a related par-
ties an entity and the board members of that entity, including the spouses, fiancés
and cohabitants of those board members;
e an entity and its PE;
e one entity holds decision-making rights in another entity;
e otherwise controlling the entity.
The obligation to prepare written transfer pricing documentation applies to companies which
meet at least one of the following criteria:
e Lithuanian entities as well as foreign entities that carry out activities in Lithuania
through a PE, when the income of the Lithuanian entity or the income attributable to

the foreign entity exceeded LTL 10 million (approx. EUR 2,900,000);

¢ financial companies and credit institutions, which carry out their activities according to
the Act on Financial Institutions;

e insurance companies, which carry out their activities according to the Insurance Act;

Upon request of the tax auditor, transfer pricing documentation should be maintained in the
form and language chosen by the taxpayer. Transfer pricing documentation should be sub-
mitted in the form it was accomplished, if it enables to identify the reliability of the information
presented in it. However, the tax auditor may require a translation of these documents into
Lithuanian, setting the deadline for submission of the translation at his own discretion.
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There is no preparation deadline for the regular transfer pricing documentation;, however, in
case of extraordinary business transactions, the documentation has to be provided within 30
days upon request of the tax auditor (usually during a tax audit).

2.2 Components
The transfer pricing documentation should include:

¢ information about the transaction parties (economic and legal relationship, the struc-
ture of the group, cash flows, the ownership and control structure relevant for the in-
volved parties, information concerning other associated persons and other informa-
tion),

e information about the controlled transaction(s) (characterization of the subject matter
of the transaction, functional analysis and conditions, economic circumstances, busi-
ness strategy),

e information about the transaction method used and comparability (benchmarking)
analysis (brief information on how it was applied, what adjustments and calculations
were made, what uncontrolled transactions were used, presentation of the functional
analysis of the uncontrolled transactions, economic circumstances, business strategy
(if possible), and

e other information identifying relevant circumstances likely to have an influence on
transfer pricing.

A taxpayer has the right to submit other information and documentation, not specified
therein, if he deems them appropriate to answer the tax auditors request, and it allows him to
prove that the transfer price complies with the arm’s length principle.

2.3 Purpose

The main purpose of the transfer pricing documentation is to show how the transaction price
for the goods and services is established between the associated parties and whether they
are in compliance with the prices established between unrelated parties.

As a consequence, the documentation purpose is to find out whether the profit, which may
be attributable to one of the associated parties, has been shifted to an associated party by

inappropriately increasing or reducing the transfer price.

Additional fees and severe penalties may apply in case the documentation requirements are
not met (on time).

Lithuania - 78



(=)
(=
(@)

3. Transfer Pricing Methods

3.1  Pricing Methods and Priority

In accordance with the transfer pricing rules, taxpayers may use all 5 transfer pricing meth-
ods, which are laid down in the OECD-Guidelines. A rule of priority is established and the
comparable uncontrolled price method ("CUPM") must be used first. If not enough data are
available, the resale price ("RPM") or cost plus ("C+M") methods must be used. The profit
split ("PSM") and transactional net margin methods ("TNMM") have the lowest priority and
can only be used provided that the data is not sufficient to apply one of the first three meth-
ods.

The tax auditor has the right to require an explanation concerning the selection of a specific
method by the taxpayer and may apply another method if the selected method is not deemed
to be suitable. Finally, he may adjust the taxable values accordingly.

However, tax auditors are encouraged to be flexible in their approach and should not de-
mand from taxpayers unrealistic precisions, taking into consideration all facts and circums-
tances. Tax auditors are encouraged to take into account the taxpayer's commercial judg-
ment when assessing his transfer pricing policy, so that the transfer pricing analysis is tied to
business realities. Therefore, tax auditors should start their transfer pricing analysis by con-
sidering the method selected by the taxpayer for transfer pricing determination purposes.

3.2 Availability of Benchmarking

As mentioned above, tax auditors should be flexible and should not demand unrealistic pre-
cision. However, taxpayers are required to perform benchmarking analysis in order to verify
their results and the tax authority has to be able to verify their search process.

No internal database exists in Lithuania, except for the registry of legal persons, where it is
possible to obtain the financial statement of a particular Lithuanian company. Pan-European
databases are accepted by tax authorities (usually based on AMADEUS database by Bureau
van Dijk).

4. Penalties

4.1 Rates and Conditions

If the taxpayer does not submit a requested transfer pricing documentation within 30 days (or
within another established term), a penalty will be imposed according to the Code of adminis-
trative law offences of the Republic of Lithuania. The penalty can amount from LTL 50 to LTL
2000 (approx. EUR 14.5 to EUR 580).

If the tax auditor determines that the taxpayer has failed to declare taxes subject to declara-

tion (e.g. corporate tax, when a taxpayer has set an incorrect transfer price and as a result
his tax return is inaccurate), the amount of tax underpayment shall be calculated and a pe-
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nalty equal to 10-50% of the underpaid amount is imposed (cf. the Act on Tax Administra-
tion).
4.2 Extent of Enforcement

As transfer pricing documentation rules were introduced on 1 January, 2004, the penalty
regime is applied only from that date.

The statute of limitations on assessment for transfer pricing adjustments is 5 years going

back from the current year. This general statute of limitation applies for all taxes (with some
exceptions). In case of evasion or fraud, or other criminal activity the period is 10 years.

4.3 Reduction or Cancellation of Penalties
The amount of the actual penalty (from 10% to 50 %) imposed depends on the type of viola-
tion, on the taxpayer's cooperation during the tax audit, on his acknowledgment of having

committed a violation of tax laws, and on other circumstances which the tax auditor deems to
be relevant when determining the amount of the fine.

5. Special Considerations
5.1 Business Restructurings

No specific business restructuring provisions are established in Lithuania.

5.2 Tax Return Disclosures

No specific tax return disclosure is required from the taxpayer, except for the attachment of
the Report on Transactions between Associated Persons as an appendix to the annual CIT
return.

5.3 Competent Authority

No specific rules exist for the submission of an adjustment to the tax auditor.

5.4  Other Considerations
Management fees are generally deductible and are usually not subject to withholding tax.

Withholding tax may be triggered, if management activities involve the transfer of intellectual
property.
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6. Advance Pricing Agreements

Advance Pricing Agreements ("APAs") are not available in Lithuania.

7. Developments

There are intentions to introduce APAS in the near future.
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1. Basic Information
1.1 Taxing Authority and Tax Law

The Ministry of Finance ("MF") is the supreme authority for finance issues. The Ministry of
Finance is the competent authority for mutual agreement procedures and arbitration proce-
dures relating to double taxation issues, including corresponding adjustments of transfer pric-
ing assessments. The Ministry of Finance is also responsible for the interpretation of the tax
law.

With respect to the tax auditing procedures, each tax office is responsible for the conduction
of routine controls, including the audit of the transfer pricing issues of the companies seated
within its territory. The subsidiaries of foreign companies are grouped into so-called "big tax
offices". The other institution empowered to conduct tax audits is the Tax Control Office
(Urzad Kontroli Skarbowej, "UKS"). Taxpayers who do not agree with the outcome of an au-
dit or a tax assessment may appeal the decision to the Tax Chamber. If the Tax Chamber
supports the decision of the first instance (the tax office or UKS), the taxpayer may appeal to
the Administrative Court. The verdicts of the Administrative Courts may be further analyzed
by the Supreme Administrative Court.

The principal regulations on transfer pricing are contained in the Corporate Income Tax
("CIT") Law (Articles 9a and 11) and the Personal Income Tax ("PIT") Law (Articles 25 and
25 a) and the Tax Ordinance governing the APA procedures (Section Il a, effective since 1
January 2006).

1.2  Transfer Pricing Regulations

The transfer pricing regulations which are in line with the OECD-Guidelines were introduced
in the Polish Tax Law on 1 January, 1997, once Poland became member of the OECD.
Since then the regulations were amended several times.

The CIT (Article 11) and PIT (Article 25) laws, respectively, provide the definition of the re-
lated parties, outline the transfer pricing methods as well as provide for the corresponding
adjustments. Article 9a of the CIT Law and Article 25a of the PIT Law also introduce compul-
sory documentation requirements for taxpayers concluding transactions with related parties
or transactions that result in the payments to entities located in tax havens (effective since 1
January, 2001). The same documentation requirements apply to the branches of the foreign
entities.

The application of transfer pricing methods is regulated by the Decree on the methods and
procedures for determination of the income by estimation of prices applied in transactions
between taxpayers dated 10 October, 1997 ("MF Decree on TP"). This Decree sets out the
application of the five pricing methods in a manner similar to the one outlined in the OECD-
Guidelines.

The MF Decree on TP which lists countries applying harmful tax competition (tax havens)
was introduced in January 2001.
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The Tax Ordinance is regulating all fiscal procedures, including the APA. The Tax Ordinance
also provides certain reporting requirements concerning agreements concluded between
related parties. Such reporting requirements are further regulated by the Tax Information
Decree of December 2002.

1.3 Adherence to OECD-Guidelines

Polish tax authorities consider the Polish transfer pricing laws to be in line with the OECD-
Guidelines. However, in Poland, the so-called standard methods have priority. Transactional
profit methods may only be used, if the application of the standard methods would not yield
satisfying results.

2. Documentation
2.1 Documentation Requirements

The transfer pricing documentation requirements were introduced on 1 January 2001.

Definition of the related parties

Both cross-border and domestic transactions with related entities as well as transactions
concluded with entities located in tax havens are subject to documentation requirements.
Following the changes in regulations that occurred since 1 January, 2004, entities are princi-
pally considered as being related if one of the following requirements is fulfilled:

e Participation in the control or management of the other entity;
e Direct or indirect participation in capital (at least 5% of share capital);
e The entities have a common shareholder or controlling entity or managing entity.

With respect to the 5% threshold set for the capital relationship, the regulations define the
method for establishing the indirect capital share. According to the definition, if one entity has
a particular shareholding in the capital of the second entity and the second entity has a par-
ticular shareholding in the third entity, the indirect shareholding of the first entity in the capital
of the third entity amounts to the lower share hold-out of the two values mentioned.

Besides, with respect to the domestic entities, the regulations recognize the concept of the
"personal” relationship. This means that the companies could be related if a family, employ-
ment or a capital link exists between the individuals exercising the management or the con-
trolling functions in the entities.

As indicated above, the definition of the related parties changed on 1 January, 2004. Taking

into account that the statute of limitations on assessment for transfer pricing adjustments is 5
years from the end of the year in which the return is filed, the fiscal year 2003 is open for a
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tax audit up to 31 December, 2009. Therefore, an overview of the regulations applying up to
the end of 2003 can be found below.

With respect to cross-border transactions, the definition was principally the same; however,
the threshold was set at 5% of the voting rights.

With respect to the domestic transactions, the relation between entities existed if one of the
following circumstances took place:

e One of the entities took advantage of income or tax relief,
e Participation in capital,

e An economic relationship existed, i.e. any form of long-lasting co-operation between
the parties. This concept was rather unclear and open to the broadest interpretations.

Please note, that the documentation requirements also apply if the Polish company enters
into transactions with an entity located in a tax haven country and if, as a result of these
transactions, the liability is transferred to such a country.

Since 1 January, 2006, the documentation requirements also apply to the Polish branches of
foreign companies.

Language of the documentation

The documentation has to be in Polish. This principally applies to narrative parts. Any source
of documentation could be delivered in the original language. However, the tax authorities
are empowered to demand the sworn translation into Polish.

Transactions qualifying for the documentation and the statutory deadlines

Related-party transactions are required to be documented if their total annual value exceeds
a certain amount. Specifically, the following thresholds apply:

e EUR 20,000 for transactions involving entities located in tax havens,

e EUR 30,000 for transactions relating to the provision of intangibles or services,

e EUR 50,000 or 100,000 for other transactions (the application of the particular thre-
shold depends on the amount of company’s share capital). For the transactions ex-
ceeding 20% of the amount of share capital, the higher threshold applies).

The company has to submit the required documentation within seven days upon the tax au-
thorities’ request. Such requests are usually filed during tax audits concerning the overall tax

liabilities of the company for a given tax year or, rarely, ad hoc, during the checking proce-
dures.
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2.2 Components

The transfer pricing documentation has to include the following items:

1. Functional analysis;

2. Determination of costs as well as the form and terms of payment;

3. The method and manner of calculating the profit and determination of the price applied,;

4. The business strategy adopted;

5. Other factors influencing the transaction;

6. Outline of the derived or expected benefits in the case of transactions involving intangibles
and services.

2.3 Purpose

The main purpose is to avoid penalties related to transfer pricing adjustments. If the taxpayer

fails to provide documentation within the statutory deadline (7 days) and the tax au