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Abstract:

The article presents the procedure of concluding an advance pricing agreement
between the taxpayer and the tax authority as a tool of tax strategy of large
international groups. It was pointed out that the advance pricing agreement may
be a key tool to protect affiliates operating in different tax jurisdictions from
the questioning of market conditions in their transactions by tax administrations.
The essence and stages of concluding this agreement are presented on the basis
of the tax practice applied in Poland. In addition, special attention was paid
to issues concerning properly implemented tax strategy in large international capital
groups. The content of the article indicates certain benefits of establishing
an advance pricing arrangement and its impact on the tax strategy in a capital
group.
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1 Introduction

While carrying out a variety of transactions, economic entities repeatedly take
decisions, both nationally and internationally, in uncertain economic
circumstances. A critical element of the environment of each economic entity
is the fiscal environment, which also undergoes constant modifications, adapting
to the dynamically changing economic reality. Moreover, one of the objectives
of business entities operating in a competitive environment is to maximise their
profits. A common practice supporting this objective is the use of a network
of connections of entities, in particular capital, personal or organisational
connections. Implementation of these activities is often of a strategic nature,
affecting the entire capital group. However, it should be stressed that organised
cooperation between related entities is also an element of interest of tax authorities
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all over the world. Moreover, transactions concluded between related parties
are often associated with the necessity to prepare transfer pricing tax
documentation. In this respect, related parties may use certain tools to protect them
against negative tax consequences. Their use is also part of the company's planned
tax strategy. One of such tools limiting tax risk is an advance pricing arrangement,
which is concluded between the taxpayer and the tax administration of a given
country.

The purpose of this article is to present the pricing arrangement as a tool of tax
strategy of related entities operating within an international capital group.
The article characterises the essence of an advance pricing agreement and
indicates the possibility of its application on a national and international scale.
Moreover, the possibilities and effects of implementation of tax strategy planning
tools by business entities were presented. The article results in a piece of research
indicating the awareness of internationally operating economic entities
of the benefits to be obtained following an implementation of the advance pricing
arrangement for a given transaction. The article uses research methods of literature
studies, analysis of accounting documentation, and a survey conducted with
the personnel of analysed companies who get involved in the development of tax
strategy in the analysed companies.

2 The Essence of the Advance Pricing Arrangement

Advance Pricing Arrangement (hereafter also APA) is an institution
of international law aimed at implementing the provisions of double taxation
conventions. It is a decision issued by a tax administration which indicates that
the agreed transfer price for the transaction meets market conditions, i.e. complies
with the arm’s length principle (Kaniewska-Srodecka, 2018). A prior price
agreement is aimed at securing the tax interests of both the taxpayer and the tax
administration. It is legally based on provisions of the concluded agreements
for the avoidance of double taxation, which are modelled on Articles 9 and 25 of
the OECD Model Tax Convention on Income and on Capital (Kosierdzki et al.,
2019). The first of the above mentioned provisions of the Model Convention
obliges to introduce the arm's length principle in the executed transactions, while
the second gives the parties to the double taxation conventions a tool
to communicate in order to avoid or evade it. Moreover, rules for interpretation
of these provisions are included in the commentary to the Model Convention
and in the OECD Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations. Chapter IV of the OECD Guidelines — Administrative
Approaches to Avoiding and Resolving Transfer Pricing Disputes, outlines
the procedure for implementing APA in related parties (OECD, 2017a).
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Three possible forms of APA conclusion are currently indicated. These are:

¢ unilateral agreement — concluded between the taxpayer and the tax authority.
This agreement allows for a total or partial reduction of tax risk in relation
to transactions concluded between domestic entities. This procedure does not
guarantee the elimination of double taxation. However, it is no less
advantageous for taxpayers due to the shortest time of the whole procedure.

e bilateral agreement — implemented between two countries. This agreement
aims at minimising the tax risk in relation to a transaction between a domestic
and a foreign entity. Moreover, the conclusion of this agreement
is to eliminate the risk of double taxation.

e multilateral agreements - introduced between several countries.
Itis a solution dedicated to transactions characterised by the highest level
of complexity. This agreement limits the risk of double taxation between
domestic and foreign entities (Szpadzik, 2019).

It is important to stress that also the APA procedure may potentially end up being
a very beneficial tool, the mere fact of going through the whole process can
be burdensome for the taxpayer. Indeed, from the perspective of the number
of obligations that an affiliate is faced with when applying for the APA, it can
be concluded that the preparation and submission of the application itself
is an extremely complex procedure. Steps 1 to 5 shows the procedure
for concluding the APA based on Polish tax regulations.

Step 1

A preliminary meeting between representatives of the Ministry of Finance
and representatives of the taxpayer during which practical and formal issues
of applying for the APA can be consulted.

Step 2
Submission of a request for agreement by the taxpayer.
Step 3

Analysis of conditions established between the related parties on the basis
of the submitted application and the material collected during the proceedings.
At this stage, negotiations between the taxpayer and the tax administration body
also take place.

Step 4

In the case of a unilateral agreement, a decision terminating the proceedings shall
follow.
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In the case of a bilateral or multilateral agreement, negotiations take place with
competent tax authorities of the transaction parties based on relevant provisions
of the double taxation treaties. This should result in an agreement between the tax
administrations.

Step 5

If the foreign tax authority does not agree to the pricing arrangement or if there
isa high probability that no agreement will be reached, the tax authority shall
inform the taxpayer of this fact. In such a case, the taxpayer may withdraw
the application or amend the application for a bilateral agreement to conclude
a unilateral agreement. Where only one foreign tax authority consents
to the conclusion of an agreement and the taxpayer has applied for a multilateral
arrangement, it may amend it to a bilateral agreement. At this stage, a decision
terminating the procedure is issued. (Ministry of Finance in Poland, 2018).

As the table above shows, effective legislation on the APA procedure
is a necessity to obtain the APA decision within a time frame that suits
the taxpayer and the tax authority. Consequently, tax interests of both parties
are safeguarded.

3 Corporate Tax Strategy

Economic entities acting both individually and in large international groups must
take into account the prevailing economic conditions when carrying out
transactions. The impact of both internal and external environment determines
the chances of their prosperity and survival on the market. One of the sensitive
elements of the external environment affecting activities of business entities
is the tax system in place. Therefore, these entities pay ever increasing attention
tothe adoption of an appropriate tax strategy, both on the national
and international scale, to allow them to operate effectively and efficiently
and thus reduce the risk of making wrong decisions (Biernacki, 2017).

It should be emphasised that a company's tax strategy is a conscious set
of decisions containing relevant objectives and the means to achieve them.
Its proper implementation allows optimising the tax burden. Moreover, choosing
the right tax strategy allows meeting the requirements of competitors and clients.
For most capital groups, these aspects determine the fundamental objectives
of which they intend to achieve and the directions of their activities. It should also
be stressed that the tax strategy in its essence must consider and support
the overall strategy of the company. The literature presents many types of tax
strategies implemented by business entities. In this respect, conservative
and aggressive strategies are mentioned, among others (Walicka, 2012).
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A conservative strategy is based on a precautionary approach
to the implementation of tax obligations. This strategy focuses on avoiding
disputes with the tax administration and making decisions that ensure tax security.
A conservative company focuses on correct identification of its tax obligations
and does not seek to minimise its tax burden.

The second in the list of indicated strategies represents fulfilling tax obligations
while using any legal possibilities to minimise the tax burden. However,
this strategy pays attention to the limitations resulting from the overall strategy
of the business entity. In this area, the taxpayer should choose a course of action
so that the main objective is achieved with the lowest possible tax burden (Mikrut
and Poznanska, 2009).

It should be noted that the tax burden should be of a magnitude that is influenced
and appropriately shaped. This is possible thanks to the knowledge of tax tools,
optimisation schemes and structures. Their correct and legal use in practice may
result both in the achievement of the objectives of business entities and
the reduction of the tax burden.

4 The APA Procedure and its Directions for Change in the Context
of Strategic Planning by International Capital Groups

The BEPS project initiated by the OECD and the group of the most industrialised
countries— the G20- has particularly influenced the shaping of economic strategy
by international corporations. One of the reasons for the implementation of this
project were the tax planning strategies adopted by international business entities,
which aimed to take advantage of the differences and loopholes in tax systems
in different countries. (Flipsen and Duteweert, 2014) Activities of these entities
have boiled down to the transfer of profits to jurisdictions with low tax rates
or reduced transaction taxation conditions. Therefore, in order to counteract
excessive abuse in this area, the OECD has developed the BEPS package
as a policy including minimum standards, guidelines, good practices and common
solutions for cross-border income taxation. The objective of these solutions
istoreduce the erosion of the tax base through income taxation in those
jurisdictions where value added is generated by transactions (OECD, 2017b).
In this respect, it is safe to say that the BEPS project has directly and indirectly
influenced the situation of multinational companies, including the strategic
planning of their international activities. It is also crucial that the project has also
influenced the activities of the tax authorities by introducing new rules, tools
or modifications to existing tax systems. It is worth noting that meeting
the objectives of the BEPS project is still a significant challenge for tax
administrations, but its gradual implementation in OECD legislation will allow
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for adequate taxation of the supply chain created by international entities.(OECD,
2017a) It should also be emphasized that in this respect an already functioning
institution, whose role has significantly increased as a result of the BEPS project,
and which inevitable changes await, is the procedure of concluding previous price
agreements (APA) discussed in this article.

In this regard, it should be noted that the APA is a tool that economic entities
increasingly take into account as part of their tax strategy. This is due to the fact
that it confirms that the correct transfer pricing method has been selected.
In general, after issuing an APA decision, tax authorities cannot challenge
the level of marketability in a related party transaction, assuming the terms and
circumstances of the transaction outlined in the application remain unchanged.
(Afik and Lahav, 2016) In the case of Polish legal solutions, an unquestionable
benefit for the taxpayer is also the exemption from the documentation obligation
in respect of transactions covered by the APA. Therefore, these benefits translate
into increased interest of international enterprises in concluding this agreement.

It should be noted that, in the context of the BEPS project, bilateral
and multilateral procedures are becoming increasingly important, indicating
greater certainty in relation to the elimination of double taxation or non-taxation
of multinational companies. This position is linked to the emergence of negative
views on the tax interpretations of the transactions concerned and the unilateral
pricing arrangements used by some taxpayers as a tool to achieve lower or non-
taxation (Eden and Byrnes, 2018). Furthermore, the negative perception of certain
types of APAs has been reinforced by the European Commission's investigations
into unauthorised State aid and information leaks. It is worth noting that
the allegations made by the European Commission have not always been upheld
as correct, as evidenced, for example, by the judgment of the Court of Justice
of 14 February 2019, (T-131/16, Belgium v Commission, EU:T:2019:91Court
of Justice of the European Union, 2019). In this case, Belgium won in a procedure
concerning illegal state aid in the form of use of the so-called ‘excessive income
mechanism.

In addition, for the strategic planning of international corporations certain
directions of changes that await the price agreement procedure are also of key
importance. In this regard, particular attention is paid to strengthening the benefits
of having APA by economic entities, including:

e a recommendation to introduce bilateral APAs (in tax systems where
the procedure is not yet operational) assessed as an instrument to reduce the
risk of double taxation and to prevent future international conflicts
and inconsistencies in the agreement procedure,
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o for countries that have already implemented a bilateral APA programme,
the requirement for countries to consider introducing retroactive action
by the APA subject to the possibility of limitation,

e arecommendation to establish internal guidelines for a multilateral procedure
for mutual communication between countries.

In addition, another area for attention should be the development of practical
guidelines for taxpayers to negotiate and implement bilateral or multilateral APAs.
These guidelines should address both specific sectors and the business community
at large, taking into account past agreements and clarifying the roles
and responsibilities of taxpayers within the APA process. In this respect, these
guidelines should be seen as positive since their implementation will increase
the speed and efficiency of the APA process. It should also be stressed that
the Organisation for Economic Cooperation and Development will also examine
whether bilateral and multilateral APAs can be used in standard, pre-defined
situations. First of all, it is pointed out that:

o agreements for specific industries concluded where the industry concerned
operates in a typical homogeneous environment. This is already the case, e.g.
in the Dominican Republic for the hotel industry, and in Mexico
for manufacturing and its effects are assessed positively,

e taking into account the circumstances resulting from the increasing number
of bilateral and multilateral agreements concluded in which the countries
concerned have succeeded in developing acceptable profit-sharing formulas
for the transactions concerned. In this case, OECD studies are to be targeted
to determine whether schemes indicating the correct application of methods
and margins can be developed on the basis of the data collected, once a case
is deemed to fit a given transaction pattern(OECD, 2017a)

It should be noted that both Member States and entities participating in public
consultations positively responded to these lines of action. In particular, issues
related to the need to speed up and simplify proceedings for renewal or extension
to past periods and the development of practical guidelines have been unanimously
approved. Nevertheless, various proposals are already being made with regard
to the details, as attention was also paid to the role of taxpayers in the APA
process, including their will and ability to cooperate in the process of concluding
agreements. Incomplete, rudimentary information and delays in providing it to tax
administrations in the course of proceedings significantly affect the extension
of the duration of the APA procedure. In addition, it was pointed out that the fast
path to obtaining unilateral APAs may result in a reduction in the burden of proof
and incomplete analysis of the facts. All this is superimposed by negative
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experiences related to unauthorized public aid of some countries, which was
manifested by issuing unilateral tax interpretations or APA sanctioning non-
market conditions.

Moreover, some of the proposed solutions may give rise to concerns, in particular
with regard to simplified or standardised procedures. In this respect, Member
States have indicated that the use of standard ranges is not, in principle, in line
with the arm’s length principle, since in most cases it is not possible to define such
a standard range, but only a range appropriate to the specific transaction.
On the other hand, trying to define standard ranges on the basis of one or even
more agreements already concluded carries an even greater risk of not complying
with the arm's length principle.

With these solutions and directions for change in mind, the APA is an important
tool in developing a tax strategy for multinational companies. The optimisation
of procedures, increasing the possibilities of examining applications, as well
as the joint development of new, faster paths for reaching agreements on bilateral
and multilateral matters is one of the key aspects of tax planning and setting
out the directions of activities of multinational companies. In this respect,
the protection offered by agreements to entrepreneurs in the context
of a dynamically changing economic environment is also important.
The negotiation nature of the APA procedure also plays an important role here
as taxpayers have a significant influence on the ongoing proceedings, but it should
also be noted that these entities must thereby adapt their business models
to the requirements of the tax authority. Furthermore, it is worth noting that
the implementation of changes to the APA will be a challenge both
for internationally active affiliates but also for the tax administration itself which
should then be required to implement procedures to increase their ability
to process applications and to jointly develop effective pathways to agreement
in bilateral and multilateral cases.(Szpadzik, 2019)

5 Using the APA as a tool for tax strategy in a capital group - case study

The use of available tax tools by economic operators is becoming more and more
important each year due to their nature of protecting the interests of the taxpayer.
Therefore, they are increasingly being implemented as strategic tools
for businesses. In order to examine the use of APA as a tool for tax strategy,
a survey was carried out covering the period from September to November 2019.
The questionnaire was sent to 15 enterprises operating in Poland
and in international capital groups. 11 of them replied to the questionnaire. These
companies are related to entities from the Czech Republic, Germany, France
and the Netherlands. Two of the surveyed entities concluded the APA in 2018
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for transactions concerning transfer of intangible assets between countries.
The remaining nine respondent entities prepare transfer pricing tax documentation.
The target group responding to the survey were people employed in these entities
in the departments responsible for preparing transfer pricing tax documentation.
Depending on the individual enterprise, these were departments of the controlling,
accounting or separate organisational units whose sole task is to prepare transfer
pricing tax documentation. In addition, these personnel declared within the survey
that any doubt as to market conditions and transaction prices were consulted with
senior managers responsible for the development of the plant in Poland. It is worth
noting that each of these entities consults the terms of the transaction with
independent tax advisers.

The survey included YES/NO questions:

1. Are tax optimisation measures applied in the capital group to which you
belong?

2. Are the measures taken to reduce tax risks strategic long-term?

Does your company benefit from tax advantages of a double tax treaty?

4. Does the geographical location of your company's registered office have
an impact on the amount of transfer prices set in the capital group?

5. Do you think that the APA is a tool which sufficiently safeguards the
transaction against negative tax consequences?

6. Inyour opinion, can the conclusion of an APA increase the efficiency
of the group and significantly increase the value of the group as a whole?

7. Do you see in your company the necessity to carry out a tax risk analysis
in the aspect of transactions between related parties?

w

As a result of the surveys, the possibilities of using the APA and its impact
on the strategic activities of the related parties in the capital group were identified.
The responses indicate that most of them apply optimisation measures to reduce
tax liabilities. Moreover, as a result of the research carried out, it was determined
that 70% of the analysed entities implement long-term strategic actions aimed
at reducing tax risk. Further questions related to the use of preferences resulting
from double taxation treaties indicated that 60% of the surveyed companies use
this type of preferences and 55% of the surveyed business entities indicated that
the decision on the geographical location of the company's registered office has
an impact on the amount of established transfer prices in the capital group.
The research shows that for 70% of the surveyed companies, the APA is a tool that
sufficiently safeguards the transaction against negative tax consequences and 90%
of the surveyed entities said the APA has an impact on the efficiency and increase
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in value of the group. The results of the survey show that 85% of the surveyed
entities see the need for a tax risk analysis in transactions between related parties.

As the above results show, operators implementing optimisation measures
are aware of the APA benefits. Indeed, the surveyed entities are of an opinion that
on one hand it is important to achieve satisfactory financial results that increase
the value added of the capital group and on the other hand they every time see
the need for a risk analysis of their intra-group activities. The APA tool can
be used by these entities to hedge the key intra-group transactions they carry out.
Therefore, the conclusion of a prior price agreement allows within a certain period
of time for:

¢ increasing the security of running a business,

¢ elimination of uncertainty resulting from possible tax proceedings in the field
of transfer prices,

e celimination of the risk of penalties being imposed on the taxpayer
and avoiding a lengthy tax audit process.

Therefore, obtaining the APA by a taxpayer eliminates the risk of potential future
tax disputes with the tax authorities. This is a very important advantage, especially
for taxpayers who are involved in complex intra-group transactions where
it is difficult to determine the functions and risks of the entities involved. This
issue is also very important, e.g. from the perspective of taxpayers carrying
out restructuring of their activities.

In addition, the APA makes it possible to reduce or eliminate the risk of double
taxation altogether by the option to establish a bilateral or multilateral agreement
between the taxpayer and the tax administrations of two or more countries. This
is possible because the APA negotiation process involves tax administrations
within all the countries concerned.

The results of this survey are worth comparing with the evaluation of the APA
in Poland. In this respect it should be noted that APA have been in place
in the Polish law since 2006 and therefore this is not a new tool that Polish
taxpayers can use. Data on the number of pricing agreements concluded between
2006 and 2019 are shown in table 1.

In the first years of the APA in Poland this tool was not very popular.
Furthermore, it should be noted that initially there were only unilateral
agreements. The first (two) bilateral APA were signed only in 2011 and the
multilateral ones in 2014. Undoubtedly, the increase in unilateral pricing
agreements was influenced by changes in the Polish tax regulations which
significantly increased documentation obligations. The most significant changes
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in this respect occurred in 2017 and then in 2019, requiring taxpayers to conduct
athorough analysis of comparative data for the documented transaction.
Atthe same time, the possibility of applying for an exemption from
the preparation of transfer pricing tax documentation for a transaction to entities
that have entered into the APA agreements was implemented.

Tab. 1 Information on statistics on concluded advance pricing agreements in
Poland.

Year APA unilateral APA bilateral APA multilateral Total

2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019

,_\
o
o
o o L, A~ UOA NN ON R

o N o1 o0 O B~ O DN N OODN
=
[N

A B P P O O ON O O O O
=
o

P O O O O B O O O O o o o

=
w
=
(8]

Source: Own elaboration based on (Ministry of Finance in Poland, 2018).

In view of the results of the survey, it can be concluded that from the perspective
of economic entities, the APA can be an effective tool to reduce the risk
of incorrectly set transaction pricing and to challenge the way in which the tax
authorities set it. However, despite the apparent Polish increase in interest in this
tool, it should be recognised that it is still not used very intensively in the tax
strategies pursued. In this respect, on the basis of the 2018 data available from the
European Commission and taking into account only the countries surveyed,
it should be noted that a total of 68 APA were concluded in the Czech Republic
during this period, 43 in Germany, 40 in France and no data on the total number
of APA concluded in the Netherlands is available. (European Commission, 2018)
An explanation for the discrepancies in the number of agreements can be found
in the complexity and sophistication of the whole process of dealing with
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taxpayers' applications and the differences in the approach of the tax authorities
in different countries to considering the agreed upon terms and conditions
of atransaction as being in line with market conditions. This problem
is particularly relevant to bilateral and multilateral agreements. In addition, high
fees and long duration of the APA negotiations can in this respect be a factor
contributing to this state of affairs. (Brychta and Sulik-Gérecka, 2019) According
to the Polish tax guidelines, it can take up to six months to conclude a unilateral
pricing agreement, one year to reach a bilateral agreement and up to 18 months
fora multilateral agreement. The degree of involvement of a country
in international capital structures may also be important. In addition, obtaining
the APA does not itself make the taxpayer secure against routine checks on the
fulfilment of the arrangements contained in the agreement. Nevertheless,
itis certainly a tool which allows the tax authorities to obtain complete
information to detect tax fraud more effectively and take more effective action
(Neacsu, 2017).

6 Conclusions

The decision to conclude an agreement related to the choice and application
of the transaction pricing method provides the taxpayer with a certainty that
compliance with the terms and conditions of the APA will protect it from
adjustments in the transfer pricing. It should be emphasised that measures
to reduce tax risk are one of the main objectives of tax management for businesses.
Moreover, the adoption of an appropriate tax strategy allows the company
asawhole to operate efficiently and effectively. It is therefore appropriate
to recognise that the APA is a tool which can effectively influence
the management of tax risk by minimising the negative tax consequences which
may arise on the part the tax authorities. Nevertheless, it should also be noted that
the APA procedure should be further examined for improvements as it is not free
of drawbacks. The length of the procedure and the amount of information that
the taxpayers must provide to the tax authorities may discourage them from doing
so. As a result, every trader should consider already at the strategy stage whether
the benefits of the APA outweigh the disadvantages of a complex and lengthy
application process.

In addition, what is important in relation to the APA is the need to introduce
certain changes in its procedure by OECD countries. It should be noted that
the issue of tax avoidance is internationally unsolved problem. This is because
international corporations often transfer their profits freely to tax havens.
For example, despite the implementation of specific provisions counteracting this
practice, Poland is in this respect, is still in line with the trend. As the commonly
practice adopted by affiliated entities is to transfer their profits using differences
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in the approach to certain issues of tax law, imprecise and heterogeneous
interpretations of the content of double taxation avoidance treaties, which de facto
may be used to avoid taxation. In this regard, certain systemic solutions have been
implemented to prevent activities resulting in tax base erosion,
e.g. by implementing the ATAD directive. However, there is still a need to create
or improve existing tools such as the APA in order to achieve real tax sealing
effects on state budgets. In addition, the lack of effective coordination in this
regard may cause some of the countries to adapt to the lobby of international
corporations. As a result, these countries may begin to act as tax havens while
remaining members of the European Union. Nevertheless, EU and international
initiatives aimed at combating tax avoidance and evasion may increase
attractiveness of the tools to reduce the tax risk of related parties and thus the tax
planning decisions. Moreover, it is worth looking at the issue from the perspective
of the tax administration, as the conclusion of advance pricing agreements
provides tax authorities with detailed information that allows them to detect tax
fraud more effectively and take more effective measures to control transfer
pricing.
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