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1.  Introduction

Various modes of investments and transactions have come in the wake of the globalization of enterprises and the wide-spread use of computer networks. The increase in the opportunities for businesses to operate globally and in a diverse manner have led to the emergence of certain challenges to tax administrators, especially those which adopt the residence principle of taxation. 

The current income tax system of Chinese Taipei consists of Profit-seeking Enterprise Income Tax and Individual Income Tax:

A. In regard to the Profit-seeking Enterprise Income Tax, residents are taxed on income from all sources in and out of Chinese Taipei and non-residents are taxed on income derived from sources in Chinese Taipei only. 
B. In regards to the Individual Income Tax, before the implementation of the Income Basic Tax (which is similar to an alternative minimum tax system), both residents and non-residents were taxed on income derived from sources in Chinese Taipei only. However, starting from 1st January, 2010, resident individuals shall include the income from sources outside Chinese into the tax base of the Income Basic Tax.
1.1 How tax administration challenges are defined in our jurisdiction

Tax administration represents any of the relevant administrative measures that will be carried out by a political entity to fulfill the legally regulated goal of the taxation of incomes and such task is achieved by the mechanism formed between the taxpayers and the tax administrators.
Any difficulties or obstacles that are hard to resolve when encountered by tax authorities in the process of tax collecting are called ‘tax administration challenges.’

Overall, there are two objectives which tax administration should achieve and also four principles that the tax authorities should always bear in mind in the process of handling tax administration in our economy so as to ensure that every citizen and enterprise will obtain the maximum welfare. 

The two objectives of tax administration are promotion of public ethics through tax administration and increase in efficiency in tax administration through internal improvement of procedures and the four principles to be followed by the tax authorities are efficiency, certainty and simplicity, effectiveness and fairness and flexibility.
1.2 The challenges our jurisdiction has identified arising from globalization of the tax base

In principle, our Profit-seeking Enterprise Income Tax is residence-based and our Income Basic Tax for individuals will also be residence-based starting from 2010. The increasing number of cross-border activities presents complex taxation issues related to the globalization of the tax base. The following are the challenges encountered by Chinese Taipei.
The first challenge is how to determine the income and expenses arising from Chinese Taipei of a multinational enterprise. It is very difficult for a tax administration to exercise the right to tax and at the same time to avoid the taxation of the same item of income by more than one tax jurisdiction. 
The second challenge is the lack of means to verify information on cross-border activities. Our tax administrations have only limited access to information on the declared revenue and expenses which arise from cross-border activities at the time they conduct an audit. Such lack of access is particularly a problem in cases where the executive and general administrative expenses are allocated among associated enterprises and the relevant data is located outside Chinese Taipei. Thus, both the administrative and compliance burden are increased, since the tax administrations need to use other indirect means to collect data and taxpayers need to provide more books or records to prove their declaration.
The third challenge is how to avoid treaty shopping in an effective and efficient way. The tax administration faces the problem of how to design procedures for taxpayers to apply for a treaty benefit that can not only curtail treaty abuses in an effective way, but which will not also, at the same time, place too much burden on those who are entitled to claim the treaty benefit.
The last challenge is related to the human resources of the tax administration. Due to the increase in the number of tax case investigations involving the globalization of the tax base, the tax administration faces the problem of a shortage of examining staff. Also, the examination staff faces a heavy burden with the need to be acquainted with innovative or complex types of transactions and also with the related law and regulations in order to conduct an effective and efficient audit. 

2. Main causes for the emergence of these challenges 

The emergence of the aforementioned challenges can be divided into two causes, domestic causes and international causes.
2.1 Domestic causes

A. The laws, regulations or guidelines are insufficient to cope with complex and innovative cross-border transactions
Firstly, before our implementation of the “The Regulations Governing Assessment of Profit-seeking Enterprise Income Tax on Non-arm’s Length Transfer Pricing” on 28th December, 2004, our tax administrations had no clear guidelines on how to determine a reasonable amount of revenue and expenses arising from cross-border activities. 

Secondly, Chinese Taipei currently has sixteen tax agreements and the current guidelines issued in 2001 for the application of tax agreements seem outdated given the increasing number of claims for treaty benefit. In addition, the number of the cases in dispute in regard to the application of treaty benefits has been increasing due to the complexities of cross-border activities. The disputes in particular relate to the determination of residents, the determination of permanent establishments and attribution of profit, and the identification of beneficial owners. 
Lastly, the taxation of e-commerce also presents some problems to our tax administration. Before our issuance of the standards for the imposition of tax on internet transactions, our tax administration or taxpayers who run business via the internet were not quite clear about how to determine or declare the income tax and business tax on this type of transaction. 
B. Causes related to human resources
Due to the complexities of cross-border activities, our staff lacks knowledge of the situation of related industries and it is hard to examine data or information related to a case due to such lack. Also, our staff lacks a good proficiency in English. It is difficult for tax case auditors who do not have a proficiency in a foreign language, especially in English, to audit tax cases involving different economies and diverse sources of data.

 2.2 International causes

Cross-border enterprise and cross-border investment have emerged following the economic trend of globalization. This has created a speedy flow of international capital, talented individuals and information. Given that tax administration is limited by its fiscal jurisdiction, globalization also creates more opportunity for individuals or enterprises to avoid or evade taxation.
In order to prevent the avoidance of tax obligations and to control the sources of taxation, every economy pays particular attention to the globalization of the tax base and the inspection and cross-checking of transfer pricing. International causes which contribute to the challenges are as follows:
A. Insufficient tax agreement network
Tax agreements not only provide the benefit of avoidance of double taxation, but more importantly, they also provide a mechanism for tax cooperation whereby one contracting party can request tax information from the other contracting party. However, so far, Chinese Taipei only has 16 tax agreements, and therefore the ability of our tax administration to gain access to tax information on cross-border activities is still limited. 
B. Improper use of tax agreements
Tax agreements may be used improperly by the taxpayers to take advantage of the exemption or the reduction of the tax rates on the incomes such as interest, royalties or dividends. Moreover, by establishing a controlled foreign corporation, a company can avoid the taxation burden both in the source economy and in the resident economy.
For example, suppose that Company A has its 100% directly controlled company in Chinese Taipei with a dividend withholding tax rate of 25%; and then there is a tax agreement between Economy A and Economy B, and the dividend withholding rate is 0%, and so a company is able to achieve taxation-avoidance by setting up a company in Economy B in the name of Economy A, and so use this way to decrease the dividend tax rate from 25% down to 10% to avoid tax. The following diagram shows the operation of such a system of avoidance. 


  Share Control 100%         Dividend Withholding Tax rate 25%


To avoid tax, a company in Economy A set up a company in Economy B. 


Share Control 100%          Dividend Withholding Tax rate 0%


Share Control 100%         Dividend Withholding Tax rate 10%


3. Addressing the impact of these challenges on our tax administration

3.1 The major impacts of these challenges on our tax administration

A. Sustainability of public finance

There would be a severe impact on the sources of revenue of an economy if the taxpayer, no matter whether an individual, an enterprise or an organization, undertakes any law-breaking or treaty-abusing measure to avoid the obligation to pay taxes. Such actions would be an impediment not only to the sustainability of the public finance, but also to the advancement of economic construction and social welfare policies.

B. Inequality in tax systems 
If the relevant tax laws, regulations and guidelines are insufficient for the determination of tax on cross-border activities, it provides more opportunities for tax avoidance or evasion. Such situation would be unfair to honest taxpayers and would be an impediment to cross-border activities.

C. The amount of the claims for treaty benefit is increasing 

Regarding the sixteen economies with which Chinese Taipei has a taxation agreement in force, it is estimated that the amount of tax deductions and exemptions owing to such tax agreements exceeded NT$25 billion in 2006. It would be a satisfactory outcome if the lost revenue contributed substantially to the elimination of double taxation. However, it has come to the attention of our tax administrators that the inclination to claim a treaty benefit might indicate the existence of an abuse of a tax agreement. 
D. The increase in the number of cases for administrative remedy

The number of cases of administrative remedy is increasing sharply due to a lack of clear guidelines for tax administrations and taxpayers on the taxation of cross-border activities. 
E. Shortage of examining staff

Due to the complexities of cross-border activities, taxpayers, tax agents and even tax administrations cannot be fully familiar with the taxation of such activities. The working load of tax officials is heavier compared to that of other administrative organizations which, in turn, makes the labor turnover rate of tax staff higher than that of other government administration officials. The extent of the shortage in examining staff when conducting investigations of taxation cases means that it is easier for tax evaders to rely on luck to avoid tax.

3.2 The integrative and discrete measures (both domestic and international) our jurisdiction has taken to address the impacts

A. Implementation of “The Regulations Governing Assessment of Profit-seeking Enterprise Income Tax on Non-arm’s Length Transfer Pricing”
“The Regulations Governing Assessment of Profit-seeking Enterprise Income Tax on Non-arm’s Length Transfer Pricing” was formulated with respect to the tax-avoidance measures taken by multinational enterprises. In consideration of the fact that an increasing number of economies have planned and established an inspection and checking system for transfer pricing in recent years, the Ministry of Finance formulated and released the Regulations on 28th December, 2004 in accordance with Item 5 of Article 80 of the Income Tax Act in order to bring our income tax system in line with international trends and to maintain taxation fairness and protect tax revenue.  

  B. Implementation of “The Guidelines for the Taxation of the Business Tax and the Income Tax on Internet Transactions”
In order to establish a standard for the imposition of business income taxes on the sale of goods or labor services within and on goods imported to Chinese Taipei as well as the imposition of income taxes on profiting-seeking enterprises or on an individual who makes use of the internet to conduct transactions, the Ministry of Finance formulated “The Guidelines for the Taxation of the Business Tax and the Income Tax on Internet Transactions.” The guidelines were based on the considerations of fairness and justice in taxation. 
As regards the issue of whether e-commerce activities constitute a permanent establishment (PE), we are currently studying this issue with reference to the OECD reports.

The existence of a PE is a key factor in determining taxation arising in cross-border transactions. In accordance with the provisions of most tax agreements, tax authorities only impose tax on business profit in the territory where companies conducting electronic commerce via the internet have a PE. Whether a website server constitutes a PE is a controversial issue in levying tax. According to the current view of the OECD, if the website only includes software and data without having physical machinery equipment, it is not deemed to be a PE, and vice versa.
C. Expanding the tax agreement network and reviewing “The Guidelines for the Application of Double Taxation Agreements”
Tax agreements offer an efficient tax cooperation mechanism for tax administrations to perform their work in an effective and efficient way, such as the exchange of information, mutual agreement procedures or assistance in the collection of taxes. The promotion of the signing of tax agreements with other economies can resolve issues related to double taxation, data collection and auditing problems.
Also, we are currently reviewing “The Guidelines for the Application of Double Taxation Agreements” for the purpose of providing a more effective and efficient way for our tax administration to check applications. It also provides convenience to taxpayers in being able to claim the benefit of tax agreements. We hope that by providing clear guidelines on the determination of beneficial owners, PE or residents, that we can effectively curtail treaty shopping or abuse, without, at the same time, increasing the taxpayers’ burden of compliance.
D. Measures related to the human resources of tax administration
In order to resolve the problem of human resources, the tax administration is active in holding training to strengthen the auditing skills of the examining staff so as to upgrade the breadth and scope of investigation of taxation in order to avoid the incorrect imposition of tax and to maintain taxation fairness. Also, the tax administration is encouraging staff to enhance their foreign language proficiency and also their aptitude in different kinds of skills by passing the respective tests of different kinds of professional certificate or license. 

3.3 Our most successful story in addressing the challenges

We have chosen to describe a case which shows the application of “The Regulations Governing Assessment of Profit-seeking Enterprise Income Tax on Non-arm’s Length Transfer Pricing.”
                                            Unit: NT$

	Business
	Passive component manufacturer

	Related parties
	12 enterprises

	Source of comparable data 
	2005 transfer pricing report of the profit-seeking enterprise, Market Observation Post System, OSIRIS, and the ORIANA Database of Bureau Van Dijk

	Type of controlled 

transactions between a profit-seeking enterprise and its related parties 
	Transfer and use of intangible assets, service rendered 
and use of funds 

	Best transfer pricing method
	Comparable profit method

(Return on sales, ROA)

	Assessment method
	Consolidated transactions

	Data year
	Multiple-year data

	Adjusted annual income
	NT$160,000,000

	Adjusted tax payable 
	NT$40,000,000

	Explanation 
	Transfer and use of tangible assets included purchases, sales of raw materials, sales and purchases of fixed assets, etc. After evaluation with the Comparable Profit Method, the result of the transaction fell outside the arm’s-length range. The collection authorities-in-charge made an adjustment of net operating profit to NT $160,000,000 based on the median 9.95%.

With regard to secured loans offered to affiliated enterprises, after negotiation with the company, the service charge revenue was increased to NT $1,000,000 based on the standard rate of 0.7% as used in the banking industry. 


4. Conclusion 

4.1 Summary

Various modes of investments and transactions have come in the wake of the globalization of enterprises and the wide-spread use of computer networks. The increase in the opportunities for businesses to operate globally and in a diverse manner have led to the emergence of certain challenges to tax administrators, especially those which adopt the residence principle of taxation. 
In principle, our Profit-seeking Enterprise Income Tax is residence-based and our Income Basic Tax for individuals will also be residence-based starting from 2010. The increasing number of cross-border activities presents complex taxation issues related to the globalization of the tax base. 
The challenges encountered by Chinese Taipei include (1) how to determine the income and expenses arising from Chinese Taipei of a multinational enterprise; (2) the lack of means to verify information on cross-border activities; (3) how to avoid treaty shopping in an effective and efficient way; (4) human resources of the tax administration. 
The emergence of the aforementioned challenges has two domestic causes and two international causes. The domestic causes include the laws, regulations or guidelines are insufficient to cope with complex and innovative cross-border transactions and the staff in tax administrations lacks related knowledge in cross-border transactions. The international causes are insufficient tax agreement network and tax agreements may be used improperly by the taxpayers to take advantage of the exemption or the reduction of the tax rates. 
The major impacts of these challenges on our tax administration include sustainability of public finance and equality in tax systems. It also affects our tax administrations that the number of the claims for treaty benefit and the cases for administrative remedy is increasing and the examining staff is short of. 

We have taken the following measures to address the impacts: (1) implementation of “The Regulations Governing Assessment of Profit-seeking Enterprise Income Tax on Non-arm’s Length Transfer Pricing”; (2) Implementation of “The Guidelines for the Taxation of the Business Tax and the Income Tax on Internet Transactions”; (3) expanding the tax agreement network and reviewing “The Guidelines for the Application of Double Taxation Agreements”; (4) holding training programs to strengthen the auditing skills of the examining staff. 

4.2 Looking forward
We work under circumstances in which tax authorities encounter continued challenges in the face of economic globalization. In order to achieve the goals of tax administration, we need to coordinate and collaborate with different economies and institutions, abide by the laws, provide transparent financial statements as well as take advantage of information and communications technology to enable the timely collection of tax.
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