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Introduction & 9%

It is with great pleasure that 1 provide a Preface to Dr. Chen
Zhichao's book. I congratulate Dr, Chen for writing a book that examines
the most challenging issue in international taxation (transfer pricing in in-
tangible property), analyzes the best-known international tax principle (i.
e. , arm’s length’s principle) in its historical, theoretical and practical con-
texts, and offers his insights on the current state of law and {uture devel-
opment. It is indeed a book well researched and well written!

BRBXANLAGELOHEZAF. BB CARNEE LA R
HEFHREPREGRB AL Z R R TIENHRL NG L ERY
DB EHEGAEELABRREGETEHRNATT 4, R 2A
R EEARPAREZABRLERET ACH AN L, TRAULZHAAT
EIENHRIENARKL TG B KT,

I must confess that I have never met Dr. Chen in person, I am, how-
ever, aware of his work and have been keenly waiting to see the final man-
uscript. After reading the book, I became impressed with Dr. Chen’s high
quality of writing, thoroughness in research, solid understanding of the
issues, the law, and policy challenges, as well as his ability to translate
complex, highly technical concepts into Chinese. Writing a preface for

such impressive book is thus both a privilege and an invitation to think



I T BT Lk A AR BR ST —— DL E R OECD &1 B2 2 il

harder about the issues examined in the book.
AEHHLIAALL® 2B IRRL, m L— G-+ 5 B0
AR, Mtk BB . GHELEREGEE RANAT, ML FAM &
ERE AT ER AR HELEORRBRERFRF LGRS LR
BTTHRZAAGTR., AXH-—HERZHERAERAFLRRBT —A
BRFARGAERMAT IR SEGS , LIL KRB EFTRFE,

Transfer pricing transactions involving intangibles:
The Frontier of International Taxation

ERAFHFILENZ S BREBENTHBZRE

As stated by Dr. Chen at the beginning of the book, transfer pricing
is one of the most, if not the most, difficult issues in international taxa-
tion. It potentially affects 60 percent of the world trade and investment,
each and every multinational corporation, and most governments of the
world. The law governing transfer pricing transactions is based on the
arm’s length principle, which requires related party transactions be bench-
marked against transactions between independent parties. The rising im-
portance of intangibles in related party transactions seriously challenges
the theoretical foundation and practical implementation of the principle be-
cause intangibles are typically unique and not easily benchmarked against
any arm’s length transactions.

e R R 4SS P iR ARAR A B FRAL AR, SR AR RP
BREZRAFE, LEFZEHFAAZ—, ETHEIRERLOK AL
BREFERS LI ANERAAG R IBRGEE, #ibT o
EAABRURAEFXGRN (R ILZXHRA), EFXHRUEBRXBD
X AHRGEGHBRIELZARGHNEEN., AR ALY T
FPEABRLLR S PRABEE B TABF A INHAB AR LKA
A FRALA TR EF LS, AN EFLHRUGZLEBARF
BRoP o) AR R B AR KA B .

There are no clear answers at the moment to some of the most basic
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questions, such as: What is an “intangible”? How to value an intangible
property? Who is the owner? What should be the rate of return? How, in
practice, can taxpayers and tax authorities determine the correct price for
a transaction involving intangibles? Other than the United States that has
fairly sophisticated regulations on intangibles, there are no clear national
or international rules. On June 6, 2012, the OECD published a discussion
draft report titled “Discussion Draft Revision of the Special Considerations
for Intangibles in Chapter VI of the OECD Transfer Pricing Guidelines
and Related Provisions” (6 June 2012) to address these questions. Courts
in various countries struggle in their decisions in transfer pricing cases, a-
dopting different approaches to the interpretation of the arm’s length prin-
ciple.

BT EBR SR G £ N AT A6 — s K KPR E IR A A AL
£, b ATHRBES? wTHEZABESHONME? RREARABE SN
BrAE? QRERTHE? EFERT, BHA T BT AR S0 6T 2
RBEFEIHHE? AFRBES, RALEMNIT T A #Fameonn,
B Ao OECD B M AF £ EXANAFHM, OECD £446 A 6 B LA
T — itk d, F(OECD S A #ik R h B A FE N FARABH = A4 £
REMSKH TR, B SRHERATHILEIMN 469 F R ETHEL T
SHE  XAREAN T ERBREFTLH AN,

The issue of transfer pricing and intangibles is important to China.
As a major recipient of foreign direct investment (FDI) that has embedded
intangibles created offshore, China faces the risk of tax base erosion when
profits are shifted outside China through transfer pricing. Similarly,
China’s growing outbound FDI that has embedded intangibles created by
Chinese companies may face increasing transfer pricing scrutiny in other
countries, For both Chinese tax authorities and taxpayers, transfer pri-
cing in intangibles is an important issue. China has transplanted the arm’s
length principle into domestic law and adopted many of the OECD Trans-
fer Pricing Guidelines in practice. To the best of my knowledge, Dr.
Chen’s book is the most recent and comprehensive examination of this is-

sue in China.
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ABREHBETHPAEASTPERLT S EL, PHAER LA
EEBFHIEZNE, SR ARET HMELAATE , BEAS
TURBEHIEETNHFREAB T AETE LG HBAEB LR, R A
PRGHAR,ERTBOAL, B, PEGEISIABRETLERS
K. EVPEMAHABE AL FAGABLLANRFAHERMESIE
HEE, PEAXGHHILEENLHLLIMAR PRGOS FTE, B, R
AN TEOHSINEAERL T RGARARN, EHBE > G LT HhEH
HREFEL, PHCEZREFXHRNSHAABAZPHFLAEAEZER TR
AT OECD #iLZMrism T8k s AE, BERM4 KL XAHZR
WEANSABRE LT NFEREN RELEBOAAELARAR.

The Arm’s Length Principle and Intangibles
EEZXSENSLTRE

The arm’s length principle was developed in the early part of the
twentieth century. It is the basis of an international consensus on the sha-
ring of profit derived by multinational corporations. It has arguably served
the world community reasonably well until the prominence of intangibles,
globalization, and the a.bility of multinational corporations to shift income
cross-border through transfer pricing strategies. Applying the arm’s length
principle to transactions involving intangibles is extremely difficult. As
discussed in Dr. Chen’s book, it is tricky to identify transactions involving
intangible or to apply the existing transfer pricing methods to such trans-
actions. The arm’s length principle suffers from some serious defects and
has some severe criticism. And yet, there are currently no viable alterna-
tives, even though formulary apportionment has been touted as such.

EFRGRUAERET T E2n, ZRNEBFEENAG TS
BABBTrEGAZ  SEXH RO HERARE, CBANALABREEF
FERA ARAARS BN E)F A AL TN R 08553 445 A iz R ) 3t
MEARNST . FABFFHAXLGENEFT LS RUZFEFHEEY, £
LR PR RN RROCEAB T PN LSRG AL LEEHF
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Soft Law and the Influence of the United States and OECD
B 5% WL B2 £ E #1 OECD # %2 I

Students of international taxation may find it hard to believe that the
area of transfer pricing is regulated primarily by “soft law’, that is,OECD
Trans fer Pricing Guidelines, as opposed to “hard” law in the form of de-
tailed rules in domestic tax law or international tax treaties. The Guide-
lines do not have the status of law. The OECD is not a law-making body.
The OECD Guidelines are not based on an agreement signed by OECD
member countries and do not bind national tax administrations or taxpay-
ers. They are only guidelines. And yet, tax administrators and taxpayers
rely on the guidelines in practice out of necessity.

R AL MR S F RS B AT AR R M AR AR KARE B4R
FBME”, w(OECD #ik £ #ri5d ). MA AR B A EXRBREH FHE
AR, B AT IR R MR, (S8 )R & R R k4, OECD & 5f 3k 2 3k i
H. (Fed)esftdk s OECD & R B &ireymX it haiz b, €4
ME RSN EIABRABREIAYGRD  RRE—HHFam, 2E%
P REFMEABARA—BRRELGTF, BAANLEE,

In the face of economic globalization, political borders are becoming
less and less relevant to multinational corporations but remain fundamen-
tally important to nation-states in setting tax policy and enforcing tax
laws. The notion of sovereignty remains deeply rooted in tax law. It is
unlikely that nation states would agree to cede their tax sovereignty in or-
der to create a super-national tax organization. In the meantime, transfer
pricing is a real issue, Any transfer pricing issue involves at least four par-
ties, representing different interests:; the two associated enterprises (Par-

ty A and Party B); the tax administration of the two countries (Country
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A and Country B) in which transfer pricing transactions are conducted by
Part A and Party B. The relationship between Country A and Party A, or
between Country B and Party B, is governed by domestic law, the rela-
tionship between Country A and Country B is governed by a tax treaty. If
a third party (Party C) is located in a third country (Country C, typically
a tax haven) there is no legal instrument that governs the tax relationship
of the three countries. There is no international law that compels any of
the three countries to enter into tax treaties with one another. Outside the
European Union, there are no multilateral tax agreements. In the foresee-
able future, nation states and MNEs will be looking to the OECD for prac-
tical guidance.

WFEFLHAN AL, BRASEAN G Y AE AR T ENERY
B Sk AN REL TS, BE IR B AR THEZF., £
BERANEREEAFRIHEABH IR H - P EFRAKAR. R
E%%ﬁkﬁx*&%%é&%ﬂﬂuEﬁ*&%ﬁkﬁﬂﬁiyﬂ@%
REFRBAAZSBEFEEFAASOLKLLAF#DB F), ik B RS
FHAMBADENASNELAEBRBE), ABSEAFTHXALBE
ERBAZMAASHAAMBAAKHNHM,H ARFBEZNAGXAZZHK
BEMEN , P RBIZIEH FS—AEFZBCH,FAHBILE) G
=5 (CH),MAAAEMBRHKDEZRAEI=ZABARGHAEX &,
BRARARBHXEARNR AL AT RAHAMW T, £RRBAS,
SHBKBERAARALE, ETHALOAR, EXBERRBLE A 17 ¥
#% 3 OECD #9353],

As discussed in Dr. Chen’s book, the QOECD is often influenced by
the United States. Many U. S. transfer pricing rules find their way into
the OECD Guidelines. For this reason, it is unthinkable to grasp transfer
pricing rules without some appreciation of the developments in the United
States. Dr. Chen did an excellent job in presenting the pertinent U. S,
legislative rules and court decisions and in explaining their influence on the
OECD position.

Ed LB Pk A, OECD 2% £ 3| X EH Y,
(OECD #3t R A #5d) PAM S £ ML ZRAAMNGF T, B, BHLLR
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Contributions of the book
7 4 1 53k

Dr. Chen was modest in stating the contributions of his book. 1 be-
lieve that the book fills a void in Chinese literature on transfer pricing. It
will provide Chinese researchers, students, tax administrators and policy-
makers with a rich body of materials that have thus far available primarily
in English. The book goes beyond merely presenting the materials. It of-
fers Dr. Chen’s analysis and viewpoints. The book should also have some
impact on the formulation of Chinese transfer pricing rules on intangibles,
which are currently inadequate. Chinese transfer pricing rules are largely
transplanted from the OECD Guidelines and some best practices in
theUnited States and other countries. It is reasonable to expect that future
rules on intangibles will draw from developments in the OECD and United
States. In this sense, the materials and discussions in this book should
prove a source of invaluable information and insights.

B B T AR A, MR TR 3R R R E KARIEE B AANT B R LXK
Mg REG, HEATERARELAR EA REFIEEARRRER
BT REFEHEH, L PR EZRBRTH. % 5 RALEILIX % FH,
ROEHEBLT XTI FNE, ELRR2STEALY K 7 H Sk AR
BHRTERRG Y0, BATEHEA ey H Rk H RE s, H4 OECD
KOUALAREIMBERN — L AR2REZRAAT #% OECD # & & o
£ 867 H .

I enjoy reading the manuscript. It is true that some of the materials
are highly technical and inherently difficult to understand. This is certain-
ly not due to the fault of the author, but the nature of the beast. Transfer

pricing is not easy to anyone. Dr. Chen did an admirable job in distilling



Bk i

TIE B =il ﬁfﬂ@fﬁﬁ*U%@?ﬂ OECD Ry B o oL
the difficult materials in English and presenting them in Chinese. 1 hope
readers learn as much as I did in reading the book.

B2 AEERLARTEER, AL F PO — R ARAMERZAE
BRAFH LAXRESLZHOENE, M EZREAFHILLBNE, #HiLEH
HBERAARRE AR EGEM, RBARBBEE LR EE T LR
AHRBEFAPLAZ R, AF LR BN ELERETATEREAA
B!

Li Jinyan
Professor, Osgoode Hall Law School of York University, Canada
FEH
MEXKEBLEEEREHIT
20124 7H15H
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