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The following is a recent Korea’s tax ruling in relation to transfer pricing

A re-examination of whether the taxpayer is deemed as the beneficial owner of
royalty.
<Tax Tribunal Decision 2021Suh5598, 2023.08.09>

Background

- The taxpayer was established by its parent company to operate a global coffee chain
business. On October 1%, 2019, the taxpayer purchased the trademark rights and global
coffee franchise business rights from its related party and its subsidiary (hereinafter
referred to as the related parties).

- On the other hand, one of the local entities paid brand royalty for the trademark rights to
the related parties and paid withholding tax in accordance with the related tax treaty. The
local entity was made aware that the trademark right was transferred to the taxpayer and
requested the taxpayer to provide evidentiary material regarding its residency and
economic ownership of the trademark rights. During the meantime, the local entity
deferred the payment of the royalty to the taxpayer, but the taxpayer notified that the
franchise agreement would be ceased if the royalty was not paid. After October 1%, 2019,
the local entity paid the royalty to the taxpayer, and it withheld 22% as the withholding tax
according to the domestic tax laws. The taxpayer claims that the royalty was not subject
to withholding tax in accordance with the related tax treaty. Accordingly, in May 4™ 2022,
the taxpayer made a request to the relevant local tax office for a tax refund for the
withholding taxes that were previously paid.

- The Tax Office claimed that it is not clear who the beneficial owner and substantive owner
of the royalty was, thus, on December 121", 2022, it rejected the taxpayer’s request. For



the tax office’s rejection, the taxpayer appealed to Tax Tribunal on May 28", 2021.

Tax Office’s (Defendant) Claims

The Tax Office claimed that it is difficult to view that the taxpayer to be structured to make
independent decisions due to the fact that not only the physical facilities but also the actual
employees excluding the CEO belong to the parent company. Moreover, the board
meetings were all held online and has not been confirmed that offline meetings were
actually held at the registered location of the taxpayer. The taxpayer's main business
activities such as invoicing, allocation, and settlement of royalty were also seen as
performed by the parent company. Accordingly, the taxpayer is seen to have been
established only for the receipt of royalty while all key functions and decision making is
performed by the parent company.

Accordingly, it is difficult to view the taxpayer to be in a position that completely holds and
controls the royalties and accordingly accept the taxpayer as the beneficial owner of the
royalty amount.

Taxpayer’s (Plaintiff) Claims

The taxpayer was established as an independent entity for the purposes operating the
global coffee franchise business. Moreover, the taxpayer purchased the exclusive
trademark and franchise business rights legitimately and accordingly is the beneficial
owner of royalty.

The taxpayer performs independent decision making regarding key matters for business
operation including board meetings and the board consists of members who have the
experience and qualification to be a board member. Moreover, the board members directly
participated in the board meetings excluding the period in which offline meetings could
not be held during COVID-19.

Result

Although the Tax Office does not accept taxpayer’s request for a tax refund if the taxpayer
cannot be confirmed to be the beneficial owner, the ownership of a certain property and
the ownership of income generated from the property such as a trademark right is
determined in principle by the nominal owner of the property except in the case where
there is a substantial difference between the form and the substance (2011do09935).

The taxpayer is seen to have the legal structure of an entity and a residence and
accordingly, the taxpayer is the business operator. In this regard, the Tax Office’s refute
of the taxpayer’s claim requires clear evidentiary grounds. However, the Tax Office simply
refuted the taxpayer's argument without specifying the actual beneficial owner of the
royalty. Especially considering that the other local and overseas franchisees paid royalty
to the taxpayer applying the related tax treaty, the Tax Office was not appropriate in
refuting the taxpayer’s claim without substantiating evidence.

However, the taxpayer was established only to demonstrate a minimum level of physical
facilities, and the taxpayer's specific roles and responsibilities as the global coffee
franchise and the actual operation of a franchise business cannot be seen. Accordingly,
it is also not appropriate to completely accept the taxpayer’s claim.

Accordingly, it is appropriate to perform the re-examination of the facts and circumstances
to determine the actual beneficial owner of the royalty and to further investigate the claims
of the taxpayer.
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