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3 THE IMPORTANCE OF TRANSFER PRICING FOR

MULTINATIONAL COMPANIES OPERATING WITHIN
AUSTRALIA

nsfer pricing has been an area of significant focus by the Australian Taxation Office
TO’) since the early 1990s. At the time of updating this chapter transfer pricing has
at the forefront of the Australian Taxation Office and the treasury. In the 2013-14
budget, the Australian Government announced additional funding for the ATO
nce enforcement over the next year. The combination of significant changes to
ralian domestic transfer pricing rules and additional enforcement activities are
to raise an extra AUD 1 billion in taxes for the Australian Government. It is
re important that multinational enterprises (MNEs) which have their head office
alia or which have subsidiaries or permanent establishments (PEs) in Australia
an understanding of transfer pricing and the ATO's suggested approach to
cumenting related-party dealings. This is the case whether the MNE is a large,
iplex, global enterprise, or whether it is a small to medium enterprise (SME) that
recently commenced operations in more than one tax jurisdiction.
Each year the ATO provides the public with a report that summarizes the results
he ATO's taxation Compliance Program for the prior year, as well as areas of focus
the current year. Transfer pricing is consistently featured prominently in this annual
t. The ATO, through practical experience and its liaisons with the OECD, IRS,
nal Tax Agency (Japan) and other international tax authorities, has become
asingly sophisticated with respect to transfer pricing. Each year the ATO focuses
new areas of transfer pricing in order to continually expand its coverage of a range
fer pricing issues that impact the allocation of profits within MNE groups. Given
‘Past years global economic crisis, the ATO is actively contacting taxpayers
ing transfer pricing through a ‘risk review’ letter requesting information and

134
135



e S

§4.02[A]
§4.02[A]

- 4: Australia

Shannon Smit & Adriana Calderg

documentation to support the arm’s length nature of related-party transactigp
discussed further in section §4.06. |

Following is a broad overview of the transfer pricing taxation legislation
transfer pricing related taxation rulings in Australia. Some additional areas of rg
focus by the ATO are discussed in section §4.05 of this document.

isi Australia’s tax treaties can be applied as an
ivision 815-A ensures that ax | i
__ubd:ﬂower independent of the repealed Division 13. These provisions ohfﬂ}.r
-t;repme requirements of the Associated Enterprises Article of an Australian
y W

are met. . .
.Ta:x Agﬁrf;-[;gn;xp]iciﬁy requires that Subdivision 815-A be lnFerpreted .m
. ith the Model Tax Convention on Income and on Capltalt and its
e . and the Transfer Pricing Guidelines for Multinational Enterprises from
'ema_rlE;;n for Economic Cooperation and Development [OECQ].
| 3 ?a'siun 815-A applies retrospectively to income years starting on or after 1
[A]  Legal Authority aivi

2004.

§4.02 REGULATORY FRAMEWORK

Australia’s transfer pricing rules encompasses Subdivision 815-A and Subdivi
815-B, C and D of the Income Tax Assessment Act 1997 (“the ITAA 1997”)
Subdivision 284 E of the Income Tax Assessment Act 1953 (“the ITAA 1936").

new provisions repealed Division 13 of the ITAA 1936 and apply for income y,
commencing 1 July 2013. Australia’s transfer pricing rules also includes the Busin
Profits and Associated Enterprises Articles of Australia’s Double Tax Agreeme

Tax laws amendments (Countering tax avoidance and Multinational
Profit Shifting) Bill 2013 (the bill)
ill i i-avoidance riles in the Income
the bill is to update the general tax anti-avol il he In
pulg::;of Ect 1936 (ITAA 1936) and bring the transfer pricing regime in the
s

2]

997).
(DTA). The rules adopt the arm’s length principle as the basis for determining whether: Income T ssment Act 1997 {1'_I‘AA lh di ]isicm s in the ITAA 1997:
Australia has been denied its fair share of tax.' \ ) is' introduced the following subciv »
At the time of this analysis the ATO was in the process of releasing r O subdivision 815-B: Arm’s length principle for cross-border conditions be-
guidance in respect to the application of the new legislation. This is expected to be K tween entities
released in the first quarter of 2014 year. Y

e Subdivision 815-C: Arm’s length principle for permanent establishments

e Subdivision 815-D: Special rules for trusts and partnerships
[1]1  Subdivision 815-A of the ITAA 1997

provisions also introduced Subdivision 284-E in the Income Tax_ﬁ.ussessrrnent ﬁ:ﬁ:t
(ITAA 1953) which includes special rules for unarguable positions for cro

“ Eglt::n;;:'fi:nl::;cgllg-B, C and D are consistent with Subdivision ‘BIS-A in pmv_ic!ing,
ATO with broad powers to replace ‘actual cundjtionsi-wnh ﬂfm s length C?]:?:;g:},
a taxpayer receives a transfer pricing benefit assu(:lafed with a non-arm
condition as a result of an international related party dealing.

In November 2011 the government issued a consultation paper on measures to
the domestic transfer pricing rules and the relevant provisions of tax treaties
closely with the latest version of the OECD Guidelines. The domestic tra eX pric
rules were seen as being out of line with those of treaty partners am\ appro
taken by the ATO had not been supported by decisions in the Courts.

As a result of this, legislation was introduced to insert subdivi 15-A entil

i tions, which
“treaty equivalent cross-border transfer pricing rules” into th of 1997 and The new rules focus on profits and conditions, rather Ehanﬂt::;?s-:z TR
clarify the application of the transfer pricing rules and bring th her into line with ably strengthens the Commissioner’s quest to apply transfer pricing
OECD Guidelines.

commerciality of taxpayers’ arrangements. The ATO is exl?er:ted l(-) seek lc;]l;se tt::_;
pro isions of 815-A and 815-B to scrutinize and challenge the mteqanonal de ngs: ;
- ¢payers who have business restructures, particularly w_h'ere they mvuiv:—:-i the s ;Si 39
making functions offshore, consistent low profitability or losses, and aggre
financing arrangements. sem . _ _

The new provisions will be self-executing in thqr ‘nperauons. Th]j:‘- mtela:;sr
laxpayers must address compliance with the new prm:rlslc-ns when IOdgl-n%engm
income tax returns and satisfy themselves that the taxable income reflects arm’s
conditions. - |

The new legislation does not include a provision introducing mandatory transfer

Subdivision 815-A provides the Commissioner with a power to adjust the
assessable income of Australian residents where he is of the view that the taxpayer
received a ‘transfer pricing benefit’ in relation to a cross-border related party dealing.
A “transfer pricing benefit' is the difference between an Australian resident’s actua
profits and the profit it should have earned under arm’s length circumstanc
Subdivision 815-A focuses generally on arm’s length profits rather than on the pri

of the transactions, reflecting the drafting of the Associated Enterprises Articles
contained in Australia’s DTA’s.

 pricing documentation. Notwithstanding, in practice taxpayers will still be _requue[c] Lc;
Keep contemporaneous transfer pricing documentation lhat.meets the r.eqmren]llenbs :
Tﬂlﬂ new provisions otherwise they would not be able to claim a reduction on the bas

1. TR 98/11 - Income tax: documentation and practical issues associated with setting and

reviewing transfer pricing in international dealings, para. 1.1 [TR stands for taxation
however the rulings are all called TR].
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penalty on the basis that
they have a re
that a failure asonable arguable position )
the ]‘E‘Bislalimlluniie}‘fp contemporaneous documentation thafomeets tgﬁgl. '_I‘lus
(RAP) in relation [:1 f:m e taxpayer will not have a reasonable argu%l::]remm.
minimum penalty of zsgrz?i;er e position and therefore will be su:jzzf
e tax shortfall. The ATQ is i t
w . e AT
hat a RAP means from a transfer pricing pmspEc{iveO 1s in the process of clag

{a] Arm’s Length Conditions

The concept of arm’

s length conditions is th
conditions a 5, ; is the key to the new legislati .
e dealir: thehcondlmuns that might be expected to operategbe;::rzn- ﬂrm 5
s g wholly independently with one another i en_mdepeﬂ
section 815-125(1)). r in comparable circumstay

The conc itions i
ept of conditions includes anything relevant to the economic sub
ubstanea

Of t]‘lE entities a“d thEiI d 1 5 I"EIU n p[]CE r0ss mar net T ﬁ
ea] I

[b] Transfer Pricing Benefit

Subdivision 815-B operates where i

St 3 ¢ : re an Australian entity gets a tr. ici i

sl ﬁn;:zsgingslz O\TIIIm:h c!lffer fm-m the arm’s iengglh conSE;ﬁlrs F::C;EE bEﬂ?ﬁt'

i bt cmzr.cial relations. Where an entity gets a transfer nef:ll_ﬂﬂ’f

e o ]g; on _muns are taken to operate for income tax pu Pnﬂﬂg_;f;
e required to make an upwards adjustment to I:h;?rnjzi:hnlz-

Income. 815'5 0‘[1]5' apphES L0 Increase Eaxable ].IICGHIE, 'a“'d cannot he USEd to IEduc %
lﬂX&biE Income via SEIf-aSSESSIIIEHI

¢

g

lc]  OECD Guidance

ThE new p[onSlDllS [p ]
com ﬂlahllli 1aClG]S consisten WIl]I ﬂle UECD lleE] rici .)U.I\i‘;': 1nes. [ ur |]18|.'

: d bE Hlterpl‘eteﬂ CDI’IS]SIE'IL[V Wilh l]]f-.' OECD

[d] Economic Substance Requirement

Under the new provisions tax
Wil s paveTs should demonstrate that arrangemen
B B f:p:ﬁgeg?ancpg are substantially similar to wghat w:)suz;l cbl::::
M e parties in comparable circumstances. The legal form
i e G er's powers to look at the economic substance of wh

the arm’s length consideration P

[e]

I
Section 815-1
zation. It seeks 10

¢ 4: Australia §4.02[A]

Reconstruction Powers
provisions provide the ATO with greater powers to reconstruct transactions
ECD transfer pricing guidelines because it gives the

extensively than under the O
+to the ATO O substitute the arm’s length conditions and look to the underlying
pomic substance of the transactions. Under the OECD transfer pricing guidelines,

ction is limited to ‘exceptional circumstances’.

Thin Capitalization
35 deals with the interaction between tr

confirm the operation of TR 2010/7,
debt should support that the amount of deb

h the arm’s length principle.

ansfer pricing and thin capitali-
i.e. taxpayers who have entered
into related party t and the interest rate is
in accordance Wit

Subditidion 815-C: Arm’s Length Principle for Permanent Establishments

815-C introduces provisions intended to ensure th
gh a PE is less than it would be

g

subdivision!
Australia from entities operating throu

at the profit taxed in
if the PE were a

_gepatate entity.

‘The legislation makes it cl
approach, but applied using the separa
_appropriate allocation of the actual revenue an
‘the appropriate profit of the PE.

ear that the intention is to maintain a single entity
te entity analytical framework to determine the
d expenses of the entity in determining

[R] Subdivision 284-E: Special Rules about Unarguable Positions for
Cross-border Transfer Pricing

a taxpayer that does not keep transfer pricing
‘documentation that meets the specific requirements of Subdivision 284-E will be
treated as not having a RAF, and will attract at least a 25% penalty on the tax shortfall

where an income tax adjustment is made by the Commissioner.
Under Subsection 284-255, records (e.g. transfer pricing documentation) must

While documentation is not mandatory,

contain:
| conditions and arm’s length conditions.

s An identification of the actua
plies

e Explain the particular way in which the subdivision ap

¢ The method/s used.

e The comparable circumstances relevant to identifying the arm’s length

outcomes.
e Should be prepared in English before the time

income tax return

by which the entity lodges its
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- anp DeSouza is the China leader of Transfer Pricing (TP) for Baker & McKenzie
aging Director of TPMC, an economic consulting firm. His clients include the
'l 's leading companies in semiconductors, consumer electronics, chemicals,
rmaceuticals, software, luxury goods, retailing and other strategic industries. He
ed the mainland practice of PricewaterhouseCoopers and served as the China
| Asia Transfer Pricing leader for a group of over 100 professionals. He has been
scted by Euromoney in their Guide to the World's Leading Transfer Pricing Advisers
| has won the Best Economist Award from the US National Association of Business
1omists.

Dr DeSouza played a major role in the development of statistical methods in

ransfer pricing in China after arriving there in 1999 as the first TP expert and the only

economist and econometrician. He has trained over 500 professionals and tax
and conducted over 1,000 studies including TP documentation, audits, cash
tion, bilateral Advanced Pricing Agreements (APAs), equity valuations and
s restructuring. He is a former professor at the University of Massachusetts and
uthored two books and over 300 articles for BNA, International Tax Review and
leading publications and is a featured speaker at global symposia on China.
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* t matter if a cat is black or white, so long

the home country. The fastest growing economy,

mobiles, China is the indispensable country.
China is not only economically dominant but itis
dia is redefining the transfer pricing rules set in the

e clear that the SAT believes China has uni
ation and Development transfer pricing guideli

the proposed definition under the OECD discussion d

tes a potential source of controversy and we W
enges may develop. Until now the universally

always been the Transfer Pricing Guidelines issued b

Co-operation and Development (OECD). However, in

-

L

Bloomberg BNA 12 Nov. 2012.
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All usefu! .’. ledge comes from practical experience = Mao Zedong

as it catches the mice — Deng

the C-suite, China has become more important 10 the CEQO than any country other
the factory to the world and now

pumber 1 market in the world for products ranging from smart phones to

also a country which along with

west. Most multinationals do not

that their strategies of allocating ‘routine profits’ to China is under severe
k. To quote a China tax director who has negotiated extensively with SAT, ‘It

que factors, including location

gs and market premiums, that are not addressed by the Organization of Economic

nes ... ." The China Tax Director

) said ‘It became clear that the SAT’s position on intangibles was not addressed by

raft.”

In 2013, we see China taking positions on Transfer Pricing (TP) that set itself
o clearly apart from the positions espoused by the western nat

ions. This certainly
ill identify the key areas where
acclaimed standard for TP has
y the Organisation for Economic
the new UN Practical Manual on
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i ironmental
i i hnology, biotechnology and envir
Transfer Pricing that was issued in QOctober 2012, there is a special Ching cha the way in so!ar andl_lw.\n;'jdt l:.:; nology .
takes positions that are in line with the Chinese actual practices. i i dustﬂeslgﬁ o a‘;est r.narkm Do
g - hina is the world's gre ek
kiogelis o - - S C]Ema is their number one export market. General Ms;::irsn éemgia
. ; : r
nd location rents In e ?ta{::Ehina as they do in America. As an example, the é;e::;l ir::jreaSEd e
hovertime o rEﬂE":t th : » d a doubling in prices over the past three years du
© gro arice -
‘ i my in
comparables jp W despite varying opinions, China is predicted _lo be the larg:snlh en':;:-;;) 2 ]I-ge
H“ ’zﬂe.'-:{l}:l China is coming off a thirty year run of 111:1_ m.lfnse grrzen ir.l ke
. anié Bl i f the events in Tianan .
: i mic history. At the time o ; : S i
percentage of th ';s;l;ﬁn less than USD 300 per capita roughly on par with India
e o0 Ei.'l' ¥
, a global formulary dpportionment _ o income is about USD 6,000.

as manufacturing and contract manufacturing, there will be major changes ahead
as the requirement for toll manufacturers that the cost of raw materials that ha e b
consigned to them will need to be added back into the cost base,

In the China chapter we will first lay out the major macro trends that are ma

China an indispensable country for global economic reasons as well as fg
considerations. In addition, we will also sum

marize the regulatory framew,
conducting TP analyses and documentation as

' ; ther country is
@ ic signi - Other than the United States, no o
: 3 significance:
well as the reporting requiren & (1) Economic
addition, we will examine such controversial \ l
entities, interplay with Customs and tax and thin capitalization requirements,

e economically dominant than China, thanks to its rapidly-growing
mor
purpose is to provide a useful compendium that explains not only the regula: O

market and low cost production platform.
framework in China, but the practice as well as the evo )

IMPORTANCE OF TRANSFER PRICING FOR MULTINATIONALS
Jx CHINA

e pricing enforcement in China has gradually emerged as a major source of tax
wdm The main reasons for this are as follows:
COP VETSY.

(2) Number one source of global profits: China has emerged as the biggest
source of (Multinational Corporation) MNC proﬁts.d e
TP Regulations: A new tax l.:iw passed in -y
P E:::g I::]ar:?;urm of TP requirements including rgagda:o{;-:ﬁt?;:u{rlnse;ta;;c); .
h o : S
i SIE[I; :5 ;:dazlf:::iscﬁgsijersrﬂzg[;czr'?:x Burgeaus (LTBs) to raise tax
hecome twice . E:vegnues and meet specific TP enforcement targets.

Iving trends.

MACRO TRENDS

§ ign i in China are no longer

as that of the US and Ia than both the US and the EU combired by 2030, ac L (5) More assertive tax bureaus: Formg:;f f;;z;stg:z ot

to one of China’s leading economists. Other economists aréivore guarded an _ Seciviell spesial tax status as t

consensus is that China GDP will equal the US by 2020 214 double the US by 2050 plrsiing their audits, AN
China’s importance in the world economy cannot be downplayed, includi (6) Setti IE'.!‘S iy e (,:I Pa s sl jubes gt ooy e

the realm of TP. No country outside of his or her own will be more impo depart from OECD principles, athIE:- ot oy ol pad i )

challenging for the global tax director than China. Because a diverse variety of opin example, while the US has taken p

exist about China

» it will be helpful to start by laying out the fundamental way
which China is redefining the world economic order,

Firstly, China is likely to remain the world’s centre of manufacturing. China
manufactures more toys, sews more clothes and produces more electronics than
other nation. Other countries, such as India and Indonesia, lack the agglomera A can perform and the products it can make. Thus
€conomies, world class infrastructure and large workforce necessary to pro ok {uncu?ns lh‘? oo an}'ir aﬁjrge number of separate legal entities, each
realistic alternative in supplying the volume and quality of goods the world dema multinationals in China have entation. Companies like GE or Siemens, for

Second, China is becoming a world leader in technology, powered by the world of which must prepare dom}lm | entities in China.
walk in space and Chin b example, have almost 100 lega

A ; :
in the US by virtue of the US bargaining power, Chi_na is asserll:n% }11:2; 5ae
least some of those location savings should FITE attributed ln:uf[l hE.; e
entity. Recently, there was an APA in Shanghai where some o

i re awarded to China. B o
ﬁ:ggsie‘:sﬁties' In China, the business license specifies and limits the type

—
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Glenn China

ons are tightening their transfer pricing administrations, it confirms the SAT's
1 that transfer pricing has become a competition for the same tax I:fase among
:ons. If China does not tighten its transfer pricing administration, its tax base
up in other jurisdictions.
pally, under China’s policy of encouraging investment abroad, more and more
enterprises have been exposed to profit-shifting concepts as they internation-
Pomestic Chinese enterprises find themselves in the position to take advanle}ge
same profit-shifting strategies that were previously only available to foreign

8) Co . e
(8) Ch.;nmumst sysren_L .Chma 1s still a communist country, albeis -
nese characteristics, There are centralized controls Ili o

and export,

9 . y
(9) :;I;r;t:;guoas regu‘_!ar:ons: The TP regulations in China are broad ang.
1s no guidance on Specific issues such as should I:n

profit ratios,
(10) Local enforcement- it
t: An ad ity i i '
additional complexity in Ching jg that ¢ .a result of these three trends, the SAT will commit more resources to its

enforcement and the Tp i |
enforcement is handied by the locg o B pricing operations. Quietly but steadily, the SAT is ramping up its transfer
o capacity. Over the last three years, the SAT has devoted a considerable amount

to improving the legislative framework for transfer pricing and they have putin

how the regulatio
ns are enfo ; S X
reed. This variability creates an addij related-party transaction disclosure and contemporaneous documentation re-
wents. They have also set up an expert panel review system to ensure quality and

nestinransfer pricing adjustments.
Moving forward, the SAT's resources will be focused on three high-stakes

Admiﬂistr&:iun O dxa i hl-e [] S d h 1
(4] i I se t e 1mnau |] ds ani .as
! l u -ll [SAIJ laCkS the‘ CapaCI[P to !la]l{”e the [ | ﬁ Tt < % ‘ tries b‘aSEd on i -I " SS1 |'E(]
[12J SCarCff]" D} i‘?gﬂf C'PI‘."O."IS' TTle {.:0 i | > | J - .
B mPEIEI'll autthlt y piﬂcess IS n 'h I - | . . ' |

nal guidance and templates for income methods to value intangibles and
:alrernatives. the level of eXposure to double taxation is sion; As a result, they are more confident and mcre‘cnmfonable_in making tech-qu:al
in China than in other countries, aton:is significantly gres iments, which allows them to be more aggressive in pursuing transfer pricing

(3) ?:{Héﬂéff Moot orual authoriies: In China, the Ministry of Cog "
of Foreign Ex gangem?sn:; g nd Technology (MOST), State Adn nistration
have power to directly and 2 and many other governmentai
indirectly impact Tp considerations, B ical and Tax Siructure

it

REGULATORY FRAMEWORK

yers need to understand how to manage the differences in the Chinese system
compared to other countries. While still a one party system, it is important to
that it is a meritocracy. Admission to the Communist Party is highly competitive
| national exams are given for government positions. Typically more than 100
ple sit for every one available. Before they reach a position of power they will have
d significant field experience in various parts of China including working in the

§8.02 TP TRENDS IN 2013

Transrﬁ: pricing has found itself in the spotlight at the SAT

re i ,

. incom:t at;e;]ds are cnmpellms the SAT to start focusing more on transfer pricing

i e'.tenue has been Increasing; (ii) MNCs are transferring la : )
utof China; and (jii) domestic Chinese enterprises are increaiin;lg: i'

abroad, which allows th it-shifti
e em to use profit-shifting Strategies that deprive China of ta

0te provinces. _
‘The new leadership team for China will have Mr. Xi Jinping take over as President

[ the country in early 2013. Xi studied chemical engineering in China’s most
restigious Tsinghua University and further majored in Marxist theory and political
tion. Xi served in four provinces during his political career namely Shaanxi,
» Fujian and Zhejiang. While in Fujian, he was known for his efforts to attract
vestment from Taiwan and boost free market economy. While in Zhejiang, one of
a's most affluent provinces and a centre of China’s successful economic develop-
the observation that other - ment, Xi provided the economic environment which secured grov.'rlh rates averaging

14% per year. His career in Zhejiang marked by a tough and straightforward stance

Income tax re i i
s oalfeco leiu;[)it;;s ?Ten i|r1|t:re.asmg in relation to total revenue. It noy
Ot total tax revenue and js j i i :
o sk X nd Is increasingly im
it dec:jd local gcvet:nments. Additionally, many MNCs are hegc?:nin po:'-::intta
es of operation in China, so0 income tax issues such as Lranffepr pri

5

are no longer matters that they can neglect

There has been wide s i
. peculation that MNCs are t ITi mounts of
profit out of China. When this speculation is coupled wi:;nSfe - g '
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Edgar has been involved in transfer

!SI:azii and the US. Edgar has over seven
joining OSY, he was member of the glob

Edgar is an economist who grad
Estudios Superiores de Monterrey - Esta
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pricing projects in Latin American po;
years of transfer pricing experiem’:e_
al transfer pricing team of Deloitte,
uated from the Instituto Tecuul
do de México (ITESM CEM).

° IMPORTANCE OF TRANSFER PRICING FOR MULTINATIONAL
COMPANIES IN MEXICO

try member of the Organisation for Economic Co-operation and Development
D), Mexico adopted transfer pricing rules since 1995. From a tax collection
tive, transfer pricing is one of the most important tools for the taxing authori-

In general, transfer pricing audits are very aggressive, and tax bills are huge
es, inflation and interest are very high in Mexico), so companies performing
company transactions must be aware of the rules, and moreover, in compliance
rules.

REGULATORY FRAMEWORK

Background

pricing rules are in place in the Mexican tax regime since 1995, focused on
la companies (in-bond companies).

To avoid constituting a permanent establishment in Mexico.

~ Once Mexico began to open its economy, adjustments had to be made, not only
e tax law, but also in the practices of the authorities themselves, to extend the
ation of transfer pricing beyond the maquila industry.

‘The rules that have been incorporated into our laws each year are as follows:

v law took effect on 1 January 1997. The legal transfer pricing framework was
Income Tax Law, basically in Articles 58, section XIV, 64, 64-A and 65; in the FTC
Afficles 34 and 76; and in the MTR.
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$13.02[A] Ivin Diaz Barreiro & Edgar Apgys nter 13: Mexico
3 i i i i i sted on the
As is the case of the United States and the OECD, the intention of Mexican Jay ions carried out during the calendar year immediately prior, reque
that, both a firm’s profit and taxable income with foreign related parties is determing format prei_aa:ed for such_ purpose by t.he MFPC. A Semisliorr
at market value; with a particular focus on tax deductions. Tax pavers need (o The exemption for carrying out studies was modified w

documentation to prove that these transactions comply with the arms length prip, qents disappeared, as follows:

According to the Income Tax Law, a taxpayer has the burden of proving th
transactions are carried out at market values and the tax authorities are empow,
verify such situation.

This means that if a company had different types of intercompany transact
and applied the transactional net margin method, it could prove on aggregated bag
and indirectly, that some or all of the intercompany transactions subject to the sty
were at market values,

Clearly, as of 1997, the tax authorities are empowered to review on ap
transaction basis that transaction have been carried out at market prices, if it is fg
that this is not the case, the authorities can determine the market value for t
transactions.

For the defficiencies found, the authorities could require the Payment of
following: 3

T ed in business activities, whose revenues in the preceding year
b i_muﬁereiiﬁl gPs. 13,000,000, and taxpayers whose revenues from rende.nn{%

] :'.pmiessmnal services did not exceed P:s. 3.0_00.0{][! in said year, will not be oblige

1o comply with the terms set forth in this seFtion, except for those taxpayers

~ referred to in the penultimate paragraph of Article 215 of this Law.

ition to the foregoing, section XV of Article 86 of the Income Tax Law was also

od. establishing the following obligation for taxpayers resident in Mexico:

¥V. Corporate entities that carry out lrapsactiuns mfith related p_artiee_*. rm]hst

'.ﬁgrmine their taxable income and authorized deductj.cns. bearing in mind the
considerations of prices and amounts for these transactions that \_wuld have been

. used with_or among independent parties in cumpa_rahie transactions.

For th ses, the methods established in Article 216 of the Mexican Income

Tax all apply. 2 -

is &apm\rision containing the obligation of having transfer pricing studies l:or

transaclions among domestic related parties, although the wording is not as -:lear. with

B to the requirements that must be fulfilled in these studies, as those eSIfihhshEd

transactions with foreigners, and this situation has given rise to different interpre-

(1) the omitted tax, with its respective restatement for inflation;
(2) the corresponding surcharges; and

(3) a fine that can vary from 70% to 100% of the omitted tax. iy
As a result of this reform, one last paragraph was incorporated into Article 215,
hlishing the following:

i i i fer Pricing Guidelines
For the interpretation of the terms of this Chapter, th_e Trans (
for Multinalt—xponal Companies and Tax Administrations shall he_ap;_)ilcal:tle. ap-
~ proved by the OECD Board in 1995, or those that replace such guldel!nes, mso.far
~ as they are congruent with the provisions of this Law and of the treaties of which
Mexico is a member. _
of that date, the Guidelines are Mexican tax law insofar as they do not contradict the

It should be noted that if a taxpayer has a transfer pricing report the tax payer is ent
to a 50% discount in fines.

2000
As of 2000, the aforementioned section XIV of Article 58 was amended
following:

b) Information related to the functions or activities, risks assurp\%\md assets

employed by the taxpayer in each type of transaction:
c) Information and documentation on transactions with rel
amounts, for each related party and for each type of t
with the classification and with the data establishe

Income Tax Law.

d) The method applied, including the information and documentation regarding
comparable transactions or companies in conformity with Article 65 of the
Income Tax Law.
This addition meant that for the studies as of the year 2000, the analyses of tr
prices had to be made in a transactional manner; that is, separate analyses had
made for each type of transaction performed by the taxpayer (e.g., one analysis for
payment of royalties, another for the payment of services, another for the sale of th
product manufactured, etc.).
Also, as of that year, section XV was added to Article 58, establishing the
obligation of filing in February of each year, in the authorized offices, the
operations with related parties resident abroad, providing information related to t

. ]
rties and their
ion in accordance
in Article 65 of the

thin capitalization rules were incorporated in 2005, imported from other laws
ind the world, but they were adapted to Mexico in the following manner:

. Art. 32. For purposes of this title, the following shall not be deductible;_ )

XXVI. Interest derived from the debts the taxpayer has in excess of his capital,
‘coming from capitals taken on loan, that have been gran!ed by one or more
_persons considered to be related parties in the terms nf‘ﬁmcle 215 of this Law,
provided that the amount of the debts exceeds three times the amount of the
‘stockholders’ equity per the taxpayer's statement of financial position, without
‘considering the net profit or loss of such year. )
endently from the obvious complexity of this new article, and without allemp?lng
nalyse this provision, it should be noted that these rules applied to transactions
fied out both with related and unrelated parties abroad, which was strange.
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13: Mexico

sidering for such transactions, the prices and amounts of Con:ri;i;ll‘e
e have been used with or among independent parties in comp
wouldih:se purposes, the methods established in Article 216 of the Income
rﬁllll;ﬂerapplied, in the order established in such article.

In view of the existing legal framework in this matter, it was necessary o
both decrees and administrative rules to make it somewhat more flexible.

2006
Substantial tax reforms were made in Articles 216 and 86, section XV in the t3
for 2006. In simple terms, these are the adoption of the best method rule cop
in the United States’ |aw (Best Method Rule) or the rule of the most approprig
referred to in the OECD Guidelines, both in studies with related parties abroad ap,
domestic parties, )

i
Competent Authori |
i hed the
Admi i i in effect since July 1997, establis
inistration Service (SAT) Law in ef I :
; m:rt;lai;ed body of the MFPC, with the nature of tax aut]m}ll'fty. S&;E
_-a_d_e_cenmdUdE the enforcement of the tax and customs laws and the f:f;; )
) Ly ayers so that the latter comply with the Ia'x and custamsh?mdv CEHU‘;]_
thesI:;Fs internal rules specifically define the specific p{:-we(ris ?“ :]i :cﬁviﬁes
i i i ic criteria to define the
is sense, Article 19 establishes two bas‘u: u?n eri: :
1 h:lti]:ns]i':nistratiun of Major Taxpayers, the jurisdiction and the subjects and
iy

o oiae cv -
hich such jurisdiction can be exercw: o
b D::Te 20 of the SAT internal Rules establishes and the Central Admin

- ol s
¢ Transfer Pricing Audit and of International Tax i?tl]dl[ will be lbhle Fmi:,; ;:I:in
X to verify the determination of authorized deductions and taxable in

2007
In this year, the thin capitalization rules underwent significant changes, The nal
non-deductibility of interest focused on debts contracted with related parties 3
The possibility of obtaining an APA for interest is also contemplated; the

2008
There are changes in the recently published tax reform for 2008 that affect the m;
of transfer pricing, as follows: '
In the case of losses incurred on the sale of shares, section XVII of Article 32 g
Income Tax Law contains new requisites to be able to deduct the losses incurred ¢
sale of shares not placed among the investing public at large - to wit: :

ons between related parties.

Arm’s-Length Standard (or Alternative Standard)

i g[ y i i Pl’icing
S I £ F i i ed n [he MEX]CEID I IEI.[]SfEl’
* W

ompany cross-border transactions.

(a) The greater of the income between the amount agreed in the tr
and the sales price of the shares determined in conformity
methodology established in Articles 215 and 216 of the Income Ta;
musl be considered.

(b) Also, whenever the transaction takes place with or among related yay 13.03
study determining the sales price of the shares in terms o AlTic . X
216 of the Income Tax Law must be presented, and consid thee i piitiads Availible
contained in clause e) of section I of Article 215. )‘&;

(c) For securities transactions, or stock transactions %

DETERMINING THE APPROPRIATE INTERCOMPANY PRICE

Transfer Pricing Methods | ,
216 of the Income Tax Law establishes that for purposes of Article 2,15:; IL ;
I;aw the following methods must be utilized by the taxpayers (please no

est method rule’ is stated in the Law]:

stock market, the buyer (if applicable) and the se when thereisa
must file notice within the ten days following the transaction date, and|
applicable, the study on the sales price of the shares, referred to in

preceding clause.

On the other hand, section VII of Article 97 states that the institutions author Traditional Methods'
receive deductible donations must inform the tax authorities with regard
transactions they have with related parties.

It is important to note that for purposes of the recently created flat-rate b
tax (FRBT), the royalties paid or collected among related parties are not subject
tax. This means that the royalties do not constitute a taxed income, but also
authorized deduction. . 1

In section Il of Article 18, the same FRBT Law establishes that taxpayers wi -
have transactions with related parties must determine their income and authorize

Comparable Uncontrolled Price Method (CUP)

ompares the price paid/charged for the sale of goods, r_enderi.ng of sen[r;cfei
or :njoj.I:mem of goods in a controlled transaction,” to the price paid/charged fo

In conformity with the classification of the OECD Guidelines.
Transaction held between related parties.
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7<>Q REGULATORY FRAMEWORK

Al Overview and Legal Authority of Sections 482 and 6662

he United States tax law governing transfer pricing is covered under Internal Revenue

section 482 and its associated regulations. While the Code section itself is a single

oraph long, the supporting regulations are several hundred pages in length and
mprise economic theory, methods of analysis, and a series of examples designed to

t the taxpayer in understanding how the regulations should be applied to
ermine arm’s-length prices.

Since 1917, the US Congress has empowered the [RS (or the Service) to take
ions to more accurately reflect US income through various statutory mechanisms.
e arm’s-length standard was first introduced in the Revenue Act of 1934 to prevent

yers from shifting domestically generated income overseas. The United States
st formally incorporated the arm’s-length concept in its section 482 regulations in
68, and these regulations were substantially revised in 1994. From 1934 through
day, the arm’s-length standard has served as the guiding framework for transfer
cing regulation in the United States. Following the United States’ lead, many other
lustrialized countries have adopted the concept of arm’s-length pricing and have
veloped detailed rules.

Income tax regulations associated with the pricing of intercompany transfers of

e goods and intangible goods and with the determination of interest for
ompany loans have remained relatively consistent since issuance of the revised
ions in 1994. More recently, the US Treasury Department released updated
atory guidance related to the provision of intercompany services in 2006 (finalized
D9) and to cost sharing arrangements in 2009 (finalized in 2011). This increased

Tegulatory activity generally reflects the government view that in many instances
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transfer pricing has and is being used by many multinational companies to arbitragjjy
shift income overseas to jurisdictions that enjoy lower corporate tax rates. E

The US transfer pricing tax law also includes section 6662 of the Internal Reveny,
Code, which dictates the circumstances under which penalties for non-compliang
with section 482 will apply and the magnitude of those penalties under differe
scenarios. In addition to introducing a penalty regime, section 6662 offers taxpayers
protection against the imposition of such penalties, provided that the taxpayer satisfieg
certain documentation requirements. i

Specifically, section 6662 defines ten principal documents that a taxpayer jg
required to prepare prior to the timely filing of the taxpayer’s US return each year,
Compliance with this contemporaneous documentation requirement generally allows
the taxpayer to avoid penalties imposed by the IRS as long as the analysis ang
supporting documentation is reasonable and done in good faith. The specific docy-
ments required can be found in Treasury Regulation section 1.6662-6(d)(2)(iii)(B),
These Documents are discussed in more detail in section §17.03[A] below.

(B]

Generally, section 482 and the OECD Guidelines follow consistent concepts and
articulate similar methods of analysis for different types of transactions. However,
given that the US rules are regulations rather than general guidance, they tend to be
more detailed and authoritative in nature. The OECD has released many of its updated
reports in response to changing regulations in the US. b

In addition to differences in the level of detail offered in each framework, there
are subtle and not so subile differences between the two sets of guidance. These
differences are often at the heart of transfer pricing controversies, both at the financial
reporting level and in tax compliance disputes. Certain key differences between the 4t2
regulations and the OECD Guidelines are discussed below.

Relationship between Section 482 and the OECD Guidelines

(1

Section 482 utilizes the concept of ‘best method’. According to the<#82tegulations, the'
best method is one that under the facts and circumstances, provides the most reliable
measure of an arm’s-length result." With this concept, no method is considered more
reliable than others a priori.

Contrary to this view, the OECD historically held a strict preference for transac-
tional methods over profit-based methods. Specifically, the OECD Guidelines, first
released in final form in 1995 (1995 OECD Guidelines), stated that ‘[t]raditional
transaction methods are the most direct means of establishing if conditions in the
commercial and financial relations between associated enterprises are arm’s length.”
Chapters I-I1 of the 1995 OECD Guidelines were revised in 2010 to include new
guidance on the selection and application of transfer pricing methods and on

Choice of Method

1.  Treasury Regulation §1.482-1(c}(1).
2. 1995 OECD Guidelines, Ch. 2.49.
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comparability analyses (2010 OECD Guidelines or revised OECD Guidelines).** The
revised OECD Guidelines largely abandon a hierarchy of methods and instead require
that the ‘most appropriate method under the circumstances of the case’ be employed to
determine the arm’s length price for any given intercompany transaction, similar to the

«pest method rule’ under section 482.° Further, like section 482, the revised OECD

Guidelines recognize that ‘[n]o one method is suitable in every possible situation, nor

is it necessary to prove that a particular method is not suitable under the circum-

stances.”®

While the 2010 OECD Guidelines remove an explicit hierarchy, preference for
{raditional transaction methods, and in particular the CUP method, remains. Specifi-
cally, the OECD Guidelines state that in instances when both traditional transaction
methods and transaction profit methods can be applied in an ‘equally reliable manner,
the traditional transaction method is preferable’ and should be selected.” Traditional
transaction methods within the OECD framework include:

- the comparaile uncontrolled price (CUP) method;
- the resale<vrice method (RPM); and
- the coft Hius method.

“The GESY Guidelines further state that where it is possible to identify comparable

unéohifolled transactions, °... the CUP method is preferable over other methods.™

Prior to the elimination of the strict hierarchy of methods, inherent conflict
between the US’ best method rule and the OECD framework existed. For example,
transactional methods dismissed as best methods under the 482 regulations were often
applied under the OECD Guidelines. While it is anticipated that with the updated 2010
QECD Guidelines such conflicts will be less common, potential remains for inconsis-
tencies between the US" best method rule and the OECD framework’s method
selection, particularly given the OECD’s continued preference for transactional meth-
ods. Differences in method selection can in turn lead to inconsistent results when
testing the arm’s-length nature of a transaction.

2]

In a few instances, the US rules have allowed for the use of safe harbours. Generally,
safe harbours in a transfer pricing context provide that the taxpayer need not
demonstrate that the pricing of certain transactions meets the arm’s-length standard.
Specifically, the 482 regulations, under proper circumstances, provide safe harbours

The Use of Safe Harbours

3.  The Committee on Fiscal Affairs approved the Revised Guidelines on 22, Jun. 2010, and the
OECD Council approved the report for publication on 22, Jul. 2010.

4, Unless otherwise noted, citations within this section refer to the initial 1995 publication of the
OECD Guidelines as well as all subsequent revisions through 22, Jul. 2010.

5. OECD Guidelines, Ch. 2.2.

6. Ibid,

7. OCED Guidelines, Ch.2.3.

8.  OECD Guidelines, Ch. 2.14
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for the pricing of intercompany debt, as well as for the pricing of certain oy
value-added intercompany services.

The OECD Guidelines discuss the benefits and concerns that are associated wij
its members providing country-specific safe harbours. The clearest benefit to taxpay
is that a safe harbour, when utilized, may dramatically decrease the complian
examination burdens. The clearest detriment is that a country-specific safe hark
may not be recognized as producing an arm’s-length result by other taxing authorj
and using a safe harbour to meet the transfer pricing requirements for one country ma
expose the taxpayer to otherwise avoidable controversy and potential double taxat

yiewed more as a privilege than a right. The regulations require the taxpayer to
sgructure its cost sharing agreement in specific ways and to provide detailed documen-
tation unique to this type of structure.

i In contrast, the OECD Guidelines’ discussion of ‘cost contribution arrangements’
- (CCA] is less than twenty pages long and focuses on the need for any cost contribution
 arrangement to be consistent with the arm’s-length standard. In many instances, a CCA
may meet the general standards set out in the OECD Guidelines, but may not meet the
more stringent requirements under section 482.

IC] Summary of Transfer Pricing Regulatory Framework

Profit-Based Methods: CPM versus TNMM . i
3] fit e The US transfer pricing laws and regulations provide rules for determining the accurate

taxable income of controlled taxpayers in specific situations.” The rules apply to

intercompany transfers between related parties of tangible property, intangible prop-

consistent both conceptually and practically in use and application in both frame- erty, and services across international borders, as well as to controlled financial

works. transactions. pecifics of sections 482 and 6662 are discussed in this chapter.
However, the comparable profits method (CPM) under the 482 regulations ar O

the transactional net margin method (TNMM) under the QECD Guidelines, althoug [ Gﬂ.terco y Tr tions: Identification and CH by

Generally, there are two profit-based methods described under section 482, and tw
methods described in the OECD Guidelines. One method, the profit split method

similar in concept, are not quite the same method of analysis. The subtle differences
the methods are often overlooked by taxpayers and practitioners, which has led in - Gen
many instances to controversy in financial reporting and in tax. ¢

The CPM is discussed in some detail below in section §17.02[B][2], but as a
general concept, this method tests the arm’s-length nature of a transaction or a gro
of transactions by testing a controlled entity’s profitability against the profits earned
comparable unrelated companies. If an entity’s profits are consistent with comp
performing similar functions and bearing similar risks, then the prices charged o

, to avoid transfer pricing related penalties under the US transfer pricing
ations, all intercompany transactions must be identified, evaluated under the 482
~ ragulations, and documented as occurring at arm’s length.

A Intercompany transactions include the sale, assignment, lease, license, loan,
advance, contribution, or any other transfer of interest in or a right to use any property
or money between two or more taxpayers under common control. Identification of
~ intercompany transactions often proves a difficult task, especially in instances where
to related parties must be arm’s length. § 7 : the taxpayer’s multinational businesses are highly integrated.

Similarly, the TNMM looks to benchmark a related entity’s profitability against \ The identification of intercompany transactions is typically best done by perform-
the profits earned by comparable companies. The critical difference P\Bd n the ing a detailed analysis of the taxpayer’s contribution to the overall supply chain and
methods centres on whether different types of transactions can be b together value chain on a legal entity by legal entity basis. This is called a “functional analysis’.
the purposes of testing. Typically, applications of the CPM m &pnrate broader . Generally speaking, a functional analysis should include developing a detailed under-
definitions of product or functional similarity, both as it apph&c'l defining taxpayer. standing of each legal entity’s functions performed, risks borne, and assets utilized.
segments to test and as it applies to the selection of appropriate comparables. ' Understanding each entity’s role and contributions relative to the others’ allows the
|'I taxpayer to better understand how the legal entities interact with one another and
f.ﬂlerefure identify the intercompany transactions that occur between them. In addition,
this detailed factual understanding gives the taxpayer insight into the proper charac-
terization of each identified transaction.

The rules under Treasury Regulation §1.482 on how to evaluate the arm’s-length
‘nature of an intercompany transaction are segmented by transaction type, or charac-
~ fterization. In turn, specific sections of the transfer pricing framework address the
- evaluation of tangible, intangible, and service transactions. Therefore, properly char-
‘acterizing a transaction is critical to appropriately evaluating its arm’s-length nature.

(4] Cost Sharing Agreements/Cost Contribution Agreements

One of most obvious and often talked about differences between the 482 regulation
and the OECD Guidelines is related to the topic of cost sharing. Cost sharing has b
a major focus of the US Treasury and the IRS for several years, and is discussed in gl
detail in section §17.02[E] below. In December 2008, the US Treasury releasel
voluminous new temporary regulations regarding cost sharing (2008 temporary regi=
lations), which were issued in final form in December 2011 (2011 final regulations
These new regulations require a very strict adherence to form as well as substance, all
introduce a specific vernacular that is unique to this section of the regulations. Un

these regulations, a taxpayer’s ability to operate within the cost sharing framework is.

e

41

In this context, accurate taxable income means the income a controlled taxpayer would have
earned if dealing at arm’s length with related parties.
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