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Chapter |

Transfer pricing: What is it?

WHAT IS TRANSFER PRICING?

1.1 The term “transfer pricing’ is now embedded in our vocabulary, bui
what does itreally mean? As a transfer-pricing professional, with some 30 vears
of experience in international taxation, the auwthor considers Winston
Churchill's famous statement “It has been said that democracy is the worst form
of government except all the others that have been tried’ could be adapted for
transfer pricing and the arm's-length principle. Whilst this is not particularly
helpful as a definition. it does ensure the right mind-set to learn about ransfer
pricing.

1.2 Put simply. transfer pricing is the amount (hid' is charged between
related parties, when they transact. One way to undefstand transfer pricing is to
think of an organisation’s global busingss prafiti s a pie which needs o be
divided up between different countries who he® contributed to its making and
that division should be undertaken in a prict§led and justifiable manner. This
exercise must be undertaken becavse 1 ion of busingss profits conlinues 0
be based on the national laws of £ach country, whilst bugingss becomes
increasingly global in nature, Whilstshe intemal objectives of the globalised
business might be best served by-minimising the importance of corporate and
national boundaries, tax lawds basad on the clear recognition of those same
boundaries, Transfer priciagmight, therefore, be considered (o be the “oil” that
lubricates the coexistence of these opposing siarting poinis.

1.3 To begin, sbough, il is necessary (o review some history,

WHERE DID TRANSFER PRICING COME FROM? THE
GROWTH OF WORLD TRADE

14 Economic historians cite the fifteenth and sixteenth cenuriés as the
origins of the multinational enterprise (MNE). This period saw the emergence
of large companies predominantly based in what were then the superpower
countries, rading large amounts of commaodities in the colonies of their home
countries. Yet it was not until early in the twentieth century that the
manufacturing concepts of ong country came 10 be exported (o subsidiaries
abroad. This growing interest in production accelerated markedly after the
Second World War as developed countries began to invest heavily in the
rebuilding of their cconomies. Many historians maintain that it was this period
that laid the foundations for the current shape of the global economy,
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1.5 The MNE established itself as a driver of global production and irade
in the post-war vears bul the process has accelerated in more recent years, The
mest significant growth in the number of enterprises conducting business in
more than on¢ country has been seéen in the closing yvears of the twentieth
cenlury, years in which the growth in world expors has consistently beéen
greater than the growth in world Gross Domestic Product. Even though the
carly years of the twenty-first century have been affected by a financial crisis
and global slowdown, the imporance (o business of trading in more than one
country has not diminished. There is limited dota on trade transactions between
related parties (despite growing attention from policymakers), but available
evidence suggests that intra-firm trade represents a significant share of world
trade.!

L6 There are numerous repsons for the increased growth in workd trade
over ime, ranging from the desire of MNEs to access cheaper labour costs for
production. 1o the increased demands from developing nations for a wider range
of poods and services. Yel even al the start of the twenticth century there was
little perceived need for the concept of transfer pricing. The reason for this was
simply that differences. or potential for differences, betiveen the territorial
natwre of taxing legislation and the actual behaviosi of multinational
enterprises remained small. As little as 100 years agd Siaternational trade’ still
meant loading things onto a train, wagon or ship t.export. As MNEs began to
expand their manufacturing abroad they didCas by a “replication’ process
whereby an individual or management tearmsy@as identified to run a business
overseas which was a standalone copy @3 the parent’s business but which
operated in its local market. In this besincss model, related-party transactions
were few in number and low in value. 5a the potential for local business profils
to be affecied by related-pany ragsactions was small,

1.7 What changed?! In sivart, the revolution in communications and logis-
tics allowed businesses to\become more efficient and conseéquently maore
profitable. Reducing the)cost of manufacturing, speeding the entry of new
products 10 market, cutiing the value of stock held in warehouses and taking a
single product o several markets are all sieps that increase profitability.
Improvements in logistics and information systems allowed product manufac-
turing to consolidate around single factories, and improved communication
allowed management 10 consolidate around a single location. These step-
changes in business efficiency drove up the number and the valve of related-
party transactions and moved (globalised) business further and further away
from mirroring (territorial ) taxing legislation. This separation increased the risk
that related-party transactions could have a substantial impact on the amount of
profit on which an entity was subject 1o @ax in each werritory of operation, with 4
real or perceived preference, from the business point of view., to have the larger
share of the profits axed in the termtories with the lowest tax rate. As this sk

I Sew Lanz. B. and 5. Mircadot {301 1), ‘Intea-Firm Trade: Patterns, Dieterminants and Policy
Impdications”, CECTY Trude Policy Popery, No 114, OECT Publishing, Available st bipefd
dx_doi.org/1 0.1 TETSkgPpIFirwnn-en.
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increased, so did the awareness within tax authorities of their need (o regulate
their potential exposure 1o a loss of tax.

WHERE DID TRANSFER PRICING COME FROM? THE
GROWTH OF TRANSFER-FPRICING RULES

1.8 I you ask the question “Which country first introduced transfer-
pricing rules?” you will most often be given an incorrect answer, [ypically the
United States of America,

1.9 Transfer-pricing rules were first ried (unsoccessfully) in the United
Kingdom in [915, The UK rax authority lost a coun case, Stanley v The
Grramophione angd Tvpewriter Lid [1908] 2 KB 89 CA and had 1o accept that not
all of the profits made by a UK-based group could be taxed in the UK. For the
first time the UK tax authority began to fear that cross-border tax opportunities
were emerging. In those days many UK companies with overseas operations
acted through branches and, where local subsidiaries were established, the
subsidiary would often be managed and controlled by a Ul board, 50 were (ax-
resident in the UK. In this business model there was lindotax risk for the UK wax
authority from incorrect transfer pricing. Howeves, liere was concern that
non-UK resident companies might set up subsidisites in the UK to do their
selling for them and these UK companies mivht be charged inflated prices,
hence reducing their overall exposure to UK i=xation.

L10  This fear led to legislation ipthe Finance Act 1915, 5 313} which
effectively said that if it appeared t'iivthe conduct of the business had been
armanged to leave the UK residert\cempany with less than the ordinary profit
which might have been expected to arise from that business, then the non-
resident would be chargeabla\io tax in the name of the resident (what we now
know as an agency permiaindul establishment). It is also interesting to not@ that
this pragmatic approach was confined 10 cases of abuse, nol sell-assessed, a
subject 1 which weonail return shortly, In the event, Finance Act 1913, s 3103)
was of little values Later court decisions cast doubt on the sultability of whai
was 4 ‘machinery provision® {in the way that UK tax legislation works,
legislation can give rise 10 a charge — a charging provision — or deal with how
that charge is administered — a machinery provision — as a way o impose a
charge o tax ). The rule was abandoned and it was not until the 1950s that there
was sufficient concern aboul the potential loss of tax from transfer pricing for
legislation to retum.

1.11 Depaning historical fact for a moment, though returning o consider
the hiswory of global legislation again at 1.212 to reveal that the answer o the
follow-up question ‘who was next 1 legislate on ransfer pricing?” is still not
the United Suates of America, we now turm o define the issue of ransler pricing.

DEFINING THE ISSUE

1.12 When two (or more) related companies trade with one another, the
price agreed between them is typically referred to as a “transfer price’, There is

3
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will mean that the associated profit is both recognised and taxed at a higher rate.
This reduces earnings per share, which in turn may have negative conseguences
for a MNE's share price. Locating those same functions and risks in a lower-tax
rate jurisdiction will have the opposite effect. MNEs may be in a position 1o
consider carcfully where to locate functions, assels and risks and choose (all
other factors such as local costs, skills, language, legal protection etc being
equal) to locate in lower-tax rate jurisdictions. This can lead to an outflow of
functions and risks from high tax rate countries and into low tax rate countrics
together with the associated jobs, personal taxation, etc.

THE ARM'S-LENGTH STANDARD - WHAT AND WHY?

118  Tax authorities are concermed that the price of transactions between
related parties might be incomectly reported 10 their disadvantage and many
have reached the conclusion that legislation is required 10 protect against the
polential loss of ax. The generally adopied solution is 1o require MNES 1o
calculate their taxable profits based on the transactions and prices thal would
have been entered into and agreed between unrelated pafties. The underlying
economic assumption is that all independent parties (0,2 business transaction
seck 1o maximise their own profit and, through this process. a deal is struck,

1.19  In this way the intention is that a faiesnciit is achieved by each party.
commensurale with the functions they performi/the assets they employ and the
risks that they assume. This is the basis 00 ihe need (o review the functions.
assets and risks in a relaled-party treasection and to ensure that the reward
carncd by each party is similar to <ht which would have been achieved by
unrelated parties. The outcome«<f this process is therefore refemred to as
“arm’s-length pricing’.

1.20 The need to understand functions, assets and risks is fundamental to
the theory and practice of transfer pricing and requires a “functional analysis’ to
be performed for the\¢ntities involved in a related-party transaction. This
enables the MNE(te understand the role that each entity plays and use this
understanding to determine a fair pricing. Economic theory suggests that
companies should receive a basic return on their assets at the very least, or they
would not énter inlo transactions in the longer term, but this does not always
imply that companies making losses or lower than basic returns are nod pricing
om an arm's-length basis, Also, as the arm's-length principle is applied on an
entily-by-entity hasis, this does nol necessarily mean that if a group is profitable
owverall then each entity should be profitable, or vice versa.

1.21 IT an MINE is operating in a country of industry thal is in récession, or
if micro-economic pressures result in the company making a loss. then such a
situation may still accord with the arm’s-length principle. However, the
company will need (o evaluate its position and determine that unfavourable
economic conditions are driving the loss, rather than loging money through
non-grm’s-length ransfer pricing. Any such determinstion should include
evidence of expected recovery and a recovery plan, Most tax authorities will,
quite appropriately. not accepl a situation where companies in their jurisdiction
are persistently only breaking even (or making a loss) without justification.

5
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A SPREADING FIRE — TRANSFER-PRICING
LEGISLATION AROUND THE WORLD

1.22  Inparagraph 1.9, it was noted that the first anempts at ransfer-pricing
legislation by the United Kingdom, were ineffective and that the level of
transactions within MNEs were not sufficient 1o drive the development of
effective legislation, As the imponance of MNESs grew, so did the consciousness
of governments of the potential for loss of wx. When tax authorities returned to
the legislative process, their first response was (o invoke powers 1o stop abusive
transactions (i.¢. to regulate transactions with tax havens). The United Kingdom
again was first to move, enacting short and simple legislation in the form of
section 37 of the Finance Act 1951, which survived as section 770 of the Income
and Corpoeration Taxes Aet 988 until 1999 when the UK and other
jurisdictions starting taking this area much more seriously following a
significant development in the United States in 1994,

1.23  The US government first introduced legislation in the late 1960s wo
combat the perceived erosion of the US tax base through transfer-pricing
munipulation, It wias not dissimilar to the UK legslation enidCied in 1951, being
in the nature of an anti-abuse rule. However, in the midA %%, transfer pricing
became a hot topic for the US Internal Revenue Service (IRS) and tax andits
revesled that many companies could not justify théin inter-company prices, let
alone provide docomentation 10 support them. Tee RS reached the conclusion
that a number of MNEs had formulated e ransfer-pricing stralegies 1o
minamise their LS wx burden,

1.24  As a result, in 1994, the US@ovemment updated its wransfer-pricing
legislation and became the first Nimpose a greaier compliance burden on
MNEs. The new US rules reguied MNEs 10 produce contemporangeous
documentation demonstratingthat their transfer-pricing policies satsfied the
arms-length principle and, mtroduced penalties for non-compliance. The new
legislation meant that th&\fnancial reporting of MNEs with foreign operations
came under increasisg serutiny: transfer pricing, as we know it today, was born,

1.25 Running parallel to these developmenis, intermational cooperation at
the Orzanisation for Economic Co-operation and Development (OECD)
resulied in the creation and continual updating of their “Transfer Pricing
Guidelines for Multinational Enterprises and Tax Administrations” {the
Guidelines). The first comprehensive version of the Guidelines was published
in 1979, but the developments mentioned above helped to create the pressone
for an updated version to be issued in 1995, The OECD has continued to update.
and add tw, the Guidelines ever since, with Chapter IX (Business
Restructurings) being added in 2010 and Chapter VI (Intangible Property)
being updated at the time of writing. The Guidelines were and remain pivotal in
standardising the approach of tax aothorities in many countries. As cach
country ¢ither introduced or updated its transfer-pricing legislation, the impact
of the comprehensive US rules was also a factor o ake into account. There was
a fear that transfer-pricing compliance could canse MINE profits 1o be skewed in
favour of countries with costly penalties - just to be safe. The development of
legislation became commonplace as country after country adopled legislation

6
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similar circumstances. This requires a rigorous description and anal ysis of the
business framework within which the ransaction takes place. It also requires
identification of third-party trading strategics and models thal show similar
approaches to functions and risks.

1.3 As well as sell-assessment of a business's compliance with arm'’s-
length pricing, it is also imponant that evidence of the third-party nature of
related-party transactions is relained. as during tax audits, tax anthorities will
seck to understand the commercial purpose of business transactions.
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OECD

BACKGROUND TO ARTICLE 9 AND THE
TRANSFER-PRICING GUIDELINES

2.1 Chapter | introduced the arm’s-length standard - or arm's-length
principle - as a lundamental of transfer pricing. Economic théory postulates
that unrelated parties dealing at arm’s length with each other will seek 1o
maximise their own profit. When dealing with a related party it is possible tha
other considerations might influence behaviour and disrupt the economic
balance berween them. Noting this, the OECD has adopted the arm’s-length
principle a8 the basis for pricing related-party transac@ons undertaken by
multinational enterprises.

1.1 This idea Nirst wok shape in 1963, though Sethinking has roots that go
back to the 1927 League of Nations. The firs paragraph ol Article 9 of the
OECD Model Convention on Income and Capital, otherwise known as the
OECD Model Treaty, reads:

‘When] conditions are made of\iviposed between ... two [associated]
enterprises in their commercial or nancial relations which differ from those
which would be made betweeh independent enterprises. then any profits
which would, but for those conditions, have accrued W one of the
enterprises. but by reaseq uf those conditions, have not so accrued. may be
included in the profits'of that enterprise and taxed accordingly.”

23 The commighitary on this paragraph notes:

“This Article deals with associated enterprises (parent and subsidiary
companies and companies under common control) and its paragraph |
provides that in such cases the taxation authorities of a Contracting State
may for the purpose of calculating tax liabilities re-write the accounts of the
enterprises if as a result of the special relations between the enterprises the
accounts do not show the true taxable profits arising in that Stae. I is
evidently appropriateé that adjustment should be sanctioned in such
circumstances, and this paragraph seems (o call for very little comment.”

The basic concept is siraightforward, but there are significant difficulties when
it comes w0 applying the idea in practice: first ascertaining whether or not true
taxable profits have been infloenced by the “special relations” of the parties and
second, if so, how 10 recalculate those profits to regain the proper balance,

24 The importance of testing inter-company pricing has grown steadily
umtil, ar the time of writing, it is oné of the most relevant ax questions on the
minds of finance directors responsible for multinational companies. For many
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years the OECD has been the key organisation (o comment on the guestion of
how o assess arm's-length pricing, publishing their “Transfer Pricing
CGuidelines for Multinational Enterprises and Tax Administrations’, Over the
vears this has been subject 1o update, expansion and revision: at the time of
wriling we are using the version published in 2010. Throughout this book we
refer to them simply as ‘the OECD Guidelines', ‘the transfer-pricing
Guidelines” or just ‘the Guidelines’. These Guidelines have been adopied as a
guide by many countrics and incorporated into the domestic legislation of
some, including the United Kingdom, to provide the definitive standard by
which MNEs should benchmark their inter-company prices. Other countries
follow OECD guidance in transfer-pricing matters even if it has not been
specifically brought into their L,

25 The 2010 Guidelines consist in part of new material (eg Chapter IX on
Business Restructuring) and in part of a revision and expansion of the guidance
in an earlier OECD report, the 1995 "Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administrations’, which in turn updated the
1979 publication “Transfer Pricing and Multinational Enterprises’. They also
capture, but do not completely replace. material contginedsatwo other OECD
repons, namely “Three Taxation [ssuves’ (1984) and " Fnin Capitalisation’
(1986). Mo doubt there will be future additions as@, updates (an update of
Chapler V1 (Special Considerations for Intangible Praperty) is considered later
in this book ) and this constant review process do@: raise an interesting question;
which version of the guidelines should one b2 guided by?

WHICH VERSION OF THE GUIDELINES?

L6 The OECD has impsoved. updated and revised its transfer-pricing
guidelings on several occasions and will continue to do so in the future. That
poses the question: wiilh version of the Guidelines should be used when
considering the arm’S\lngth nature of a particular transaction? Unfortunately,
the answer is not as'simple as the question if one takes a strict and statutory
approach. However, as we will see, in practical situations - including cases that
have proceeded to a court heaning - there is often less confusion in the matter.

2.T To understand the statutory position, the first point to consider is
whether vou are complying with local legislation or with the associaed
enterprises article of a double tax treaty based on the OECD Modil Treaty. This
i5 because the stats of the Guidelings as an aid 10 inerprétation can be
different. For example, UK transfer-pricing law requires the interpretation of
UK rules in a way that “best secures oonsistency” with “the e¢ffect which, in
accordance with the ransfer-pricing guidelines, is (o be given, in cases where
double taxation arrangements incorporate the whole or any parl of the OECD
model, o 50 much of the armangements as does so” (see TIOPA 20/0,
5 1o 0B For the purposes of UK legislation, the ransfer-pricing guidelings
are defined (see TTOPA 2070, 5 To4i4)), at the time of writing as set out below,
but the wse of 2010 OECD material was actually brought into UK law only in
200 1 (see Finance Act 2011, 5 58 1)) and applies only to accounting periods for

12
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corporation tax beginning on or afier 1 April 201 1. Prior o that. DECD material
up to 1 May 1998 was the reference point for interpreting UK legislation:

‘(a) the version of the Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administralions approved by the Organisation for
Economic Co-operation and Development (OECD) on 22 July 2010,
or

(b}  such other document approved and published by the OECD in place of
that (or a later) version or in place of those Guidelines as is designated
for the time being by order made by the Treasury.

including, in either case, such material published by the OECD as part of {or
by way of update or supplement to) the version or other document concerned
as may be so designated.”

28 Therefore. when considering a transfer-pricing question under UK
domestic law one would consult the Guidelines which were specified in relation
to the tax accounting period under consideration, as UK “transactional based”
legislation looks to the payment or receipt that arises in& ax year. In other
countries the Guidelines may have more, or less, force,

29 When considering the guestion of armé&-‘ength pricing under an
OECD-based tax treaty the interpretive valoe of-tse Guidelines is less clear, In
some termtories the Guidelines are indicativeCs® what might have been in the
mind of the parties when the treaty was~SSgotiated. In that case the most
recently published version of the Guiviines, at the time the (realy was
concluded, would be the Guidelingsitat might have been in the minds of the
negotiating parties: versions of the Guidelings issued later would not have been
available. However, junisdictionsuse the Guidelings in otheér ways (ég some
follow a process of continuaitsambulatory interpretation). This approach will
adopt any new or changedinzaning as the Guidelines are revised.

210 In practice, siings are a little more blurred.

211 There is“aendency for the latest version of the Guidelines to be
applied with no regard (0 when the actual transaction under audit ok place.
This could lead w difficulties if there has been a change in the Guidelines; even
if that is not appreciaed when agreeing a position, it may sill come 10 light
during a claim for reliel of double taxation that arises from any transfer-pricing
adjusiment when the second jurisdiction considers the claim.

212  More importantly, for the most part, the revisions and improvements
to the Guidelines do not actually change their meaning; they improve the clarity
of the existing Guidelines. In so far as that is the case, the use of an incorrect
version of the Guidelines does not cause any unfairness. For example, a 2013
decision of the Finnish Administrative Court (KHO 2013:36) concerning
“location savings' decided that assistance could be drawn from Chapter [X of
the Guidelines (published as new material in 2010) in deciding the correct
transfer pricing for a transaction that took place years before; the reasoning
being that this material simply explained the arm's-length position which had
always applied.

13
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THE ARM'S-LENGTH PRINCIPLE

213  The OECD Guidelines set out, in paragraph 1.8, why the arm’s-length
principle is the preferred method of pricing relaed-party transactions. This
majors on parity of reatment between associated and independent enlerprises,
and siates:

‘Because the arm's length principle puts associated and independent
enterprises on a more equal footing for tax purposes, it avoeids the creation of
tax advantages or disadvantages that would otherwise distort the relative
competitive positions of either type of entity. In s0 removing these tax
considerations from economic decisions, the arm's length principle
promotes the growth of international trade and investment.”

214  Having made this brave claim, the Guidelines do go on o recognise
that there are difficulties applying the arm's-length principle, notably in the
following Circumstances:

&  when there are no readily available comparable ransactions, such as
when the cross-border busingss in question is in high!y specialised goods
O services, or unigue intangibles;

&  when MNEs engage in transactions that wouldsoriply not be entered into
by independent parties. The example cited is/ of the sale or licence of
intangibles, which groups might feel miae: able 1o contemplate when
buyer/seller or licensor/licensee are relited rather than third parties. or
where the seller or licensor mayv <l jib at the loss of control of the
intangible:

®  when an MNE has to justify'is pricing to a tax authority years after the
event;

when relevant compaiiste data is very hard to find: and

when it is clear_t'iay-an MNE group is enjoying advantages simply not
available o indenendents, for example economies of scale or the benefits
of business integration.

215 Having acknowledged these problems, the Guidelines conclude that
the arm's-length principle is betler than any olher approach. such as global
formulary apportionment. It is fair 1 say that there is usually some form of
proxy andfor some practical economic model that can be used W OVErcome even
the hardest pricing problems. If a transaction can credibly be entered into, it can
also be priced.

216  The arm’s-length standard was adopted as the OECD Commitiee on
Fiscal Affairs felt that there were no realistic alternatives. The one non-arm’s-
length approach that has sometimes been mooted is global formulary
apportionment. Formulary apportionment has been used by some local tax
jurisdictions, most notably the US state of California; it is stll put forward from
time to time both in the United States and in Europe as a way of resolving the
problems of transfer-pricing documentation requirements and double 1axation.
Under global formulary apportionment, total consolidated profits would be
allocated among associated enterprises in different countries according to a

14
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THE HEART OF TRANSFER PRICING: COMPARABILITY

2.4 Before beginning (o unpick the various QECD pricing methods in
detail, it is essential (o pavse 10 consider comparability. In the first edition of
this book comparability warranted °. .. a few words ,.." but over the years — and
with increasing pace — comparability has become a significant issue not only for
transfer-pricing practitioners and tax authorines, but also for the OBECD. In
response (o this, more detailed consideration is given to this area in this edition.

2.25  Comparability has always been at the very hean of all of the OECD
methodologies to test the arm's-length nature of the transfer pricing of an MNE.
At its simplest — and at the same time at 1ts most profound — transfer-pricing
Justification is being able to point o the behaviour of third parties and say. “this
is how they doit, and therefore so can 17, For that staement 1o be troe, however,
the third parties must be involved in 4 transaction that is sufficiently similar, in
economic terms, lor their behaviour to be relevant as a benchmark against
which to test related party behaviour, It is necessary 10 st that similarity,
demonsirate that comparability exists and thereby show that the third-party data
is evidence against which the related-party pricing can bedieisured and esied.

2.26 Where transactions bétween associaled enterorises and independent
partics ar¢ not identical, transactions that as afficiently similar can
nevertheless provide evidence against which trasster prices can be measured
and tested. To use dawa from transactions that gr@not identical, all economically
relevant differences that might affect the wahsfer price must be examined and,
where possible, adjusted for. These adisstnents serve o align the comparable
with the transaction under review, andgsa create 4 benchimark.

227 It is important o appreciate that the application of the arm’s-length
principle is far from an exact sgeace. Judgment must be exercised 1o delerming
the comparahility of ransgctions, so that accurate adjustments can be made o
reflect any differences. A ‘record should be included in the transfer-pricing
report evidencing thepatis on which that judgment has been made.

2.28 In deterniining comparability and making adjustments to data, the
OECD Guidelines indicate that a number of general factors should be taken into
account.

®  Characteristics of property and services — for example, the quality,
volume, and reliability of goods, the nature and extent of services and, in
the case of intangible property, the nature of the property, the form of the
transaction, and the anticipated level of profitability.

®  Functional analysis — compensation paid between thind parties usoally
reflects the Functions performed, assets employved and risks assumed by
each party to the transaction. So. w0 work out whether third party and
intra-group transactions are comparable, a functional analysis is needed,
the purpose of which is to identify and compare economically significant
activities and responsibilitics taken on by the third party and associated
enterprises. The same analysis should cover risk, since reward is
intimately linked with risk. In broad terms the more limited the exposure
to risk, the more limited will be the reward (though this limited reward is

17

Copyrighted Material



Copyrighted Material

228 OECD

likely to be steadier than the fluctuating retumns associated with the
assumption of more and higher risk).

&  Conrractual rerms — an analysis of contractual erms is really part of the
function and risk analysis outlined above. Where there is no contract or
other writlen agreement. lerms can be inferred rom the behaviour of the
parties and peneral principles: where there is a writlen contracl. it is
important that there is a good match between what the contract says and
how the parties behave in practice.

®  Feonomic circumstances - by which the Guidelines mean market
conditions: peopraphic location of market. size, competition. availability
of altlernatives, government regulation, costs of labour and land and so
forth. Differences in any of these will put a dent in comparability.

®  Business strategies - businesses will very likely approach their markets in
different ways, with varying degrees of innovation and risk taking. The
adoption of a market penetration scheme can also have a significant effect
on a transfer price. Contentions that an MNE s foilowing a market
penetration  strategy  should be carefully thougia through, as tax
authorities usually regard them with a degree @b scepticism. Market
penetration strategies will always involve o8 )ir more parties Laking
something of a hit in early years in the expecwiion of profits later. So the
contract and other evidence of the parties i@ iationship must be consistenl
with this. Cases have been found wiidre a distributor agrees 1o incur
marketing expenditure on such asc8le that it cannot make a profin during
the lifetime of the contract whichy it is arguable. is a contractual position
that no third party would agiee 0. Credible projections (and not just
‘projections’ ) of growing profits over a reasonable timescale will be
required. as will evideace-of lower end prices andfor higher marketing
spend and efTort.

229  Tican be seendvom this that establishing true comparability is a serious
matter that is oflen (s from straightforwand. Nevertheless, however difficult it
may be, the process must be gone through by both MNEs when testing their
prices for their tax returns and the tax authorities auditing them. In this respect
the final sentence of paragraph 1.16 of the Guidelines is illuminating: “In no
event can unadjusted industry average returns themsel ves establish arm’s length
conditions.” It is probably right to say that all tax authorities wse industry-
average data as a diagnostic tool in choosing MNEs for awdit; one can
understand that. However, that is the rough and ready beginning of the dialogue
with the taxpayer, not the end of it.

230  Inthe preceding paragraphs there is a concept that has not always heen
appreciated in transfer-pricing work to date, one that has led to inaccurate work
and irrelevant arguments. The process outlined so far is intendeéd 1o énsure (hal
the comparable data s as closely aligned with the economics of the esied
transaction &8 possible, Therefore the process should not be applied blindly, but
with considerable thought. Differences between the iesied party and third-party
data have o be “economically relevant’ o require adjusiment, nol simply
differences. The author has séen transfer-pricing reports that  identify
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‘differences’ between the tested party and thind-pany poential comparables
and go on 1o claim adjustments for them without demonstrating thal these
differences are economically relevant. A simple example is 1w consider the
process 1o compile a comparable data set rom a database source 1o evidence the
pricing of the toll-manufacturing service provided by an associated enterprisc
based on a measure of the retwrn achieved on total cost base of the
manufacturing entity. { There are other ways to measure the arm’s-length nature
of the return achieved by a toll manefacturer, but this example was drawn to
make a particular point.)

2.31 A database search for “toll manufacturing’ is unlikely to generate any
results as businesses involved in 10l manofacturing do not have a distinct
industry code or business description. Hence there will be a general search for
manufacturing, then it's necessary to screen for matters that may result in
economic differences and reject companies that fail the screen; independence,
business start-up, different industries, wmover, a very low level of employees
(removing owner-managed small businesses), elc. When the process is
complete, there will bé a manageable number of independent busingsses
concerned with manufacturing in the same indusiry whotve broadly similar
levels of wrnover, imangibles and staff. Should any business that holds
significanmt levels of raw materials or stock novebe screenced om as the
comparables are sought for a toll-manufacring fouity 7

2.32  There may be a knee-jerk reaction (chake such action because of an
emotional reaction 1o the difference betécon a manufacwrer that buys raw
materials in its own name and one (it does nod. When that siep is 1aken,
suppose that s found that the data&Ernow contains so few companies that a
comparable range cannot be established; the typical reaction is o0 relax one of
the ecarlier screens - typicallyaht industry screen - 10 boost the number of
companies. The step missed .ol in this example was (o analvse and conclude
whether stock holding is\actually an economically significant difference when
considering the profiCachieved as a function of full cost. If it was not
economically significant, then the additional screening introduced a step not
warranted by the QECD Transfer Pricing Guidelines. This, then, caused the
data isspes and led to the relaxation of another, earlier, screen criteria that may
have been economically significant and therefore required.

2.33  Suppose that instead the reaction to the question of stock holding had
been to follow the OECD Transfer Pricing Guidelines. It is relatively simple to
test whether il is necessary 10 screen the manulacturing data set for stock
holding, by plotting stock holding against profit margin a8 a function of Tull Cost
1o see if stock holding is a profit driver for this index. In areal case dealt with by
the author, the result of that west plotting nét cost plus against stock-holding is
shown in FIGURE 2.1 below,

2.3 As can be seen, there is no correlation bétween the holding of stock
and the profit achieved by a manufacturer when expressed as a function of full
cost in this case. Therefore, there is no justification for removing stockholding
companies from the comparable data set in the repon being prepared. based on
full-cost plus,
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Figure 2.1 — Net plus cost vs stock-holding

235  The example above does not illust
generator for 3 business; the activity of s
of profit for the enterprise. What the ¢ shows is that when considering
one particular index (full-cost pl re is no economic difference (in that
specific industry) between in eamed by stockholding and non-
stockholding enterprises.

236  The particular dlﬁ%l ties of comparability and “industry average” daia
are returnad 1o in EH&@? dealing with intangible property.
N

O
OTHER PRACTICAL ISSUES

237  The Guidelines highlight a number of other issues that should be taken
into account in applying the arm’s-length principle. These are all practical
issues that should be observed both by MNEs in analysing and documenting
transfer-pricing arrangements and by tax authorities in anditing them.

1 stockholding 1% not a profit
lding most certainly 15 a source

Transaction undertaken

238  Inparagraph 1.64 of the OECD Guidelines there is a clear statement o
the effect that the transaction actually undenaken should be respected by the Lax
authorities, with disregard or substiution of the ransaction for ax purposes
being permitted in only exceptional circumstances. Some regimes, notably the
United Kingdom, have specifically adopted the Guidelines into their domestic
law, yet arguments have arisen as to whether UK transfer-pricing rules permit
the re-characterisation of transactions withowt reference to the OECD
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Guidelines. Paragraph 1.65 of the OECD Guidelines permit only two
circumstances in which a tax authority may, exceptionally, re-characterise the
actual wansaction undertaken for tax purposes. These are:

L] where the economic substance of a transaction differs from its form. The
classic example of this is thin capitalisation: investment in an associated
enterprise by way of interest-bearing debt that exceeds the amount that
could have been borrowed at arm’s length and therefore has the economic
substance of equity; or

®  when the arrangements made differ from those which would have been
adopted by those acting in a commercially rational manner and the
transaction is structured in such a way that it 15 impossible 1o price it. The
example given is of a sale up froat for a lump sum of intellectual property
rights arising from future research to be carried out under a long-term
contract. Such a lump sum could not sensibly be determined before the
work had been carried out, and therefore it would be more appropriate to
regard the contract as 4 continuing research agreement.

Other than these, there are no instances where the Guidélings permil either
MMEs or 1ax authorities (o replace transactiions actualiv-undertaken with ones
that they prefer.

2.3 It is important that transactions are godesmed by legal agreements and
are documented. Where exceplionally itis peamiited, any recharacterisation has
o be consistent with the physical activities performed,

Evaluation of separaie and combined transactions

240  This is another impodisint point meriting careful thought by bath
taxpayvers and tax authoritiess Yhe Guidelines acknowledge that while it would
be ideal to evaluate each liisaction separalely, there are imes when a number
of transactions are seciosely linked or continuous that they are bundled
together and should\ ¢ priced in aggregatle rather than individually (see
paragraph 3.9). Examples include pricing a range of closely linked products,
and intangible property. Should bundled grams of rights 1o know-how, patents,
irademarks, designs elc be separated = and, if o0, would the constituent parts
add up 10 a different value from the whole? In many cases il is impractical 1o
unbundle and price in this way. There is 4 value in baving the whole package
together that is different from the value of the various parts, hence it is neither
possible (nor appropriate in view of the overriding arm's-length principle) (o
fragment a bundle of rights that, in reality. cannot be used independently and
scatter them among a number of associated parties simply to reduce their total
valug (and hence the amount of income that they might be capable of
generating),

241 Paragraph 3.11 of the Guidelines does talk of the need to unpack some
rights bundles. but the examples given are of rights that are quite different in
character (eg patents, know-how and trademarks bundled in with the provision
of services and the lease of facilities). This does not constitute permission (0o
disaggregate the various intellectual property rights. Nor does it sanction the
breaking out of franchise fees into intangible and service clements. A true
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Government policies

247  Government intervention such a8 price control, subsidies, anii-
dumping duties and exchange controls may all have a bearing on the price
attached 10 an uacontrolled transaction and should be aken into consideration
as factors that may affect comparability. The Guidelines (see paragraphs 1.73
{1) note that these are all factors that will affect independent companies doing
business in the same market. Une would expect these (0 be aken into account
when prices are set along the supply chain,

248  The Guidelines recognise that, sometimes, governments take an
asymmetrical approach to certain intra-group transactions. For example, one
Junisdiction might expect a royalty of x% and the other might block payment of
part or even all of it. The Guidelines comment that where the same asymmetry
is nol applied o ransactions between thind parties, there is no simple solution,

Intentional set-offs

2.49 Where an associsted enterprise has provided soods or services in
return for goods or services from an associate, spch set-offs need W be
considered as if the trade had occumred between-independent parties. The
Guidelines find it casier w0 countcnance sel-offs witeie the flows are similar in
character to one another than a general agreesicnt between parties (o balance
out quite different kinds of business. Howeyir-as long as the individual fows
can be priced with some confidence, therz-\s ho reason why such set-offs should
be rejected out of hand.

2.50  Recognition by tax authomiles of intentional set-offs is normally
limited in pracuce to transactions -detween the same two legal enuties and does
not extend to cases in which three or more companies in different tax
jurisdictions net off the efiec: of 2 number of transactions in which they are all
involved.

Use of customs valuations

251 The Guidelines openly encourage cooperalion between customs and
tax anthorities o prevent taxpayers from using oneg valuation for cusioms
purposes and another for direct tax.

USE OF TRANSFER-PRICING METHODS

2.52 Introducing the chapier on methods and methodologies, the
Guidelines (see paragraphs 2.1 o 2.11) make some fairly open-minded
comments on how such methods should, in broad terms. be used. The key point
is that the method selection should always be aimed at finding the *most
appropeiate method’ for a particular case.

253  Tex suthorities are reminded not w0 make small or marginal
adjustments and not 10 be so overly rigid in the standard set for comparability
that they close the door on useful and illuminating information, Moreover,
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MNEs are permitied 1o use just one method and should not be expected (o prove
why they did not use others. Al the same time, in difficult cases. the use of
several methods in conjunction is encouraged as a practical way of resolving
what might otherwise prove 10 be uncertain and problematic valuations.

254  These remarks do need w be seen against the backdrop of Chapters I1
and 11 of the Guidelines as they were originally drafied. In earlier versions of
the Guidelines there was a clear hierarchy of the various methods, which 1o
some extent limited these opening observations. Nonetheless, even then, the
warning against too narrow-minded an approach was a welcome reminder that
transfer pricing is. in the end, as much an art as a science. In the 2010
amendments to the Guidelines, much of that hierarchy has been swept away
(see 2.58). Though there is a clear preference for Comparable Uncontrolled
Price, once it 15 established that this method cannot be used there is now more
leeway o apply the most appropriate methodology. This does not mean a move
away from science and reason (o pure artistry, rather it means that transfer-
pricing praciitioners must be “professional’ in their selection of a methodology
and must record the evidence which led them 1o conclude, that the chosen
methodology was indeed the most appropriate one.

TRANSFER-PRICING METHODS

2535  The point was made in 2.23 abate)that. subject o company law or
practical constraints, MINEs can use asyymethod or mechanism when setting
inter-company prices. However, mosD ax authorities now require taxable
profits and allowable losses wo be cilealated as if intra-group business had been
camried out on arm’s-length terms. Testing conformity with the arm’s- length
principle in this way may be‘possible using only one method. but where there
are differemt transaction. (pes that may not be possible. In most cases. the
varicty of poods. services, debt and intangibles that are transacted by an
enterprise with one g0 0iore associated enterprises requires the use of more than
one of the methods set out in Chapter [l of the OECD Guidelines.

256  The Guidelines group the approved methods into two categones:
® raditional transaction methods (Chapter I1, Part I1); and
& transactional profit methods (Chapter I1, Pant I11).

Notice the emphasis on transactions - the OECD’s intention s always 1o track
the return on a particular transaction or group of ransactions, not overall resulis
however achieved and of whatever component parts composed.

257  Within the first group - the raditional transaction methods - there are
three methods comparing prices or gross margins. These methods are:

®  comparable uncontrolled price {CUP) method, which offers a direct price
comparison; and

®  resale price and cost-plus methods, which make comparisons at gross
miargin level,
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Transactional profit methods compare the profil arising from controlled
transactions with that generated by transactions berween third parties.

2.58  Until the 200D edition of the Guidelines there wis a clear expression of
a preference for traditional wransaction methods, in particular, the CUP method.
However, even then the Guidelines recognised that shonage of data may render
traditional transaction methods ineffective. As such, they stated (as does the
current version of the Guidelines) that. in exceptional circumsiances,
transactional profit methods or other methods not described in the Guidelines
(see paragraph 2.9) may be used to establish a transfer price, as long as they
provide the best basis for applying the arm’s-length principle.

2.59 Let us look first at the traditional transactional methods.

The CUP method

2.60  This offers a direct comparison between an intra-group transfer price
{otherwise known as the price of a ‘controlled transaction’) and the price
charged for the same or similar property or services transferred between third
parties. There are two possible types of comparison:

®  farernal CUF — the comparison is between b price charged in the
controlled transaction and that charged in 23<gnsaction between one of
the partiés (0 the controlléd ransaction aadaa independent enterprise,

&  External CUP - the comparison hepsyis-with a transaction between two
third parties, neither of whom is a gty (o the controlled transaction.

The wse of an internal CUP will al@dst always be favoured since. all other
things being equal. the circumstances of the controlled transaction will more
closely mirror those of the uncobivolled transaction.

2.61  Reliable applicatioq uf the CUP method will usually require either that
there are no differences inthe transactions being compared. or that the effect on
price of any differeneéz that do exist can be accurately accounted for by way of
an adjustment. (The OECD Guidelines discuss comparability in relation to
comparable unconirolled transactions in paragraph 3.24ff of Chapter 1l
‘Comparability Analysis’). In the open market, even a small change in the
crrcumstances of a transaction may have a material impact on price. As such,
the overall effectiveness of the CUP method depends on the nature and
reliability of any adjustments made o take into account the differing
circumsiances of transactions,

262  Where il is possible to locate comparable uncontrolled transactions,
the CUP method is the most direct and reliable transfer-pricing method;
therefore in such cases the OECD considers it preferable over all other
methods. Product comparability s absolutely key, in particular physical
leatures such as size, weight, appearance, along with volume, reliability,
storage requirements, regulatory requirements, and the like. Also significant are
oiher contributors o the overall economics of the deal such as the market,
delivery and paymenl erms, etc. Where an independent enterprise buys or sells
the same product as is supplied in the controlled transaction and sufficient data
on the uncontrofled transaction is readily available, the CUP method will
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alwiys be the most suitable method of applying the arm’s-length principle.
Examples of situations in which the CUP method may be used include:

®  (he interest rate charged on a loan between related parties;

®  industries where CUPs are more prevalent, for example, the softwane
industry where products are often licensed to third parties; or

®  the price charged for the transfer of a homogenous item, such as a traded
commaodity,

Ofien, however, adjustments cannol be made for differences in transaction
terms or market cycle and. consequently, the CUP method will not provide a
reasonable basis for comparing transactions. Furthermore, in a large number of
cases il is simply impossible o identily third-party pricing information 1o
derive a CUP. In such circumstances the most appropriate method, depending
on circumstiances, may be the resale price method or the cost-plus method.

263  These two methods operate at one step removed from a direct price
comparison: which one might be used in any given circumstance depends on
the nature of the transacion.

264 A brief word on lerminology: in the United States the terms
‘comparable uncontrolled transaction” (CUT) and {codnparable uncontrolled
financial transaction” { CUFT) are used in specificand limited circumstances.
CUFT speaks for itself, but it is worth pointiig out that CUT is used more
narrowly in US transfer-pricing legislation @ it is in the OECD Guidelines,
and tends to refer specifically to comparable prices for intangible property
{usaally rovalty rates).We retorn o @ EUP method o review comparability
for transactions in intangible propeny i CHAPTER 6,

The resale price methed | RPM)

265  The Resale Price Method (RPM) takes the price at which a product is
resold to an indepefdent entity after being initially purchased from an
associated entity andreduces it by an appropriate gross margin: the ‘resale price
margin'. The resale price represenis the amount of income out of which the
reseller in the open market would seek 1o cover its direct and indirect cosis, in
addition 10 making an appropriate level of profit. It takes into account risks
assumid, assets utilised and functions performed by the reseller. Subtraction of
the resale price margin and adjustment for other costs associated with the
purchase of the product (eg customs duties) leaves the arm’s-length price, as
would be charged between independent parties,

266  The relerence to making an appropriate level of profil (see Guidelings,
paragraph 2.21) has led 1w a long, occasionally heated and sometimes tedious
debate as 1o whether the RPM is really some form of thinly disguised profil
method, Tt is fair (o say that some tax authorities have certainly appeared to
think so, focusing on the botom ling and not appearing 1o care abowt a good
mualch at gross level if there are no operating or net profits to be had. Probahly
the right way 10 look at this is that no busingss will put up with losses for a long
period of time: it will gither give up trying. or be forced to close down. A
reasonable gross margin should offer the chance of a decent profit over time:
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2.54 Perceived strengths of the profit split method include:

L] less reliance is placed on comparability with observed third-pany
transactions, and so the method remains wseful even il no such
transactions can be found; though there must still be a reference o
observable third-party behaviour at some level; and

®  both parties to the arrangements are examined, and so profit is unlikely Lo
be allocated in such a way as to leave one or other in an extreme or
improbable profit position.

285 Perceived wenknesses include:

®  the external market data used to identify the contributions of the parties is
not 5o closely linked to the relevant transactions as is the case with other
methods. Operating at oné remove, as it were, gives an air of greater
subjectivity to the application of the method in practice;

®  safe application of the method requires the production of considerahle
data from more than one jurisdiction, so (hére may bheé issues of
availability;

L certainty is required that revenees and Cosis Yive been reported on
consistent bases by all parties to the arranpeinents. This might mean
special efforts being made by the parties 59 re-state their books, or 1o
maodily their internal systems appropetaie!y; and

® it can be challenging to remain (@G0 the arm’s-length principle and
measure, at some level, the profis =plit by reference o the transactions of
unrelated parties.

The Transactional Net Margin Method (TNMM)
2.86

This was onginally tniznded to be the method of absolute last resort but, in
practice, it becamic alinost overnight the most popular and frequently used of all
the OECD methods (in some jurisdictions, but not all - see below). Perhaps its
popularity stems, at least in part, from the fact that for years before the
Guidelines finally got round to accepting it, great numbers of people had been
using it anywiy. The United States called it the Comparable Profits Method
(CPM) = they still do; CPM is not, of course, officially the same as TNMM,
since CPM cuts straight (o the botom line, however complex or multi-faceied
the busingsses of the comparables and tested party might be, in a way that the
OECD finds frankly distastefol, TNMM, by comrast, is a method of greater
taste and refinement and there is something akin to elegance in the way in which
it — well — cuts to the bottom line.

287  The point is that in a large number of cases data reliable enough 1o
permil the safe application of one of the other methods is simply not available,
and so for years before the acceptance of TNMM. both MNEs and tax
authorities had been solving difficult cases on the basis of profitability. usually
over a number of years, 50, for example. solutions were found under which
distributors might take a few years 1o start up and then would make an operating
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margin in the region of 2%, The United States were honest aboui this and called
it CPM; everyone else played a game of simultaneously sneering at the US by
solving the problem with reference 1 operating profits or all cosis plus.

288  The TNMM cxaminegs the operating profit {ie the profit after direct and
indirect costs) from controlled transactions as a percentage of a base such as
sdles, costs, or assets. Ideally the operating profit should be established by
reference 1o profits carned by the same [axpayer in comparable uncontrollead
transactions. However, if that is not possible, comparable transactions between
wholly independent entities can be used. Comparability between controlled and
uncontrolled transactions should be established. as ever, through a functional
analysis.

289 The TNMM should consider only the profits attributable o the
transactions under review, This might necessitate separating the profit and loss
account into streams where the company engages in a variety of different
controlled tronsactions. By the same token. comparables must be selected
carclully to retain only companics whose business is homogeneous and whose
transactions are the same as, or similar (0. those under revigw

2.90 Advantages of the TNMM include:
®  upseofitis common, as previously described;

& a5 the TNMM focuses on only one party, (s controlled transaction it is a
relatively simple method to apply. Tixere is, for example, no need to
ensure that all parties’ books are st{téd on a consistent accounting basis;
and

®  an operating margin is likely o be less susceptible to functional
differences in companng iransactions than are the gpross margin studied in
the resale price methatiand the price in the comparable uncontrolled
price method. It is angdbserved fact that different businesses might show a
wide range of groSsymargins but be broadly similar at operating level,

p ] | Weaknessis include:

®  for many years, nol all OECD countries accepied it even though it had
been sanctioned by the Guidelines for many years, This led 1o a certain
amount of creativity on the part of MNES in those jurisdictions in
dressing up what is really a TNMM to look like another method — and not
Just in those jurisdictions, of course, but in other countries which are the
Counterparty o iransactions involving those jurisdictions, 0 maximise
the chance of oblaining competent authority relief in the eveni of double
Laxation. This point has become less of a problem over time, but there are
still one or two examples kefi;

® i comparison made after operating expenses might fail 1o account for
relevant factors that have nothing 10 do with gross margin or particular
prices, such as operational inelficiencies, a redundancy programime,
Nuctuating marketing spend. etc:
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® i1 might be difficult 10 be cenain that the operating profit has been
calculated consistently, (ie that items such as depreciation, reserves,
provisions, other operaling income, el have been treated in the same
way ). and

&  there may be difficulties in identifying the counterparty or partics for the
purposcs of making corresponding adjustments o relieve double tax.
This would be s0 where the company §its in the middle of the group
supply chain, or where it buys from or sells o a number of group
COMPANIEs.

Cutting to the bottom line does not do away with the need to consider many of
the factors affecting comparability already mentioned, for example threat of
new  entrants, competitive position, management efficiency and straegy,
availability of substitute products, maturity or otherwise of the business,
differing cost structures, and so forth. Adjustments will have o be made 1o
account for such differences. Sometimes il is argued that the use of a range
takes care of this, but it should be obwvious that for the purist this cannol be so. A
range does not in isell wke account of unique featuses (start-up phase,
innovative stralegy decisions, elc). What it does offer is.4 spread of possibilities
which can be of use in resolving a ax awthority audit, How? Information on
comparables is limited, so it is hard o decide wiscther or nol the enterprises
chosen as comparables face the same issues asthose being debated in the audit,
and s0 the range can be said statistically, (0ay off the risk of reaching a
demonstrably wrong conclusion. It is wonli noting that this risk is reduced
[urther if multiple year data is used. sincegdhis will enable proper account o be
Laken of any short-term economic faSIors.

Comparable profits mevtod

292  This was refermédto in our discussion on TNMM. 1s the TNMM, when
it comes right down t6\it, essentially the same as the US comparable profits
method? Strictly, GoMr is not. The CPM benchmarks the profitability of
companies a8 a whiole, rather than on a rransaction-by-transaction basis as the
TNMM does. Sometimes, by accident rather than by design, the two methods
would reach the same answer because the comparable sets chosen consist of
companies with either homogeneous or one-product businesses, But ofteén this
is nodt 50, and the CPM has incurred the wrath of the Guidelines and of many
individual OECD countries. However, as a practical matter, it can be observed
that, when it comes (0 resodving double taxation isspes ansing from ransfer-
pricing adjusimenis, competent authorities, especially those in mature ransfer-
pricing jurisdictions such as the UK, do try to reach pragmatic solufions withoul
eetting hung up on mere labels.

RECENT OECD DEVELOPMENTS

293  There is a wemendous amount of activity at OECD in the wansfer-
pricing arena right now, This section looks briefly at some OECD developments
that. at the time of writing. were reasonably hot, It is only briefly, because time
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hurries on and it is likely that soon after publication these sections will be out of
date. These developments are:

®  [ntangibles

&  Timing issucs

®  Bilateral safe harbours

®  Basc crosion and profit shifting (BEPS).

Intangibles

294 Bricfest mention of all here for intangibles as they are dealt with in
detail in CHAPTER 6. However, this is an area of considerable interest at OECD
at the time of writing both because of the need to provide additional guidance in
the area of intangibles and because of the role this topic might play in the BEPS
discussion, dealt with below,

Timing issues

295  Arising out of the work on intangibles but then gxtending more widely.
the OECD is also considering timing issues, lookiag at (i) the time that
comparable information is available o @xpayersCin assessing whether their
prices are arm’s length; (i) 1ax authority accepisnce of year-end adjusiments;
(iii) the use of post-transaction date informatics o assess reasonableness: and
{iv) specific issues in respect of the valuaios-of highly uncentain intangibles.

Bilateral safe harbours

296  The OECD is considensy amendments (o guidance on the use of safe
harbours and is proposing toremove the ‘somewhat negative tone” that does not
reflect the practice of OECD member countries (particularly in respect of
smaller taxpayers and i=dscomplex transactions). In particular, the QECD is
looking o encourags Countries 1o agree “bilateral” safe harbours given the
potential advantages of simplicity and ease of administration, which avoids
some of the downsides of providing unilateral safe harbours with no reciprocal
reatment in counterpany jurisdictions.

BEPS

297  The Fiscal Affairs commitiee of the OECD has formed a working
party (o consider Base Erosion and Profit Shifting. The commitiee intends 1o
produce changes that will be implemented by 2015, which is a very shor
timescale for what could potentially (although it is very early days at the time of
writing} include significant reform of the concepts of international axation.
The underlying concept behind this review is that the fundamental principles of
international taxation and the OECD Model Tax Convention were lounded at a
time (actually, in 1927 by the League of Nations) when international (rade was
characterised by business activity significantly different to the globalised.
digitised business world of wday. Given recent public and political pressure on
the amount of tax paid by mulinationals, it is time (0 look again at these
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fundamental principles (o assess whether they are appropriate (o business as it
exists woday. This will include a review of six major areas, taking into account
that the international tax system will need 10 be considered holistically rather
than on an issue-by-issue basis:

®  hybrid instruments and hybrid entities leading to mismatches of tax
treatment between jurisdictions;

®  application of treaty concepts to profits from digital goods and services
{including permanent establishment questions};

®  intra-group inlerest and captive insSurmnce companies;

&  (ransfer pricing, particularly of risk and intangibles and transactions that
are rarely seen between third parties;

] the effectiveness of anti-avoidance measuares such as GAARs, CFC, thin
capitlisation and anb-treaty abuse rules; and

@  (he availability of harmiul preferential regimes.

The transfer-pricing review will be comprehensive, inclitng consideration of
whether the arm’s-length principle continues to be (he-aopropriate standard 1o
apply. The BEPS working group are also keenly intgresied in the conclusions of
the Working Party 6 review of intangibles transfie€ pricing as the polential case
of relocating intangiblies by MNEs is a concerriiothe BEPS working group.,

THE REST OF THE BOOK

298 It is worth setting out aishis stage the basic format for the rest of this
book together with an explanasion of how this corresponds with the format of
the OECD Guidelines.

2.99 Chapters 1, ILdnd TH of the QOECD Guidelines set out the underlying
principles in relation 0 transfer pricing. being the arm’s-length principle.
transfer-pricing metiods and comparability analysis respectively. These have
been discussed already. Chapters V1 o IX of the OECD Guidelines look at the
application of the theory from Chapters [ to Il in a number of different
circumstances (eg Chapter IX (which was newly incorporated into the 2000
Guidelines) deals with busingss restructuring). This book takes a slightly
different approach by exploring the application of transfer-pricing principles on
1 transaction-by-transaction basis, dealing with tangible goods, services,
linancing and intangible property in urn within the following four chapters.

2100  Chapter IV of the OECD Guidelines sets outl administrative
approaches 1w avoiding and resolving transfer-pricing disputes and Chapter V
sets out guidance as 10 the content of transfer-pricing documentation that tax
payers should hold on file. These two chapters are dealt with in this book in
CHAPTER B on the subject of “Implementation and Monitoring .
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Chapter 3

Types of transaction: Tangible goods

INTRODUCTION

il Al the very highest level there are four types of transaction (hat
members of the same MNE might enter into with one another or, indead, with
any unrelated enterprise. They can transact in:

®  tangible goods;

®  services:

&  financing; and/or
&  intangible property.

The next four chaplers intmduce these typziioof transaction and the
consequences for transfer pricing them in turn.(S3is chapter looks at tangible
goods.

3.2 To begin with there are some défimtions 1o set out: the terms “supply
chain’, ‘contract manufacturer’, “toll Sishufacturer’ and “widget’.

i3 For some reason interpationdl tax specialists have decided that the
codename to be used when trying to explain anything to do with tangible goods
is “widgets’. The term ‘widged’ originates from engineering and means *a small
méchanical device or control , though “widget’ has since been appropriated into
other spheres such as&ofiware engineering where it clearly means something
else entirely. In thetwoild of tax and economics the term is vsed to mean a
physical object, uniike a service, a loan, or a licence,

34 We are indebied to the world of business consulting for the erm
‘supply chain’, It means the channel of distribution beginning with the supplier
of materials or components, extending through a manufacturing process to the
distributor and retailer and, ultimately, (o the consumer. It s convenient as a
term frst because, it is much shoner (o say “supply chain® than o describe the
Mow through a business, and secondly because “supply chain’ carries a high
score if you are playing *Buzzword Bingo' in business meéetings. That zaid, this
term is borrowed for the remainder of this book.

A5 A “contract manufacturer” is a specialised form of manufacturing
entity where the hiring firm approaches the contract manufacturer with a design
or formula. The contract manufacturer will quote based on processes, labour,
tooling. and material costs. Unrelated hiring companics would uwsually request
quotes from multiple sources and then buy on price and other factors, such as
reliability or capacity to deliver. The contract manufacturer acts as the hiring
firm's Factory, producing and shipping units of the design on behalfl of the
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hiring firm. A coniract manufaciorer does nol own intangibles in the prodoct
that is produeced and makes to order which means il has linle inventory risk.
Sometimes the production process 15 well known (there dre no process
intangibles owned by the contract manufacturer) and sometimes the hiring firm
provides its production intangibles. Occasionally the contract manufacturer
may use ils process intangibles but the reward for this is usually a slightly
higher margin on a similar wnit price. Unrelated partics us¢ contract
manufacturers in acrospace, defence, consumer goods, and automative to name
just a few but they are commonly found in many industries.

16 A ‘toll manufacturer” is slightly more specialised in that it does not
purchase the raw materials used to make the widgets, though it will often
purchase consumables required in the manufacturing process (eg electricity, oil
and spares for the machines used in production), Toll manufacturers typically
bid for work just like contract manufacturers but they play no part in, and enjoy
no reward from, sourcing and holding raw materials. Toll manufacturing is less
common between vnrelated parties but it does happen. In transfer-pricing
terms. the value added by the manufacturing entity in either contract
manufacturing or toll manufacturing is quite close and =, unless there is an
overwhelming reason to choose toll manufacturing in an(inita-group scenanio, it
is often best avoided: there can be significant coniplexities 0 raw material

rement in a toll manufacturing structure.and customs duty, import
licences and other controls are particularly imposiant.

37 In a simple (though not untypicall ousiness model, a group involved in
the production and sale of tangible poovds might organise and camy out its
business by separating manufacturing vperations from sales operations. This
can be for several reasons, the mostobvious of which being that perhaps they
manufacture in 4 small numberof jurisdictions but sell in many. A busingss
mioddel utilising specialist magelacuring compames yet making sales 1o third-
party customers through dedicated reselling and marketing companies must
provide for the wransfén pricing of goods as they pass through different
associated companiesaiong the supply chain.

iR There are many variations in the ways that a multinational might
structure its business model and supply chain which vary in complexity:
potentially involving invoicing companies (eg for the management of currency
risk] or agents acting as intermediaries in the sale of goods. To aid this
discussion, three examples of a supply chain for tangible goods transactions are
set oul in FiGure 3.1 below. As will be demonstrated. the transfer-pricing
issues sumounding the rade in tangible goods centre on the allocation of key
functions and risks among the various group companies along the supply chain.

MANUFACTURING

39 All types of manufacturers apply processes to raw materials to create a
‘widget” (in this example). This is tue from simple contract or toll
manufacturing (s¢e FiGure M1A) through o complex manufacturing
operations bearing full risk exposures and using internally developed product
intangible property (FiGure 3.1B). From a transfer-pricing perspective, the
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Flgure 3.1

amount of profit to be allocated to the manufacturer depends on the operational
model employed by the muoltinational group, in other words, how the
multinational conducts its busingss between the vanous group companies,
sharing functions and risk between them. The analysis of functions, risks and
assets o answer (his question is called a “functional angiysis’. This process is
fundamental 1o transfer pricing. A functional analysis provvides the information
for determining the esied party and provides the inlopmation on comparability
for the selection of evidence of third-pany tramsaetions from which the arm’s-
length nature of inter-company prices can be teied. This can be illusiraied by
considering the position for the type of maaytacturing entity at each end of the
spectrum, starting with the operation whiciradds least value.

Contract or toll manufactarer

310  The supply chain fosthis type of business relationship is illustrated in
FiGurg 3.1A above. A\Wpical contract or toll manufacturer would be
employed by the busitess entreprencur to undertake well-defined widget
manufacturing or geieinbly processes, The only difference between contract
and toll manufactunisg is their involvement in procuring raw materials that will
form part of the finished goods or packaging but the transfer-pricing
methodology that is most applicable 1o this business model is not affecied by
that. It is likely that a contract manufaciurer will not bear any risks associated
with currency, inventory or selling the finished goods. Payment terms would
likely be based on budgels which, quite rightly, allow the manufacturer to be
more, or less, profitable depending on how well they have performed (perhaps
with a year-end adjustment 10 actual, though as this verges on a non-
commercial licence 10 spend, it is not the model most commonly advised), and
the risk of unfulfilled orders would lie with the purchaser rather than the
manulacturer. Other than possibly some process know-how, the contrac
manufacturer will not own or develop any valuable intangibles. Transfer prices
would ofien be set on a ‘per unit” fee. OF @ return on assets OF a relurn on Cosls.
Even the risks associated with fixed costis may be ameliorated with long-term
contracts and guaranteed volumes.

A11 The level of reward would be driven by the functions, asseis and
limited risks borne by the contract manufacturer and would reflect the
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depreciation of fixed assets employed. These are. in effect. the opportunity
costs of providing the contracted service. In testing. or indeed setting. the price
to be charged by such a manufacturer — and $0 the reward that it makes — the
mst likely approach is a benchmarking exercise in which comparison is drawn
between the return on costs achieved by the group company and that of a sample
of independent. but otherwise comparable, manufacturing companics operating
(as far as data availability permits) in the same territory. Care does need to be
taken in assembling and wsing such samples because publicly available data
rarely discloses the nature of the relevant contractual arrangements, There will,
as a result, always be some doubt as to whether like is being compared with like.
Ome answer lies in making adjustments in respect of relevant items such as
imventory camied, capital employed, debtor days and such like so that, for
example, where the group company is a toll manufacturer, all risk and expense
related to inventory ownership is factored out of the comparable set.

Complex manufacturer

112 Like a contract manufacturer, a complex manufactiver would typically
own fixed assels for the widget production process and canry’ out manufacturing
or assembly work, However, it would also bear invenidry, product and other
risks, It is also likely to carry outl research and dcvelopment and own s
intangible property and it is this element loyparticular that adds o s
complexity. From the perspective of benchmasliag tranafer prices. it is far mong
difficult to test the arm’s-length return-for this type of manufacturer,
particularly where embedded intangibie isset development and ownership is
significant. Here, costs and tangible assets employed are not the only value
drivers in play. so payment by refeséiice to them is likely o miss the mark. How

to proceed, then?

L13 A common structurgl model for multinational groups is the separation
of manufacturing and s@les/distribution activities. This is set out in FIGURE
3.1B above. Where fix¢-manufacturer is complex. the sales entities would, by
definition, be relatively simple with the manufacturer bearing most of the risks
of the overall activity. In this case, allocating an arm's-length reward to the sales
entities and allowing all the residual - whether profit or loss - to fall
the manufacturer would be the most appropriate approach. This relies on the
premise that if prices paid by the sales entity are at arm's length, then the
balance received by the manufacturer, whatever it might be, is also arm’s
length. As éver, care must be akén 10 ensure that an accurale analysis of the
functions of the rested party have been underaken. as any omissions here will
lead 10 an under-reward lor the esied party and the ‘mistake value® will
augment the residual return,

Centralised business model

A14 On occasions, both munufacturing and sales companies will be
regarded as "complex”, That is set out in FiGURE 3.1C above, We can use both
of the methodologies applied o FiGures 3.1A and 3.1C to reward both the
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on 10 ensure close comparahility with the sample of third-party resellers
selected for benchmarking.

WHOLESALERS AND MARKETERS

324  This type of distributor is discussed briefly at paragraph 2.29 of the
OECD Guidelings, namely a reseller which does not add substantially to the
value of the product resold (such enhancements might be in the form of further
processing, packaging or in the creation and/or mainienance ol an imangible
assel, such as brands underpinned by a trademark and trade name ). The OECD
Guidelines do not refer 1o such distributors as stripped and indeed they mighi
not be; they may well be marketing and reselling vehicles whose function and
risk profile puts them somewhere between the stripped buy/sell and the fully
Medged distributor. For convenience we will call these wholesalers and
markelers,

A25  Wholesalers and marketing-type entities ke titke o the goods for
resale, carry oul marketing functions and often handle pd@nsportation of the
product. They typically bear market risk (ie risk on thediyoperating expenses)
but do not own intangibles related o the products sold. Again, the most Ly pical
benchmarking approach here is usually the regdie) price method, with the
transactional net margin method as a fallback if Giccded.

326 As with all transactions, there is pacicar hierarchy of methods in the
OECD Guidelines and the most approprigis-imethod should be used. That being
said. there is still a preference towards transactional methods over profit-based
methods where both could be appied equally reliably, and within the
transaction-based methods there-t5"a preference for the CUP method if data is
available.

327 However, in generil, external CUPs can mrely be found. Internal
CUPs occur more freciigntly and can be available in some industries, such as
software licensing S\ &ithough they are stll relatively rmare in practice as
multinationals often employ captive distributors to centralise the supply of their
products o a particular geographic market.

328 As outlined above, in the absence of CUPs, the resale price method is
usually the preferred method to apply 1w distributors, Economic theory suggests
that a distributor would only accept a purchase price that would leave sufficient
margin o cover its operating costs in delivering the product to third parties over
the long term. The OECD Guidelines agree (see paragraph 2.21). However, if
companies use the resale price method to set their inler-company prices. there is
a risk that if the market price for their goods deeriorates, losses can be
generated in the short term. Nevertheless, proper application of the resale price
method ensures that both the manufacturer and the distributor in a transaction
chain will share the downside (or upside) of any market Muctuation.

A29  Where applying the resale price method accurately would be
impossible, the transactional net margin method is typically used. In practice it
is frequently impossible to apply the resale price method with sufficient
accuracy, the prime reasons all revolving around non-uniformity of reporting
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conventions and paucity of publicly available detail. There are no established
rules as 1o what should be reported in the cost of goods sold as opposed
operating expenditure. for example. Again, publicly available fnancial
statements do not reveal enough about the size and constitution of sales forces,
terms under which companies buy goods from suppliers, whether they own or
lcase warchouses, and so forth. The wansactional net margin method can.
therefore, legitimately be used in such circumstances 10 provide a respectable
solution.

33 A further issue that arises is the variation between different types of
distributor in their gross profit margin and operating expenditure profile. The
interesting observable phenomenon is that almost any sample of rigorously
chosen independent distributors will show an operating margin of something
like 2% to 6%, no matter what their gross margin or their level of operating
expenditure, It seems that the market knows what such operators deserve, and
acls o keep gross margin and operating expenses in synch so that whether the
reseller is moving high-margin low-volume goods or the reverse, it makes a
hearable but modest return and no more,

131 Ofen, therefore, a sample of poentially con‘paiable independent
resellers will show homogengity at operating margin \2vel but nol ar gross
margin. Can high gross margin resellers be usegag benchmark low gross
margin and vice versa? One simple answer is noynad atl gross margin level, bul
ves at operating margin level. 50 the transactional net margin method is often
used 1o provide an answer here. This mightbe perceived o be somewhat rough
and ready, but it is actually quite hand ta@sd cost-efective alternative answers.,
Those that have been found, such as he)Berry ratio (the ratio of gross profit w
operating expenditure). tend 10 besvafiations on a single quite simple theme,
namely that the market will in general keep distributors of all types in check so
that operating margins are  cotstant with the variables being gross margin and
operating expenditure.

Fully-fledged distributors

332 Fully-fledged distributors perform the same core activity as the sales
entities described above but take on more nsk. They typically perform value-
added activities such as post-sales services and support and. importantly, can be
expected to contribute to the creation and maintenance of intangible assets such
as a brand underpinned by a trademark or trade name. In lerms of valuing the
distribution function, the analysis and issues discussed carlier in this section
apply. However, the impact of risks assumad and eéxtra functions performed
should be considered in detail when seeking third party comparable data as
these factors have a considerable influence on profitability.

333 Sometimes there s no requirement 10 benchmark soch entities
hecause the other party 10 the ransaction performs a simple Tunction such as
contract manufaciure, The same is rue where there are several other group
companies involved but they all act as service providers to the reseller, such as
providers of research and development. back offices services, and the like. The
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problems come when there is more than one complex entity involved, for
instance when the counterpanty is a complex manufacturer.

AM Such structures are not susceptible 1w straightforward benchmarking
of one side or the other, with the residual all going 0 one party. A uselul
approach here is o begin by splitting out all the Tunctions pérformeéd by éither
party, and identifving those that in standard parlance would be considered
‘routing’. These can be benchmarked and a ‘routing’ return assigned to them in
the normal way. Best practice is 1o eliminate in this way as many functions and
allocate as much profit (or loss) as possible. There then remain the ‘complex”
functions and risks, associated mainly with the creation and contribution of
intangible property, 10 which can be assigned the residual profit or loss, How
that residual might be allocated has been covered in 2.78 (*profit split’); bricfly
the relative contributions of the parties will be weighted or scored in some way,
or some kind of observable third-party behaviour be found in the market place
and an allocation derived from it. Each panty will then have been assigned a
mixiure of routine and residoal returns. The sum of all these should equal the
total available to be split in the first place: whether it is sufficient simply o add
up the amounts allocated to each parly in these vanous-txercises, or whether
some further refinement is needed to take account of discounts or premiums to
be applied because the value of the aggregates is difizrent from the sum of the

component parts, is a matter of judgment.
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Chapter 4

Types of transaction: Intra-group
services

4.1 Intra-group services are generally not the most exciting part of ransfer
pricing. In the transfer-pricing world, for many multinationals, intra-group
services can be the kind of thing that vou just can’t avoid - like attending the
wedding celebrations of a cousin whom you hardly ever see and don't actually
like very much. It is your duty, as a good family member, to make the effort.

4.2 The most common kind of intra-group services simply cover the kind
of hackroom activity that could (if you had chosen that option) have been
outsourced to a third-party provider: things like ITCHK. accounting, legal,
finance etc. which are neither integral to, nor drivedive profits of, the business,
Yet, even for this kind of service. there will Jfin be audits from the tax
authorities: just how many days did it ket install that new accounting
system? Have the costs of preparing sossolidated accounts really been
excluded? There are a number of reastivs’ for this. For a start, no specific
industry knowledge i85 réquired of &\LiX inSpecior 0 éxaming intra-group
services. Experience from around.the world shows that a lot of tax authority
audits start with intra-group services — such audits are ofien the way in which
jurisdictions with new transferpricing rules or new inspectors within mature
regimes leam their radécs2pan from anything else, therefore, paving due
attention 1w this issue wiliimprove an MNE's chance of an audit being closed
quickly and not exietasd into other more critical areas.

4.3 It is also wue 1© say that some unlikely sounding claims are made in
respect of payments for services, and tax authorities know this. How ofien has a
multinational group acquired a siand-alone overseas company or group and
immediately it transpires that the subsidiary group cannot get by wilhout
spending hundreds of thousands of pounds a year on management services?
How likely is it that this is really the case?

44 There are three essentials to bear in mind when considering intra-
PIOUD SCrVICES:

@  |sthere a benefit to the recipient company? This is usually considered in
terms of service provision vs shareholder costs;

®  How should a charge be made? This breaks down into selecting the most
appropriate OECD method 0 use and whether the charge should be
"direct” or “indirect’: and

& Ag cost or at g profit? This is most relevant when a cost-based charge
(either direct or indirect) is made,
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It is important 1o look at these three essentials from the viewpoint of the
recipient as well as the provider. While it is true that many audits will be carried
out by the provider’s tax authority, it is equally true that many audits will be
conducted imo payments made for services by the recipient, with the aniendant
risks of a disallowed expense and double taxation.

IS THERE A BENEFIT? SERVICES VS SHAREHOLDER
COSTS

4.5 Under the arm's-length principle, the question of whether an intra-
group service has been rendered depends on whether the activity provides
economic or commercial value which enhances a company’s commercial
position (e whether the recipient company has received economic benefit from
the services). Paragraph 7.6 of the Guidelines sets out the main test for deciding
whether or nol a service has been provided:

..o whether an independent enterprise in comparable circumstances would
have been willing to pay for the activity if performed for it by an independent
enterprise or would have performed the activity indmeuse for itself. If the
activity is not one Tor which the independent enierprise would have been
willing 1o pay or perform for itself, the activi®y)Grdinarily should not be
considered as an intra-group service under thesarm’s length principle.”

There are some activities for which a recirae should not be made. These
include what the Guidelines call ‘shatehiolder activity’ and the costs of
duplicate services.

4.6 Some atiempt is made atparagraph 7.10 of the Guidelines to identify

typical shareholder costs. Thesemight include:

®  meetings of the sharehoider parent:

®  issues of shares inthe parent;

®  cosis of the supervisory board;

®  cosis orelating o the parent’s reporting  requirement,  including
consolidation of reports; and

®  costs of raising funds for its own new acquisitions (as opposed. for
example, to fund acquisitions to be made by subsidianes).

It is possible 1o think of others, such as the costs of a 1ax authority audit of the
parent, 10 the extent that this did not spill over ino the activites of any
subsidiary.

4.7 Some of these are open o challenge, if on no other grounds than lack
of clarity. What, for example, does ‘costs of the supervisory board” mean? It
may be that some benefit wo the operations of a subsidiary are derived from
particular board meetings. The key point to consider is whether or not the
activity is on¢ which the recipient would have carried oul for itself. Would it
have paid for a third party to carry out the operation if there had been no
in-house provider?
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4.8 Duplicate services are ofien found. For example. a recharge might be
made for a central human resources function, but subsidiaries also employ
human resources personnel. There may be no overlap, but frequently there is.

4.9 Despite the ban on deducting duplicate costs, tax authoritics should
nonctheless accept that some emporary duplication may be valid (eg during a
reorganisation: likewise. it is not duplication 1o seek a second opinion before
miking an important business decision).

410  The Guidelines make interesting comments on when an incidental
benefit not amounting to a service is received. Paragraph 7.12 considers
situations where services (eg restructuring or acquisitions) relate only to some
group members, though incidentally provide benefits to others: such benefits
may involve realising synergies or achieving economies of scale. The
Guidelines consider that no payment is due in this instance, as an independent
enterprise would not ordinarily be willing to pay for these benefits. A
distinction is also drawn between a benefit derived from specific activity and
ong attributable solely 10 being part of a larger concem (“passive association’ ).
50, for example, enjoying a higher credit rating by reasor-of affiliation should
be distinguished from enjoving a higher credit rating By, veason of a parental
guaraniee. Similarly, basking in the reflected pglovw of marketing or PR
campaigns by another group member (activity thidas nol intended © benefin
other entities) should not be treated in the santéway as iff specific marketing
expenditure had been laid out on campaigns [0 specified local markets.

4.11 The Guidelines also warn agaiinst double charging (eg raising a
separate service fee when adequate rebompense is already received by way of a
licence fee or the spread on a loan),

4.12  To balance the apparent concentration on what is not a service,
paragraph 7.14 of the Guidelines also lists a number of activities that would
normally amount 1o a service, because the recipient would have been willing o
pay for them, or perfictny them isell, These include:

Debt factoring:

Contract manufacturing.
Contract R&D.
Administration of intellectual property.
Legal services.
Accountancy.

Market research,

Auditing.

I'T support.

Raising finance.

Central purchasing.
Exchange risk management.

& & & & & ® ¥ ® & & & @
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. Recruiting.
®  Training.

These are all services which a subsidiary could readily make use of in
conducting its own business, Paragraph 7.9 of the Guidelines also identifies
‘detailed planning services for particular operalions, emergency management,
technical advice (trouble shooting) or, in some cases, assistance in day-wo-day
management’.

4.13  The mention of comract R&D is interesting, Tax authorities ofien
contend that such activities are so valuable that they cannot be rewarded on a
cost-plus method or, if they are, the “plus’ must be somewhere up in the
stratosphere (eg 15 or even 25%). Paragraph 7.41 of the Guidelines looks at this
and, while not concluding on the right price (one could hardly expect them to),
they do make some pertinent commenis on points to be taken into account. The
Guidelines state that “the additional functions of identifying conunercially
valuable arcas and assessing the risk of unsuccessful research can be a critical
factor in the performance of the group as a whole™. At this.point, many tax
authority officials will be right on board, waiting eagerly fas the justification of
their investigation and the franking of a huge adjustmedt:-"What comes next is
this:

*However, the research company itself is oftes insnlated from financial nsk
since it is normally armanged that all experses will be reimbursed whether
the research was successful or not. In addition, intangible property deriving
from research activities is generallyowasd by the principal company and so
risks relating o the commercial éxploiiation of that propery are nol
assumed by the research compasy wsell, In such a case a cost plus method
may be appropriae ...

The correct approach o pochivg contract R&D activities will be driven by the
facts of the case and undértanding in this area is developing as a result of the
current review by OEZD'Working Party 6 of Chapler V1 of the Transfer Pricing
Guidelines, which d&¢al with intangible property. In some cases a cosi-plus
approach will be appropriate, but it is possible 10 envisage circumsiances in
which the reward for contract R&D would be more reflective of the laer value
created by the fruits of the R&D. For example, where a business asks a
university to conduct fundamental research, the fee structure might include a
variable element dependent on the fulure profitability of any commercial
applications of the research.

HOW SHOULD A CHARGE BE MADE?

414  As with all ransfer pricing, the key is that any charpe made must
satisfy the arm’s-length principle. How a charge should be made can be broken
down into two sub-parts: What OECD method might be used to test, or indeed
to set, prices? Must the charge be made directly. or are indirect methods
permissible?
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What OECD method?

4.15  There is no clear lierarchy of methods for pricing services, following
the adoption of the “most appropriaie method’ principle (a5 set out in
CHAPTER 2). However, there is snll a preference towards transactional methods
over profit-based methods and within the transaction-basad methods, there is a
preference for the CUP method if data is available. In practice, three OECD
methods are used in testing or setting the price of services: CUP, cost plus and
ThMM.

4.16 CUPs are relatively rare as there are generally no requirements for the
public filing of service agreements. Unless the company also performs similar
services for, or purchases similar services from, unrelated paries, it s difficuli
1o use the CUP method 1o benchmark services. CUPs tend 10 pop up in specific
areas such as debt factoring, where there is a wealth of information available
(eg on the imermet) and there is a reasonable degree of comparability between
third-party and in-house infrastructures. This latter point on infrastruciure is
very imponant when proposing the use of, or examining, apparent CUPs in
areas such as management consultancy and tax advice. While it is possible 1o
oblain details of hourly or daily rates, these can vary @ ildly depending on the
structure Of the organisation providing services. Afaciors such as layers of
delegation and guality control, the need o ob@Giie new business, training,
downtime, the risk of litigation, guaranteed ptilisation and so forth are all
potential differentiating factors to be taken-lito account. Nonetheless, it is
sometimes the case that the recipient of gogrvice could have gone out 10 his (or
her) local market and obtained the service on more competitive Erms,
cspecially if the provider is in a highee cost location than the recipicat. In such
cascs, if it is clear that the local stbstitute for the group service provider could
have provided the right kind snd Guality of service, then the local CUP is indeed
a CUP and will drive the-trice down. This can result in the group service
provider making a loss on,the transaction.

4.17  Some form ofcost plus is much more commonly used. both to set and
to test intra-group seivice pricing. Sometimes a recharge 1s made of direct costs
only {plus a mark up), for example in the case of a contract manufacturer., In this
case, one would expect the recharge to be sufficient to cover indirect as well as
direct costs, even though only the latter have been bailt into the pricing formula.

418  In many cases, an “all costs plus’ or “fully loaded cosis” method, which
15 really a form of TNMM, is used. This would be particolarly so in the case of
small service providers where the distinction between direct and indirect costs
is neither easy 10 make nor especially meaningful.

4.19  Occasionally a service or managemeni fee will be calculated as a
percentage of turmover, This is nol the same as allocating a finite pot of costs by
reference 10 third-party turnover (see 4.22 ONWARDS below). Here we are
talking about paying out (say) 2% of sales, such that a bumper year means a

higher management charge.

420  There is somewhat oblique coverage of this in paragraphs 7.17 and
718 of the Guidelines, These deal with paying fixed amounts by way of

Al
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4.27 Tvpes of transaction: Intra-group services

4.27 Ome special instance of passing on costs withowt a mark up is
mentioned in paragraph 7.36 of the Guidelines. It is not normally appropriate o
mark up directly the cost of contracted-out or bought-in services, such as
external consultancy services (ie ‘pass through' costs). For example, an MNE
hires an external consultant to undertake a worldwide project that benefits each
member of & multinational group. In this sitbation, when reallocating the cosis
of the project © each member of the group. a mark-up should not be applied.
The profit margin of the external consultant is already included in the cost and
o mark-up the cost again is inconsistent with the arm’s-length principle. To the
extent that one member of the MNE group coordinates or manages this activity,
its coordination costs should be recharged with a suitable mark-wp.

428  Finally, in a concession to the US IRS’s stated policy of only looking
for a mark-up on the costs of providing integral services (ie services that are
integral to the business of the provider or the recipient), paragraph 7.37 of the
CGuidelines stales that on pragmatic cosi-benefit grounds, charging cost only
with no mark up might be accepted where the effort of adding a mark-up is
simply not worth it. This concession is unlikely to be made by tax authorities
where the provision of a service is a principal activity of fheservice provider,
where the profit element is relatively significant, or whege it is possible to make
a direct charge.

Calculating an arm’s-length considerolion

4.29  According to paragraph 7.29 aivthe Guidelings, the arm’s-length
nature of the consideration has w0 be worsidered from the viewpoint of both
provider and recipient. What are the \piovider's costs? What profit might an
unrelated party expect 1© realiseWhat is the value of the service o the
rccipi-:::lf'! What would he be prepared to pay an independent party for the same
service?

Types of transaciicu: Intra-group services

430 As a matter of practice, prices are most often set by reference to the
mark-up on coss achieved by independent providers of comparable services.
There is an argument as to what comparables should be used: should they come
from the territory of the provider or of the recipient” Normal practice is to draw
comparables from the country where the service is performed. The
philosophical support wsually given for this is that although the recipient woubd
most likely go 10 his (or her) local market if minded 1w look for aliernative
providers, the group service provider is likely 1o be best placed 10 ofler the
service and thus is not in real competition with any putative local providers. In
other words, no viable allermative and therefore no CUPs can be found, so we
should look to what margin the provider would expect 1o earn in its market.

DOCUMENTATION

431 As a minimum, documentation should include formal agreements
between the related parties and details of

54
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Tvpes of ransaction. Intra-group services 431

What services are provided.

The basis of charging (ie direct or allocation key, and iff the later, what
key).

The identification and justification of the costs 1o be charged.

How the mark-up(s) have been derived - this is usually with reference o
comparable data,

53
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