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Foreword to the Third Edition (2021)

PRACTICAL MANUAL ON TRANSFER
PRICING FOR DEVELOPING COUNTRIES

This third edition of the United Nations Practical Manual on Transfer
Pricing for Developing Countries (the Manual) is intended to draw upon the
experience of the first edition (2013) and the second edition (2017) including
feedback on the latter version, but it is also intended to reflect developments
in the area of transfer pricing analysis and administration since that time.

During the 15th session of the UN Committee of Experts on International
Cooperation in Tax Matters (“the Committee”) in 2017 a new Subcommittee
on Article 9 (Associated Enterprises): Transfer Pricing (“the Subcommittee”)
was formed, to be Co-Coordinated by Ms. Ingela Willfors and Mr. Stig
Sollund, with the following mandate:

The Subcommittee is mandated to review and update the United Nations
Practical Manual on Transfer Pricing for Developing Countries, based on the
following principles:
»  That it reflects the operation of Article 9 of the United Nations
Model Convention, and the Arm’s Length Principle embodied in
it, and is consistent with relevant Commentaries of the United
Nations Model;
»  That it reflects the realities for, and the needs of, developing coun-
tries, at their relevant stages of capacity development;
»  That special attention should be paid to the experience of
developing countries, and the issues and options of most practical
relevance to them; and

»  That it draws upon the work being done in other forums.

The Subcommittee shall give due consideration to the outcome of the OECD/G20
Action Plan on Base Erosion and Profit Shifting as concerns transfer pricing.
The Manual shall reflect the special situation of least developed economies.

The Subcommittee shall report on its progress at the sessions of the Committee
and provide its final updated draft Manual for discussion and adoption no
later than the 22nd Session in 2021 and preferably in 2020.

An important purpose of this Manual is to contribute to a common under-
standing of how the arm’s length principle is to be applied in order to avoid
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double taxation and prevent or resolve transfer pricing disputes, as high-
lighted in paragraph 4 of the Commentary on Article 9 of the UN Model
Convention.

As proposed by the Subcommittee at the 17" Session and approved by the
Committee, this third edition of the Manual makes improvements in usabil-
ity and practical relevance, updates and improves the existing text, including
on Country Practices (Part D) and has new content, in particular, on financial
transactions, profit splits, centralized procurement functions and compa-
rability issues. Improved capacity development based on the Manual has
encouraged and contextualized developing country feedback, helped iden-
tify these priority areas for improvement and contributed to better targeting
the messages in the Manual and examples used.

The Forewords to the first two editions of this Manual, which are retained in
the following pages, remain relevant as to their substance. In particular, the
Foreword to the First Edition recognizes that:

“While consensus has been sought as far as possible, it was consid-
ered most in accord with a practical manual to include some elements
where consensus could not be reached, and it follows that specific
views expressed in this Manual should not be ascribed to any particu-
lar persons involved in its drafting. [Part D] is different from other
chapters in its conception, however. It represents an outline of particu-
lar country administrative practices as described in some detail by
representatives from those countries, and it was not considered feasi-
ble or appropriate to seek a consensus on how such country practices
were described. [Part D] should be read with that difference in mind.”

If anything, the share of intra group trade in global trade is probably higher
than estimated in the first editions of the Manual, making the issues dealt
with more important than ever.

As with the Subcommittees involved in drafting the earlier editions of this
Manual, the current Subcommittee is comprised of Members from tax admin-
istrations and policy-makers with wide and varied experience in dealing
with transfer pricing, as well as from academia, international organizations
and the private sector, including from multinational enterprises and advisers.
The Subcommittee met productively on many occasions: New York (February
2018 and May 2018); Quito (October 2018); Vienna University of Economics
and Business (February 2019 and February 2020); IBFD, Amsterdam (July
2019); and Nairobi (December 2019). Short meetings were also held in the
side-lines of some Committee sessions. The generosity of country and
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institutional hosts of Subcommittee meetings is warmly acknowledged, as is
the valued support of the European Commission for some of these meetings
and of the Norwegian Government in this and other Committee projects.

The members of the Subcommittee and their countries (in the case of govern-
ment officials) or current affiliations (in other cases) bearing in mind that
membership is assumed on a personal capacity, contributing to this updated
version of the Manual at various times were,: Ingela Willfors (Sweden—
Co-Coordinator); Stig  Sollund (Norway— Co-Coordinator); Joseph
Andrus (independent consultant); Rajat Bansal (India); Melinda Brown
(OECD); Hafiz Choudhury (The M Group Inc., USA); Mathew Gbonjubola
(Nigeria); Stefan Greil (Germany); Andrew Hickman (independent consult-
ant); Mitsuhiro Honda (University of Tsukuba, Japan); Michael Kobetsky
(Australian National University and Melbourne University, Australia);
Michael McDonald (EY, USA); Toshio Miyatake (Adachi, Henderson,
Miyatake and Fujita, Japan); George Obell (Kenya); Emily Muyaa (IBFD); T.P.
Ostwal (T.P. Ostwal & Associates LLP, India); Raffaele Petruzzi (WU Transfer
Pricing Center, Vienna University of Economics and Business, Austria);
Christoph Schelling (Switzerland); Jolanda Schenk (Shell, Netherlands);
Carlos Perez-Gomez Serrano (Royalty Range, Mexico); Caroline Silberztein
(Baker & McKenzie, France); Monique van Herksen (Simmons & Simmons,
Netherlands); José 1. Troya Gonzalez (Ecuador); Marcos Valaddo (Getulio
Vargas Foundation, Brasilia, Brazil); Xiaoyue Wang (KPMG, China);
Zhang Ying (China); and Sing Yuan Yong (Singapore). The assistance to the
Subcommittee is also acknowledged of Marc Bochsler and Basil Peyer (both
from Switzerland).

The additional special role of Subcommittee Member Mr. Hafiz Choudhury
as a consultant is recognized with thanks. The assistance of the Secretariat,
including especially Michael Lennard, Irving Ojeda Alvarez and Ilka Ritter,
assisted by John Mutwiri Miriti, in this work is also gratefully acknowledged.

Note on paragraph numbering: To improve readability of this Third Edition
of the Manual, a four-digit paragraph numbering system has been intro-
duced. It is however, recognized that there is some transitional difference in
numbering across chapters due to the amount of content under particular
headings and sub-headings, which results in some very limited inconsisten-
cies. The old numbers are however used when cross-referencing is made to
the previous edition, usually in footnotes. A letter identification (e.g., “Part
A”) has been retained to identify parts of the Manual, but is no longer used in
the paragraph numbering.






Foreword to the Second Edition (2017)

This second edition of the United Nations Practical Manual on Transfer
Pricing for Developing Countries (the Manual) is intended to draw upon the
experience of the first edition (2013) including feedback on that version, but
it is also intended to reflect developments in the area of transfer pricing anal-
ysis and administration since that time.

At the Ninth Session of the United Nations Committee of Experts on
International Cooperation in Tax Matters in October 2013, a Subcommittee
was formed with the task, among others, of updating this Manual.

The mandate of the reconstituted Subcommittee on Article 9 (Associated
Enterprises): Transfer Pricing in relation to this Manual was as follows:

Update and enhancement of the United Nations Practical Manual on
Transfer Pricing for Developing Countries

The Subcommittee as a Whole is mandated to update the United
Nations Practical Manual on Transfer Pricing for Developing
Countries, based on the following principles:

»  'That it reflects the operation of Article 9 of the United Nations
Model Convention, and the Arm’s Length Principle embod-

ied in it, and is consistent with relevant Commentaries of
the UN Model;

> That it reflects the realities for developing countries, at their
relevant stages of capacity development;

»  That special attention should be paid to the experience of
developing countries; and

»  That it draws upon the work being done in other forums.

In carrying out its mandate, the Subcommittee shall in particular
consider comments and proposals for amendments to the Manual
and provide draft additional chapters on intra group services and
management fees and intangibles, as well as a draft annex on availa-
ble technical assistance and capacity-building resources such as may
assist developing countries. The Subcommittee shall give due consid-
eration to the outcome of the OECD/Group of Twenty (G20) Action
Plan on Base Erosion and Profit Shifting as concerns transfer pric-
ing and the Manual shall reflect the special situation of less developed
economies.
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The Subcommittee shall report on its progress at the annual sessions
of the Committee and provide its final updated draft Manual
for discussion and adoption at the twelfth annual session of the
Committee in 2016.

The Committee at its twelfth session recognized that the Subcommittee’s
mandate had been met and approved the proposed update to the Manual.
The Manual is improved, and made more responsive to issues of current
country concern and also more in tune with rapid developments in this area,
including those relating to the OECD/G20 Action Plan on Base Erosion and
Profit Shifting mentioned in the Subcommittee mandate. It was decided
by the Subcommittee, and agreed by the Committee, that the Manual was
not the best place for a draft annex on available technical assistance and
capacity-building resources such as may assist developing countries, as
mentioned in the mandate. This was considered better addressed by a
webpage updated and managed by the UN Secretariat.

The changes in this edition of the Manual include:

»  Arevised format and a rearrangement of some parts of the
Manual for clarity and ease of understanding, including a reor-
ganization into four parts as follows:

» Part A relates to transfer pricing in a global environment;

» Part B contains guidance on design principles and policy
considerations; this Part covers the substantive guidance on
the arm’s length principle, with Chapter B.1. providing an
overview, while Chapters B.2. to B.7. provide detailed discus-
sion on the key topics. Chapter B.8. then demonstrates how
some countries have established a legal framework to apply
these principles;

» Part C addresses practical implementation of a transfer pric-
ing regime in developing countries; and

» Part D contains country practices, similarly to Chapter 10
of the previous edition of the Manual. A new statement of
Mexican country practices is included and other statements
are updated;

A new chapter on intra group services;
A new chapter on cost contribution arrangements;
A new chapter on the treatment of intangibles;

Significant updating of other chapters; and

YV V.V V V

An index to make the contents more easily accessible.
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FOREWORD

The Foreword to the First Edition of this Manual, which is included below,
remains relevant as to its substance. In particular, its recognition that:

“While consensus has been sought as far as possible, it was consid-
ered most in accord with a practical manual to include some elements
where consensus could not be reached, and it follows that specific
views expressed in this Manual should not be ascribed to any particu-
lar persons involved in its drafting. [Part D]! is different from other
chapters in its conception, however. It represents an outline of particu-
lar country administrative practices as described in some detail by
representatives from those countries, and it was not considered feasi-
ble or appropriate to seek a consensus on how such country practices
were described. [Part D] should be read with that difference in mind.”

As with the Subcommittee involved in drafting the first edition of this
Manual, the current Subcommittee is comprised of Members from tax
administrations with wide and varied experience in dealing with transfer
pricing as well as Members from academia, international organizations and
the private sector, including from multinational enterprises and advisers.
The Subcommittee met successfully in New York (thrice), Santiago de Chile,
Rome, and Bergamo, Italy, with the three last-mentioned meetings being
made possible by the generosity of the host countries. The support of the
European Commission’s Directorate General for International Cooperation
and Development (DEVCO) and especially its Budget Support and Public
Finance Management Unit, was especially important in ensuring a success-
ful meeting in Bergamo.

The members of the Subcommittee and their countries (in the case of govern-
ment officials) or affiliations (in other cases) contributing to this updated
version of the Manual at various times, were, although membership is
assumed on a personal capacity: Stig Sollund (Norway— Coordinator);
Joseph Andrus; Ganapati Bhat (India); Melinda Brown (OECD); Hafiz
Choudhury (The M Group); Giammarco Cottani (Ludovici & Partners,
Italy); Johan de la Rey (South Africa); Nishana Gosai (Baker & McKenzie,
South Africa); Noor Azian Abdul Hamid (Malaysia); Toshiyuki Kemmochi
(Japan); Michael Kobetsky (Australian National University and Melbourne
University, Australia); Michael McDonald (USA); Toshio Miyatake (Adachi,
Henderson, Miyatake and Fujita, Japan); T.P. Ostwal (TP Ostwal &
Associates, India); Christoph Schelling (Switzerland); Jolanda Schenk (Shell,
Netherlands); Carlos Perez-Gomez Serrano (Mexico) Caroline Silberztein

1Changes in square brackets are made to reflect the new structure of
the Manual.
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(Baker & McKenzie, France); Monique van Herksen; Marcos Valadao (Brazil);
Xiaoyue Wang (China) Ingela Willfors (Sweden) and Ying Zhang (China).
The assistance to the Subcommittee is also acknowledged of Mr. Cao Houle
(China) and Mr. Marc Bochsler and Mr. Basil Peyer (both from Switzerland).

The additional special role of Subcommittee Member Mr. Hafiz Choudhury
as technical coordinator is recognized with thanks. The assistance of the
Secretariat, including Michael Lennard in particular, as well as Ilka Ritter
and Tatiana Falcdo, in this work is also acknowledged. Additional editorial
work was conducted by Judy Goss.



Foreword to the First Edition (2013)

The United Nations Practical Manual on Transfer Pricing for Developing
Countries is a response to the need, often expressed by developing countries,
for clearer guidance on the policy and administrative aspects of apply-
ing transfer pricing analysis to some of the transactions of multinational
enterprises (MNEs) in particular. Such guidance should not only assist poli-
cymakers and administrators in dealing with complex transfer pricing issues,
but should also assist taxpayers in their dealings with tax administrations.

The United Nations Model Double Taxation Convention between Developed
and Developing Countries? considers (at Article 9—“Associated Enterprises”)
whether conditions in commercial and financial relations between related enter-
prises, such as two parts of a multinational group, “differ from those which would
be made between independent enterprises”. The same test is applied at Article
9 of the Organisation for Economic Co-operation and Development (OECD)
Model Tax Convention on Income and on Capital.3 In this respect both Models,
which between them are the basis for nearly all bilateral treaties for avoiding
double taxation, endorse the “army’s length standard” (essentially an approxima-
tion of market-based pricing) for pricing of transactions within MNEs.

While it is for each country to choose its tax system, this Manual is addressed
at countries seeking to apply the “arm’s length standard” to transfer pricing
issues. This is the approach which nearly every country seeking to address
such issues has decided to take. Such an approach minimizes double taxation
disputes with other countries, with their potential impact on how a country’s
investment “climate” is viewed, while combating potential profit-shifting
between jurisdictions where an MNE operates.

In recognizing the practical reality of the widespread support for, and reli-
ance on, the arm’s length standard among both developing and developed
countries, the drafters of the Manual have not found it necessary, or help-
ful, for it to take a position on wider debates about other possible standards.
The Manual will, at most, help inform such debates at the practical level, and

2 UN (2011). Model Double Taxation Convention between Developed and Devel-
oping Countries. New York: UN Publishing. Available from https://www.un.org/esa/
ffd/wp-content/uploads/2014/09/UN_Model_2011_Update.pdf

3 OECD (2010). Model Tax Convention on Income and Capital. Paris: OECD
Publishing. Available from https://www.oecd-ilibrary.org/taxation/model-tax-
convention-on-income-and-on-capital-condensed-version_20745419
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encourage developing country inputs into debates of great importance to all
countries and taxpayers.

There is a risk, without an effective response to transfer pricing issues, that
profits might appear to be earned in low- or no-tax jurisdictions (thereby
serving to reduce tax rates on taxable profits/incomes and associated tax
obligations), and losses might appear to be incurred in high-tax jurisdictions
(thereby increasing allowable deductions for tax purposes). This may have
the net effect of minimizing taxes and, in so doing, may impact on the legit-
imate tax revenues of countries where economic activity of the MNE takes
place, and therefore the ability of such countries to finance development.

For the purposes of this Manual, the term “mis-pricing” is used to refer in a
short form to pricing that is not in accordance with the arm’s length standard.
It is not intended to imply that a tax avoidance or evasion motive necessar-
ily exists in a particular case. From the country development perspective, the
impact of non-arm’s length pricing does not depend on whether or not such
an intention exists, though that may of course affect how countries respond
to particular instances of such behaviour.

There are as yet no figures which clearly indicate the amount of revenue lost
to transfer mis-pricing that might otherwise be directed to development.
However, with intra-firm trade generally regarded as comprising more than
30 per cent of global trade, there is reason to believe that the figures are large.
While more research still needs to be done on the size of the potential losses
for developing countries, and the situation will no doubt vary greatly from
country to country, there is clearly great scope for pricing decisions about
intra group transactions that detrimentally impact domestic revenues for
development.

Conversely, in this complex area, there is a risk that taxpayers, especially
MNEs, will be faced with a multiplicity of approaches to applying the arm’s
length standard in practice that can lead to compliance burdens and the
risk of unrelieved double taxation. This can be the case even where there is
no issue of tax avoidance or evasion, because of the scope for differences of
view about what the arm’s length price would be in a particular case. Helping
achieve common understandings on transfer pricing issues can also improve
trust between taxpayers and tax authorities, both avoiding some differences
between them and helping resolve others more quickly.

In offering practical guidance to policymakers and administrators on the
application of the arm’s length principle, the Manual does not seek to be
prescriptive. In particular it recognizes that the needs of countries, along with

xii



FOREWORD

their capabilities, will evolve over time. A “phased” or “life cycle” approach,
with a transfer pricing capability strategy identifying short-, medium- and
longer-term objectives and areas of focus will therefore often yield the best
results. It follows that many developing countries may find the early history
of transfer pricing in developed countries to be of special relevance, as well as
the current practices in other, especially developing, countries.

By showing ways in which the “arm’s length” approach to transfer pricing can
operate effectively for developing countries, while giving a fair and predict-
able result to those investing in such countries, the Manual will also help
explain why that approach has been found so broadly acceptable, including
in both major Model Tax Conventions. It should therefore assist countries
in important decisions on how to address transfer pricing issues, whatever
approach they ultimately take. It will also play a part in signposting areas
where more support and assistance may be needed for countries at the vari-
ous stages of their transfer pricing “journeys”.

An approach to risk management will need to inform transfer pricing strat-
egies, recognizing the areas of greatest mis-pricing risk, and the benefits of
tax administrations constructively engaging with taxpayers to help them to
know and meet their responsibilities. Resource-effective ways of addressing
those risks from the points of view of both government and taxpayers will be
of particular importance for developing country tax administrations.

There are a number of other guiding principles that have informed this
Manual and reflect the mandate of the Subcommittee involved in its draft-
ing, including that:

»  This is a practical Manual rather than a legislative model;

»  The drafting should be as simple and clear as the subject

matter permits;

»  The Manual will be prepared initially in English, but with a
recognition that this will not be the first language of most users.
It should be translated at least into the other official United
Nations languages;

»  Akey “value added” of the Manual is to be its practicality—
addressing real issues for developing countries (and of course
those dealing with the administrations of such countries) in a
practical and problem-solving way. It therefore seeks to address
the theory of transfer pricing, but in a way that reflects develop-
ing country realities in this area;

»  The Manual, as a product of the United Nations Committee
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of Experts on International Cooperation in Tax Matters, has

a special role in reflecting the diversity of the United Nations
Membership and placing transfer pricing in its developmental
perspective. This recognizes both the importance to development
of fair and effective tax systems, but also the fact that foreign
investment, on appropriate terms, is seen as an important path
to development by most countries;

»  Helpful guidance in this complex area must, in particular, be
geared to the inevitable limitations in some countries’ admin-
istrations, and deficits in information and skills that many
countries are affected by in this area. Issues, in particular, of
building and retaining capability as well as the need for focus
and efficiency in dealing with limited resources, bear strongly on
the approach taken in the Manual;

»  Practical examples relevant to developing countries have been
especially relied upon, because the experiences of other develop-
ing countries in addressing the challenges of transfer pricing
are an important way of finding effective solutions that work in
their context, and of doing so in the most cost and time effec-
tive ways; and

»  Consistency with the OECD Transfer Pricing Guidelines4 has
been sought, as provided for in the Subcommittee’s mandate and
in accordance with the widespread reliance on those Guidelines
by developing as well as developed countries.

Just as building an effective and efficient transfer pricing capability is a jour-
ney, so too is the preparation of a Manual seeking to give guidance for that
journey. This Manual has been the work of many authors, and particular
thanks are due to the Members of the Subcommittee on Transfer Pricing—
Practical Matters at the time of completion of the Manual:5 Stig Sollund
(Norway— Coordinator); Julius Bamidele (Nigeria); Giammarco Cottani
(Italy); Nishana Gosai (South Africa); Mansor Hassan (Malaysia); Michael
McDonald (USA); Sanjay Mishra (India); Harry Roodbeen (Netherlands);
Marcos Valaddo (Brazil); Shanwu Yuan (China); Joseph Andrus (OECD);
Keiji Aoyama (University of Waseda, Japan); Carol Dunahoo (Baker &
McKenzie, USA); Michael Kobetsky (Australian National University &

40OECD (2017). Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations. Paris: OECD Publishing. Available from https://doi.
org/10.1787/tpg-2017-en.

5Members as of October 2012, when the Manual was presented to the Commit-
tee for consideration. Members of the Subcommittee serve purely in their personal
capacity. Accordingly, the references to countries (in the case of those in govern-
ment service) or employers (in other cases) are for information only.
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Melbourne University, Australia); Kyung Geun Lee (Yulchon Lawyers,
Korea); Toshio Miyatake (Adachi, Henderson, Miyatake & Fujita, Japan); T.P.
Ostwal (Ostwal and Associates, India); Jolanda Schenk (Shell, Netherlands);
Caroline Silberztein (Baker & McKenzie, France); and Monique van Herksen
(Ernst and Young, Netherlands).

Former Members of the Subcommittee who also contributed were Amr
El-Monayer (Egypt); José Madariaga Montes (Chile); Carmen van Niekerk
(South Africa); and Stefaan de Baets (OECD). Observers at various
Subcommittee meetings provided valuable insights. Secretarial support
for the Manual was provided by Michael Lennard, assisted in particular by
Ilka Ritter.

Appreciation is expressed to the European Commission, particularly its
Departments of Company Taxation Initiatives and of Budget Support, Public
Finance and Economic Analysis, for making possible the valuable editorial
work of Hafiz Choudhury, and to the Royal Norwegian Ministry of Foreign
Affairs for additional support. The Subcommittee also expresses its grati-
tude to the relevant ministries and agencies of the governments of Malaysia,
India, Japan, South Africa and the People’s Republic of China for generously
hosting Subcommittee meetings. Thanks are also due to those who made
comments on the draft chapters.

While consensus has been sought as far as possible, it was considered most
in accord with a practical manual to include some elements where consen-
sus could not be reached, and it follows that specific views expressed in
this Manual should not be ascribed to any particular persons involved in
its drafting. Chapter 10 is different from other chapters in its conception,
however. It represents an outline of particular country administrative prac-
tices as described in some detail by representatives from those countries, and
it was not considered feasible or appropriate to seek a consensus on how such
country practices were described. Chapter 10 should be read with that differ-
ence in mind.

To assist in understanding the practical application of transfer pricing
principles, this Manual frequently refers to hypothetical examples, such
as in relation to Chapter 5 on Comparability Analysis and Chapter 6 on
Methods. Such examples are intended to be purely illustrative, and not to
address actual fact situations or cases. Finally, it should be noted that this
Manual is conceived as a living work that should be regularly revised and
improved, including by the addition of new chapters and additional material
of special relevance to developing countries. This will only improve its rele-
vance to users and its significance as a work that can be relied upon in the
capacity-building efforts of the United Nations and others that are so needed
in this field.

XV






Contents

Foreword to the Third Edition (2021)............cevvunn.. iii
Foreword to the Second Edition (2017) ................... vii
Foreword to the First Edition (2013) ..............covu... Xi
Glossary ...t e XXXV
Part A
Transfer Pricing in A Global Environment................ 1
1 Multinational Enterprises. ......................... 1
1.1 Introduction.................. ... ... ... oo 1
1.2 Development of Multinational Enterprises .............. 2
1.3 Corporate Structures of MNEs ........................ 6
1.3.1  General Principles of Company Law............... 6
1.3.2 Management and Organizational Structures. ....... 8
1.3.3  Value Chain Analysis............................ 12
1.4  Managing the Transfer Pricing Function in
Multinational Enterprise . . ................ ... ... .... 24
Part B
Design Principles and Policy Considerations.............. 29
2 Introduction to Transfer Pricing................... 29
2.1  Whatis Transfer Pricing?.................ooovviia 29
2101 General. ... ... 29
212 Examples ... 30
2.1.3  Summary of Transfer Pricing Concept............. 32
2.2 Basic Issues Underlying Transfer Pricing................ 32
2.3  Evolution of Transfer Pricing...................coua... 35

xvii



24

2.5.

3.1
3.2
3.3

3.4

3.5

UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

The Arm’s Length Principle in Transfer Pricing..........
2.4.1 Legal Basis of the Arm’s Length Principle ..........
2.4.2  Application of the Arm’s Length Principle. .........

Transfer Pricing as a Current and Future Issue...........
2.5.1  General Issues with Transfer Pricing ..............
2.5.2  Transfer Pricing and Developing Countries ........
2.5.3 Lackof Comparables............................
2.54 Lack of Experience and Requisite Skill Sets.........
2.5.5 Treatment of MNE Group Synergies...............
256 CompleXity .....coouiiiiii i
2.5.7 Impact of the Digitalization of the Economy. . ......

Comparability Analysis................oooiiitt.
Rationale for Comparability Analysis ..................
Comparability Analysis Process ................ooovue
Analysis of Economically Significant Characteristics and
Controlled Transactions .. ........ccovivivinnnenenennn.
3.3.1  Gathering of Basic Information About the Taxpayer .
3.3.2 Identify the Accurately Delineated Transaction. . ...
3.3.3 Evaluation of Separate and Combined Transactions .
Examination of Comparability Factors of the Controlled
Transaction .........c.coiiiiieineneneneenenennnnenens
341 OVeIVIEW .ot i i et e et e et e e
3.4.2  Characteristics of the Property or Service Transferred
3.4.3 Contractual Terms of Transaction. ................
3.4.4 Functional Analysis........... ...,
3.4.5 Economic Circumstances of the Transaction .......

3.4.6 Business Strategies................ ... ...l

Further Steps in Comparability analysis ................
3.5.1  Selection of the Tested Party......................

3.5.2  Identification of Potentially Comparable
Transactions or Companies ......................

3.5.3 Adjustments to Comparables.....................

xviii

37
37
39

41
41
42
42
43
44
46
46

49
49
51

52
52
53
54

55
55
56
56
58
83
88

90
90

91
105



CONTENTS

3.5.4  Selection of the Most Appropriate Transfer Pricing

Method. ... 112
3.5.5 Interpreting the Data to Determine the Arm’s

Length Priceor Range........................... 112
3.5.6  Analyzing Comparability Data and Determining an

Arm’s Length Price ............ .. ... ... 113
Further Issues Regarding Comparability Analysis. ....... 113
3.61 General........ ... i 113
3.6.2 TiminglIssues...............oooiiiiiiiiiii... 113
3.6.3  Lack of Reliable Comparables. .................... 115
3.6.4 “Cherry-picking” of Comparables / Losses ........ 116
3.6.5 Intentional Set-offs................ ... .. ... .. 117
3.6.6  Use of Customs Valuations....................... 117
3.6.7 Use of Secret Comparables....................... 120
3.6.8  Overall Process Complexity...................... 121
Conclusion. ..ot 121
Methods........coviiiiiiiiiiiiiiiiiiiiiinnnnn. 123
Introduction to Transfer Pricing Methods. .............. 123
411 General ........ ... 123
4.1.2  Selection of Methods (How, Why and Use of

Methods) ...t 123
4.1.3  Choice of Available Methods ..................... 127
Traditional Transaction Methods: Comparable
Uncontrolled Price (CUP) . .....coiiiiiiiiiiinenenennn. 128
421 IntroductiontoCUP .................ooiiii... 128
4.2.2 Comparability in Application of the CUP Method. . . 129
4.2.3  Strengths and Weaknesses of the CUP Method .. ... 132
424 When to Use the CUP Method ................... 133
4.2.5 Case Examples of Use of the CUP Method ......... 134
Traditional Transaction Methods: Resale Price Method
0238 200 135
431 IntroductiontoRPM............................ 135
4.3.2 Arm’s Length Gross Profit Margin ................ 137
4.3.3 Transactional Comparison Versus Functional

Comparison. ........oviiiiiiii 138



4.4

4.5

4.6

4.3.4 Comparability in Applying the Resale Price Method.

4.3.5 Strengths and Weaknesses of the Resale Price
Method......... .. ... i

4.3.6  When to Use the Resale Price Method .............
4.3.7 Case Examples of the Resale Price Method . ........

Traditional Transaction Methods: Cost Plus Method .....
4.4.1 Introduction to Cost Plus Method.................
4.4.2 Mechanism of the Cost Plus Method ..............

4.4.3  Arm’s Length Gross Profit Mark-up for Cost Plus
Method............. oo i

444 Transactional Comparison Versus Functional
Comparison. .........oviiiiiii

44.5 Comparability.............. .. i
4.4.6 Determination of Costs..........................
4.4.7  Strengths and Weaknesses of the Cost Plus Method .
4.4.8 When to Use the Cost Plus Method. ...............
449 Case Examples of Cost Plus Method...............
Transactional Profit Methods: Transactional Net Margin

Method (TNMM) . ivitiiitit ittt iieieenenenennenennns
451 Introduction ........... ...,
4.5.2 Transactional Net Margin Method . ...............
4.5.3 Definition and Choice of Tested Party .............
4.54 Mechanism of the Transactional Net Margin Method
455 Examples. ...
4.5.6 Arm’s Length Net Profit Margin ..................

4.5.7 Transactional Comparison Versus Functional
Comparison. ........oviiiiiiii

4.5.8 Comparability.............. ..o
4.5.9 Other Guidance for Application of the TNNM. .. ...
4.5.10 Strengths and Weaknesses of the TNMM ..........
4.5.11 When to Use the Transactional Net Margin Method.

Transactional profit methods: Profit Split Method (PSM) .
4.6.1 IntroductiontoPSM ..................cciinn..
4.6.2  Strengths and Weaknesses of the Profit Split Method

UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

139

141
142
143

146
146
148

148

149
150
151
152
153
154

155
155
156
157
159
161
168

170
171
172
174
175

177
177
178



4.7

5.1
5.2

5.3

54

CONTENTS

4.6.3 When to Use the Profit Split Method ..............
4.6.4 How to Apply the Profit Split Method. .............
4.6.5 Determining the Profits To Be Split................
The “Sixth method” or “Commodity rule” ..............
471 Introduction ..............coiiiiiiiiiiiii..,
4.7.2  Practical Operation of the Sixth Method...........
473 OECDGuidance...........ccoviuiiiniinnennnnn..
474 CIATGuidance............covviiiiiinennnn..
4.7.5  Considerations for Use of the Sixth Method ........
Intragroup Services . .........ccoiiiiiiiiiiiiin.,
Introduction ...ttt
Analysis of Intragroup Services...........covviiinnnnn.
5.2.1 Types of Intragroup Services .....................
52.2 TheBenefitTest..........cooviiiiiiieiniieenn.
5.2.3  Service Activities for the Specific Needs of an
Associated Enterprise . ...
5.2.4 Centralized Services .............. ...
5.2.5 On-CallServices..........ccooiiiiiiiiiiiaa..
5.2.6 Non-Chargeable Activities .......................
Determining an Arm’s Length Charge..................
5.3.1 Functional Analysis........................o...
5.3.2 Charging Approaches ...........................
5.3.3  Provision of Assets and Ancillary Services .........
Calculating Arm’s Length Consideration................
54.1 Introduction .............ccoouiiiiiiiininnenn.
5.4.2 Comparable Uncontrolled Price Method (CUP).....
54.3 CostPlusMethod....................coiiia.
5.4.4 Total Service Costs: Direct and Indirect Costs .. . ...
5.4.5 Transactional Net Margin Method (TNMM) .......
5.4.6 Profit Split Method. ............... ... .. ... ...
5.4.7 Pass-Through Costs.............ccooiiiii...
54.8 AllocationKeys............. ... ... ..

XXi

179
188
193

199
199
201
205
207
209

213

215
215
215

217
217
221
222

230
230
232
233

234
234
235
237
238
238
240
241
242



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

5.5 SafeHarbours..................ciiiiiiiiiiie, 245
5.51 Introduction .............ccoiiiiiiiieiiiieeann. 245
5.5.2 Low Value-adding Services Safe Harbour .......... 246
5.5.3 Minor Expense Safe Harbour..................... 248

5.6  Group Procurement Activities: An Illustration of the
Operation of the Rules on Services ..................... 251

5.7  Cost-Savings Issues Arising from Centralized
Procurement Functions. ....................oooiieile, 252

5.8  Commercial Objectives in Centralizing Procurement
Functions........... .o ittt 253

5.9 Evaluating Compensation for Procurement Activities . ... 255

5.10 The Role and Expertise of the Procurement Services

Provider......... ...ttt 255
5.11 The Nature of the Items Procured and the Commercial
Risks Associated with ThoseItems ..................... 257
5.12 Risks Assumed by the Group Procurement Company..... 258
5.13 Procurement from Associated Enterprises .............. 260
5.14 PricingMethods..........cooviiiiiiiiiiiiiiiiiinnnn. 260
5141 OVeIVIEW ....oviiiiiiiiiiiiiiii e 260
5.14.2 Example of a Centralized Procurement Activity. . . .. 262
5.14.3 Application and Interpretation of CUP Method
withExample ....... ... . ... ... i 264
5.144 Extended Example................ ... 269
Annex 1: Example List of Low Value-Adding Services. . ... 272
6 Transfer Pricing Considerations for Intangibles . . .. .. 275
6.1 Introduction ...............oiiiiiiiiiiiiiiiiiiin.., 275
6.2  Identifying Intangibles ....................ooiiiiiat. 276
6.2.1 Definition of Intangibles......................... 276
6.2.2 Classification of Intangibles ...................... 277
6.2.3 TradelIntangibles........... ... .. ... ... ... 279
6.2.4 Marketing Intangibles........................... 279
6.2.5 Other Aspects of Identifying Intangibles........... 281



6.3

6.4
6.5

7.1
7.2
7.3
7.4
7.5
7.6

CONTENTS

Ownership of Intangibles and Transactions Involving
Intangibles. ...... ..ottt

6.3.1  Analytical Framework for the Use or Transfer of
Intangibles. ........ ... ... . i

6.3.2 Legal Ownership and Contractual Terms ..........
6.3.3  The Significance of DAEMPE.....................
6.3.4 Functions, Assets and Risks Contributing to

DAEMPE . ... e
6.3.5 RiSKS. ...t
6.3.6 ASSElS ..ttt e e

6.3.7 “Exante” and “Ex post” Returns..................
6.3.8  Return to Funding and Associated Financial Risk . . .

6.3.9  Practical Guidance for Fact-finding in Transactions
Involving Intangibles. ...........................

Comparability. ...

Selection of the Most Appropriate Transfer Pricing
Method. ..ottt

6.5.1 General....... ... ...

6.5.2 CUP Method: Acquisition Price Method in The
Case of Transactions Involving Sales of Intangibles. .

6.5.3 Cost-based Methods to Value Transfers of Intangibles

6.5.4 Valuation Techniques to Value Transfer of
Intangibles (“Discounted Cash Flow Approach”)....
Cost Contribution Arrangements ..................
Introduction ......... ...ttt
CCAFeatures .....oovviiiiiienneiinneneeennnnnnns
Participationina CCA ...........coiiiiiiiiiiinnnn..
Valuing CCA Contributions...............coovvvinnn..
Predicting Expected Benefits . ......ccovvvveiiinnnnnnn

Non-arm’s Length CCAs........ooviiiiiiiiiinnnnnnnn.
761 General........... ... oo
7.6.2 Balancing Payments............... ... ... ... ...

xxiii

286

286
288
290

291
293
294
295
297

298
299

299
299

300
302

302

315
315
317
318
319
321

323
323
324



7.7

7.8

8.2

8.3

9.1
9.2
9.3
9.4
9.5

UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

7.6.3 Disregardingthe CCATerms.....................

CCA Entry, Withdrawal and Termination...............
771 General......... ...
772  “Buy-in” Payments.............. ...,
773  “Buy-out” Amounts.............................
774  TerminationofaCCA............. ... ... . ...

General CCA Requirements...........cooviveeeennnn..

Transfer Pricing Aspects of Business Restructurings. .

Setting the Framework and Definition Issues............
811 General........... ... .. il

8.1.2  Business Restructurings: Considerations Regarding
Developing Countries ...........................

8.1.3  Process for Setting or Testing the Arm’s Length
Principle in a Business Restructuring..............

Types of Business Restructurings ...............oouun.
821 General........ ... ... i

8.2.2 Transfer of Functions and Risks Arising from
Business Restructurings ...................ooo. L

8.2.3 Termination or Substantial Renegotiation of
Existing Arrangements ..........................

8.2.4 Example: Operational Considerations on the
Transfer Pricing Aspects of a Business Restructuring

Model Approach for Auditing Business
RestructuringIssues..................oooiiiiiiiiiiiae,

Intragroup Financial Transactions .....................
Financing Arrangements Within MNEs ................
Corporate Financing Decisions . .......................
Common Types of Intragroup Financial Transactions . ...
Common Types of Group Financing Departments / Entities

Corporate Income Tax Approaches Addressing MNE
Financing Decisions. ............... ... ooiiiiiin.e,

XXiv

325

325
325
325
326
326

327

333

333
333

334

335

338
338

339

340

341

343
347
347
349
349
352

353



CONTENTS

9.6  The Application of the Arm’s Length Principle to
Financial Transactions (In General).................... 355

9.7  The Arm’s Length Nature of Intragroup Financial

Transactions .........oviiiiiiiiiiiiiiiiininninnnnnn, 355
971 General........ ... 355
9.72  Economically Significant Characteristics of

Financial Transactions .......................... 357

9.8  Considering the Creditworthiness of Associated

Enterprises.......ccoviuiiiiiiiiiiiiiiiiiiiiiiiiieen. 365
9.9  Considering the Risks Embedded in the Financial

Instrument ............coi i 371
9.10 Potential Transfer Pricing Methods .................... 372

9.11 The Use of Simplification Measures and Safe Harbours ... 373
9.12 The Application of The Arm’s Length Principle to
Intragrouploans.............ciiiiiiiiiiiiiii.., 374

9.12.1 Different Types of Intragroup Loans and Relevant
Characteristics to Consider ...................... 374

9.12.2 Determining the Arm’s Length Nature of
Intragroup Loans ......... ... ...t 375

9.12.3 Interplay Between Intragroup Loans and Other
Intragroup Transactions......................... 382

9.13 The Application of The Arm’s Length Principle to

Intragroup Financial Guarantees ...................... 385
9.13.1 Different Types of Intragroup Financial Guarantees
and Relevant Characteristics to Consider........... 385
9.13.2 Determining the Arm’s Length Nature of
Intragroup Financial Guarantees.................. 387
Part C
Transfer Pricing Legislation Design and Practical
Implementation of a Transfer Pricing Regime ............. 395

10  General Legal Environment for Establishing and
Updating Transfer Pricing Regimes ................ 395

10,1  Introduction .........ccoiiiiiinenenennenenenenennnns 395

XXV



10.2

10.3

11

11.1
11.2
11.3

UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

10.1.1 Historical Development of Transfer Pricing Rules . ..
10.1.2 Key Considerations in the Design of a Transfer
PricingRegime.......... ... ... oLl
10.1.3 Domestic Transfer Pricing Legislation: Structural
Overview ...
10.1.4 Key Considerations in the Design of a Transfer
PricingRegime.......... ... ...l
10.1.5 Associated Enterprises. ..............cooiiii..
10.1.6 Coverage of Transactions, Availability/Priority of
Transfer Pricing Methods and Compliance.........
10.1.7 Insufficient Information .........................
10.1.8 BurdenofProof ........... ... ... .. ... ...l
10.1.9 Presumptive Taxation Approaches and the Arm’s
Length Principle.............. . ... oo L.
10.1.10 Transfer Pricing Information Requirements .. ......
10.1.11 Balance to be Struck between Statute and
Subsidiary Regulations ..........................
Transfer Pricing Rules in National Tax Regimes .........
10.2.1 DomesticRules............. ... ... ...l
10.2.2 Safe HarbourRules .................... ... ... ...
10.2.3 Safe Harbour Practical Issues.....................
10.2.4 Downwards Adjustments ........................

10.2.5
10.2.6

Advance Pricing Agreements/Arrangements (APAs).

Interaction of Transfer Pricing Provisions with
Domestic TaxRules.............................

Keeping Transfer Pricing Regimes Updated .............

10.3.1
10.3.2

Gathering Information ..........................

Examples of Measures to Update Transfer Pricing
Regimes............ ... ... il

Establishing Transfer Pricing Capability in
Developing Countries..........oovvviiiiinnnn..n

Introduction .......cooiviiiitiniieenenennnnnnennnnns

Relationship between Tax Policy and Tax Administration .

Assessing Current Capabilities and Gaps to be Filled . .. ..

XXVi

395

396

397

398
400

402
403
404

407
407

408

409
409
411
414
415
416

418

418
418

421

423
423
425



CONTENTS

11.4 Developing the Mission, Vision and Culture of the

Transfer Pricing Unit..............oooiiiiiiiiiinas. 427
11.4.1 ODbJectiVes .. ..vvvtt et 427
11.4.2 Client/Taxpayer Orientation ..................... 428
11.4.3 The Enforcement Approach: A Risk-Based
Approach to Compliance ........................ 430
11.5 Organizational Structure for the Transfer Pricing Unit . .. 431
11.51 Introduction ........... ..., 431
11.5.2 Establishing Transfer Pricing Capability: Possible
Structures ........... il 434
11.6 Building Team Capability...................... .00 437
11.6.1 General Human Resource Management Issues. ... .. 437
11.6.2 Competences/Skill Sets Needed by the Unit: Putting
Together the Best Team.......................... 439
11.6.3 Training..........ccooiiiiiiiiiiiiiia... 443
11.6.4 Research Materials/Databases .................... 445
11.6.5 Information Strategies.............cc.ovvevunn... 446
11.7  Effective and Efficient Business Processes ............... 447
11.8  Application of the Above Considerations in
Implementation. . .........covviiiiiiiiiiiiinnennn.n, 448
11.9  Assessing Effectiveness and Fine Tuning ................ 450

11.10 Country Examples of Capacity-Building in Transfer Pricing 451

12 Documentation................cooviiiiiii..., 455
12.1 Introduction ..............ciiiiiiiiiiiiiiiiiiinnn, 455
12.2 International Guidelines on Transfer Pricing
Documentation........... ... ool iiiiiie, 456
12.2.1 OECD/G20 Transfer Pricing Documentation
Standard........... ... ... ool 456
12.2.2 Implementation of Global Documentation
Standards in Developing Countries. ............... 464

12.3 Experiences of MNEs with International Guidelines on
Documentation.............. ..o iiiiiiiiiiiii e, 466

12.4 Practical Guidance on Documentation Rules and
Procedures. ..o.vviiiiinit ittt ittt e, 467



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

12.4.1 BurdenofProof ............. .. ... ... L. 467
12.4.2 Time Frame to Produce Transfer Pricing
Documentation.................. o ool 468
12.4.3 Penalties......... ..o 470
12.4.4 Special Considerations for Small and Medium-sized
Enterprises......... ... i 471
12.4.5 Language to be Used for Transfer Pricing
Documentation............. ... 472
13 RiskAssessment..........ccovviiiiiiiiiiieneen. 473
13,1 Introduction ...........cooiiiiiiiiiiiiniiiiininnnnn 473
13.2  Selection of Taxpayers for Transfer Pricing Examination:
Risk Assessment..........ccooviiiiiiiiniiineeennnnnn. 474
13.2.1 General Principles in Risk Assessment............. 474
13.2.2 Categories and Identification of Risk .............. 476
13.2.3 Possible Approaches in Risk Assessments .......... 480
13.2.4 Sources of Information for Risk Assessment. ....... 481
1325 RiskFactors...........ccooiiiiiiiiinii .. 483
13.2.6 'The Risk Assessment Process..................... 483
13.2.7 Risk Assessment Tools........................... 484
13.2.8 Risk Assessment Findings........................ 485
14  Transfer Pricing Audits. ....................o000 487
14.1 Planning a Transfer Pricing Examination............... 487
1411 OVerview..............oiiiiiiiiiiiiiiiiiia. 487
14.1.2 Formation of the Examination Team .............. 487
14.1.3 Supervision of Examination...................... 489
14.1.4 Issues for Examination/Examination Plan.......... 489
14.1.5 Audit Timetable ............ ... ... 490
14.1.6 Statute of Limitations as Provided for in the
DomesticLaw ............... ... . oL 490
14.1.7 Approvalsand Sign-off . .......... ... L 490
14.2 Preliminary Examination.................. ...t 491
1421 Desk Audit. ... ... 491

xxviii



CONTENTS

14.2.2 Understanding the Taxpayer’s Business............ 491
14.2.3 Understanding the Industry in which the Taxpayer
Operates. ... 493
1424 Approval ... ... 494
14.3 AuditProcedure............. ..o, 494
14.3.1 Audit Approach ........ ... ... ... .. oL 494
14.3.2 Notification to Taxpayer ...............coevune... 494
14.3.3 Gathering of Information........................ 495
14.3.4 Sources of Information .......................... 497
1435 Language..............iiiiiiiiii 497
14.3.6 Types of Information to be Gathered .............. 498
14.3.7 Points for Examination at the Initial Stage ......... 499
14.3.8 Information Request / Supplemental Information . . . 500
14.3.9 Request for Interviews.............. ... 501
14.3.10 Request to Visit Facilities ........................ 502
14.3.11 Secret Comparables............ ... .. ... ...... 502
14.3.12 Comparison Chart. ..., 503
14.4 Narrowing of Issues: Development of Tax Authority’s
Position ....... ...l 503
14.4.1 Refining Understanding of the Taxpayer’s Business. . 503
14.4.2 Refining Understanding of the Taxpayer’s Industry. . 503
14.4.3 Refining Functional Analysis..................... 505
14.4.4 Choice of Transfer Pricing Method................ 505
14.4.5 Examiners’ Interim Opinion or Preliminary
Position Paper............. .. ... ool 505
14.4.6 Draft Proposed Adjustments ..................... 506
14.4.7 Formal Notification to Taxpayer of Proposed
Adjustment .......... .. i 506
14.4.8 Issuance of Adjustment/Correction ............... 506
14.4.9 Settlement Opportunities........................ 507
14.5 CaseCloSUre ......oviiuieeeiiiiieeeennnineneeennnns 507
14.6 Tax Audits and Dispute Resolution..................... 509
15  Dispute Avoidance and Resolution ................. 511

XXix



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

151 Introduction ...........ccoiiiiiiiiiiiiiiiinnnenenns 511
15.2  Special Considerations for Developing Countries ........ 511
15.3 Dispute Avoidance Procedures. ..............coooiin... 512
15.3.1 Legislation and Guidance........................ 512
15.3.2 Formalized Processes and Practices ............... 514
15.3.3 Audit Settlements. ..., 517
15.3.4 Advance Pricing Agreements/Arrangements. . ...... 517
15.3.5 Developing and Operating an APA programme. .. .. 520
15.3.6 Operating Joint Audits .......................... 522
15.4 Domestic Dispute Resolution Procedures ............... 522
15.4.1 Administrative Appeals ............ .. ... ... 522
15.4.2 Mediation/Conciliation. ......................... 523
15.4.3 Judicial System .......... .. .. ..o 523
15.5 Dispute Resolution Procedures: Tax Treaty Provisions. . .. 524
15.5.1 Division of Taxing Jurisdiction ................... 524
15.5.2 The Mutual Agreement Procedure ................ 524
15.5.3 Operational Considerations for MAPs............. 526
15.54 MAP under the Inclusive Framework Initiative . . . .. 529
15.5.5 Arbitration. ..ot 530
15.5.6 Non-binding Dispute Resolution Procedures . ...... 533
15.6 Multilateral Approaches.............ovvviiiiiiiiin.e. 533
15.7 Coordination of Domestic and Cross-Border Dispute
Resolution Procedures. ..........coovviiiiiiiiiiiinnnn. 534
Part D
CountryPractlces.........coiiiiiiiiiiiiininiinennnns 537
Preamble by the Subcommittee on Article 9 (Associated
Enterprises): Transfer Pricing. . .................. . ...... 537
1 Brazil—Country Practices ..................oounn. 539
1.1 Introduction: General Explanation..................... 539
1.2 Resale Price Method with Fixed Margins................ 540



CONTENTS

Explanation of the Methodology .........ovvvviiiinnnn. 540

Resale price (with manufacturing operation) .............. 542

Fixed margins for the Resale Price Method (RSP) .......... 544
1.3 Cost Plus Method with Fixed Margins .................. 546

Fixed margins for the Cost Plus Method .................. 547
1.4  Differences Between the Application of the Methods

Regarding Import and Export Operations............... 548
L5 Imports ...ttt ittt 549
1.6 EXPOrtS.....ooviiiiiiiiiiiiiieiieinenernernennennns 550
1.7  Strengths and Weakness of the Brazilian Methods with

Predetermined Profit Margins...............ooovvnnn.. 550
1.8  Other Explanations of the Brazilian Transfer Pricing

Methodology......ovviiiiiiniii it 551
1.9  Comments for Countries Considering the Adoption of

FixedMargins.......ooviiiiiiiiiiiiiiiiiiiiiiinns 554
2 China—Country Practices . ...............coott. 557
21 Introduction ............cciiiiiiiiiiiiiiiiiiiin 557
2.2 Part One: Recent Developments in China Transfer

Pricing Practice .............coiiiiiiiiiiiiiiiiae., 559
2.3  Domestic Legislation and Practical Guidance............ 560

2.4  Centralized Approval System to Assure Consistency and

Standardization .............. il 561
2.5  Monitor Profits of MNEsinChina ..................... 562
2.6 Intensify AuditEfforts...............coooiiiiiiiiaa.. 563
2.7  APA Programme and MAP Process .................... 563
2.8  Expand Data Sources for Comparability Analysis ........ 564
2.9  Enhance International Communication and Cooperation . 564
2.10 Build a Professional Transfer Pricing Team ............. 564
2.11 Part Two: China’s Transfer Pricing Regime.............. 565
2.12 Related PartyFiling...............oooviiiiiiiinnae, 566

XXXi



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

2.13 Related Party Relationships . .....................0000 566
2.14 Contemporaneous Transfer Pricing Documentation
Requirements ...........ciiiiiiiiiiiiiiiiiiiiiiin. 567
2.15 Transfer Pricing Audits.................ooooiiiin, 568
2.16 Transfer PricingMethods............................. 569
2.17 APAProgramme ...........c.coiiiiiiiiiiiiiiiiieiiann 569
218 MAPProcess.....c.coviiiiiiiiiii ittt 570
2.19 Part Three: Challenges Facing China and Other
Developing Countries ............coiiiiiiiiiiinnne. 571
2.20 MajorChallenges .............coviiiiiiiiiiiiiii, 571
Arm’s Length Principle............. ..ot 571
Lack of Reliable Comparables ........................... 572
Location Specific Advantages. ... 573
Steps Calculations ............ ... ..o i 576
2.21 Intangibles...........coiiiiiiiiiiiii 577
2.22 Practical Issues and Solutions ......................... 578

2.23 Alternative Methods to the Traditional Transactional Net

MarginMethod. .........ccoiiiiiiiiiiiiiiiiiiinnn., 581
2.24 Other Experience and Recommendations ............... 582
225 Conclusion..........cooiiiiiiiiiiiiii 583
3 India—Country Practices...............ooovuentn. 585
3.1 Introduction .......... ..ottt 585
3.2  Transfer Pricing RegulationsinIndia .................. 585
3.3  Transfer Pricing IssuesinIndia........................ 587

3.3.1 Comparability Analysis.......................... 587
34  IssuesRelatingtoRisks............ccovviiiiiiiinnnnn, 587
35 ArmsLengthRange.............coiiiiiiiiiiiinnnnn. 588
3.6  Comparability Adjustment............................ 589
3.7  Secondary Adjustment .............. .ottt 589

xxxii



CONTENTS

3.8 LocationSavings..........c.ociiiiiiiiiiiiiiiiiiiien, 590
3.9  Issues Related to Cost Base Under TNMM............... 591
310 Intangibles............coiiiiiiiiiiiiiiiiiiia 593

301 General..........iiii 593
3.11 Intangibles Generated through R&D Activities .......... 594
3.12 Marketing Intangibles................. ..., 595
3.13 Intragroup Services ..........covviiiiiiiiiiiiiiiiannnn 600
3.14 Financial Transactions ............ccoiiiiiiiiiinnnnnn. 602
3.15 DisputeResolution...........coooiiiiiiiiiiiiiiian.. 603
3.16 Advance Pricing Agreements (APAS) ................... 605
317 SafeHarbour..............coiiiiiiiiiiiiiiiiiinnnnn. 606
3.18 The Base Erosion and Profit Shifting (BEPS) Final

Reports on Actions8to10and13...................... 606
4 Mexico—Country Practices ....................... 609
41 Introduction............coiiiiiiiiiiiiiiiiiiiiiine, 609
4.2  Related Party Definition..............cooovviiiinn.. 610
4.3  Deemed Related Party Definition ...................... 610
4.4  Specific Documentation Requirements.................. 610
4.5 Comparability...........coooiiiiiiiiiiiiiiiiiii, 613
4.6 AuditProcedure.............coiiiiiiiiiiiiiiiiiin, 615
4.7  Advance Pricing Agreements (APA) Procedures ......... 617
4.8 Maquila Export Companies ...........coovvveeeennn... 618
4.9 Current Maquila Provisions................... ...t 619
4.10 Competent Authority Procedure....................... 620
4.11 Effective Implementation of the Arm’s Length

Standard...........ooi il e 620
4.12 Recent Developments.............coiiiiiiineinnnnne. 622

Xxxiii



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

5 South Africa—Country Perspectives ............... 625
51 Introduction ..............ooiiiiiiiiiiiiiiiiie, 625
5.2  South African Transfer Pricing Landscape .............. 625
5.3 RecentDevelopments...............oiiiiiiiineenn.. 626
54  Legislative and Administrative Framework.............. 626
5.5  Year-End Adjustments.................coiiiiiiiia.. 632
5.6 Comparability............... ..o il 633
57 Intangibles...........cooiiiiiiiiiiii i 633
5.8 IntraGroup Services ...........coiiiiiiiiiiiiiiiinn., 634
59 DisputeResolution.............cooiiiiiiiiiiiiiiia., 635
5.10 Exchange of Information..................coovviennnn. 636
5.11 Mutual Agreement Procedure (MAP)................... 637
5.12 Advance Pricing Agreements (APAS) ............... ..., 639
513 Conclusion ...ttt 639
6 Kenya—Country Practices ..................oou.t. 641
6.1 Introduction ...ttt ittt 641
6.2  Transfer Pricing Legislationin Kenya .................. 641
6.3  Transfer Pricing Developments........................ 641
6.4  Embracing the G20/ OECD BEPS Project Outcomes...... 642
6.5  Other Developments and Proposals .................... 644
6.6  Tax Administration for Transfer Pricing Capacity
Development..........ccoiiiiiiiiiiiiiiniineeeennnnn. 644
6.7  International Engagements.....................c000. 645
6.8 Conclusion............ooiiiiiiiiiiiiiii i 645

XXXiV



Glossary

Term Definition in UN Manual
Adjustments See Transfer Pricing Adjustment.

Advance Pricing Arrangement (APA) An APA is an arrangement in
respect of certain specified transactions that determines in
advance the appropriate criteria for determining transfer pricing.
The agreement may be made by the taxpayer unilaterally with the
tax administration or may be a bilateral or multilateral agree-
ment involving the tax administrations of other countries.

Affiliated parties Affiliated parties are entities linked by a common inter-
est normally defined in terms of a certain level of shareholding or
another criterion.

Allocation key An allocation key is used to allocate costs of a service pro-
vider among other related entities for the purposes of computing
the arm’s length fee under the cost plus method using an indirect
charge approach. The allocation key may be a quantity such as
turnover, employee numbers, working hours or floor space.

Arm’s Length Principle (ALP) The ALP is an international standard that
compares the transfer pricing charged between related entities
with the price of similar transactions carried out between inde-
pendent entities at arm’s length. An adjustment may be made
to the extent that profits of a related party differ from those
that would be agreed between independent entities in similar
circumstances.

Arm’s length range The arm’s length range is a range of values from which
an arm’s length price may be selected, arrived at by applying an
appropriate transfer pricing method.

Artificial profit shifting The allocation of income and expenses between
related entities or between branches of a single legal entity with
the aim of reducing the total tax payable by the group.

Assembled workforce A business may assemble a uniquely qualified or
experienced group of employees and this could affect the arm’s
length price for services provided or the efficiency with which
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goods or services are provided by the business. This should
ordinarily be taken into account in the comparability analy-
sis. The existence of an assembled workforce may also need be
taken into account in pricing business restructurings or similar
transactions.

Associated enterprises Associated enterprises are enterprises under
common control. This will generally be the case where the same
persons participate directly or indirectly in the management,
control or capital of both enterprises.

Average When a transfer price is found to be outside the arm’s length range
the transfer pricing rules of some countries require the price to
be adjusted to the average value (usually the median) of the range.

Basic Arm’s Length Return Method (BALRM) The BALRM assigns an
estimated arm’s length rate of return to the sale, licensing or
transfer of intangible property. The method was proposed in a
White Paper in the US in 1988 but has not been adopted in the
US transfer pricing legislation. Some aspects of the method are
however present in the comparable profits method. The method
focuses on the returns realized on the assets or costs used in
performing each function by a related party, and examines the
return of uncontrolled entities performing the same functions
at arm’s length.

Benchmarking Benchmarking in transfer pricing refers to the process
of comparing the conditions of the related party transaction,
referred to as the controlled transaction, with the conditions
that apply to similar transactions carried out by independent
unrelated parties in similar circumstances, referred to as uncon-
trolled transactions. Generally benchmarking involves a search
in databases of company information to extract relevant uncon-
trolled transactions for comparison and analysis.

Benefit test In considering the arm’s length return for intragroup services
the benefit to the recipient of the services, if any, should be taken
into consideration. If no benefit is received by the recipient of the
services this would indicate that no remuneration should be paid
for the services.

Berry ratio The ratio of gross income to operating costs, sometimes used
to establish the arm’s length price using the transactional net
margin method.
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Best method rule A rule requiring the taxpayer to use the transfer pric-
ing method that results in the most reliable measure of the arm’s
length price in the circumstances. The rule does not give priority
to the same transfer pricing methods in all circumstances.

Business restructurings The cross-border redeployment of functions,
assets and risks by a multinational entity.

Centralized services Services performed by a headquarters or group ser-
vice company on behalf of a number of entities in the group.
Typical centralized services include accounting, legal, pensions,
payroll or tax.

Commodity rule See “sixth method”.

Comparability adjustments Adjustments made to improve the accuracy
and reliability of the comparables to ensure that the financial
results of the comparables are stated on the same basis as those
of the tested party.

Comparability analysis An analysis carried out to compare the controlled
transaction with the conditions that prevail in transactions at
arm’s length between independent entities. This involves an under-
standing of the economically significant characteristics of the
controlled transaction and a comparison of the conditions of the
controlled transaction with those of the comparable transactions.

Comparability factors Factors taken into account in determining the level
of comparability of the controlled and comparable transactions.
These are attributes of the transactions or parties that could
materially affect prices or profits, including: the characteristics of
the property or services; functional analysis; contractual terms;
economic circumstances; and business strategies pursued.

Comparable adjustable transaction Controlled and uncontrolled transac-
tions are comparable if either none of the differences between
them could materially affect the arm’s length price or profit or,
where such material differences exist, reasonably accurate adjust-
ments can be made to eliminate their effect. A comparable trans-
action to which such comparability adjustments can be made is a
comparable adjustable transaction.

Comparable data These may be internal comparables, i.e. transactions
between the tested party and independent parties, or external
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comparables, i.e. transactions between two independent entities
that are not a party to the controlled transaction.

Comparable Profits Method Under the US transfer pricing regulations,
the Comparable Profits Method is a method to determine an
arm’s length consideration for transfers of intangible property. If
the reported operating income of the tested party is not within a
certain range, an adjustment will be made. The method involves
comparing the operating income that results from the considera-
tion actually charged in a controlled transfer with the operating
income of similar uncontrolled taxpayers.

Comparable search A comparable search involves the identification of
potentially comparable transactions or companies. These may be
internal comparables, i.e. transactions between the tested party
and independent parties, or external comparables, i.e. transac-
tions between two independent entities that are not a party to the
controlled transaction. A search for external comparables involves
consideration of the comparability factors; development of screen-
ing criteria; initial identification and screening; and secondary
screening, verification and selection of comparable transactions.

Comparable Uncontrolled Price (CUP) Method The CUP Method is a
transfer pricing method comparing the price of the property or
services transferred in the controlled transaction with the price
charged in comparable transactions in similar property or ser-
vices in similar circumstances.

Comparable uncontrolled transaction A transaction between independ-
ent enterprises that is similar to the controlled transaction and
takes place in similar circumstances.

Compensating adjustment A compensating adjustment is made by a tax-
payer who reports an arm’s length transfer price for a controlled
transaction even though this price differs from the amount actu-
ally charged between the associated enterprises. This adjustment
would be made before the tax return is filed.

Competent authority procedure Under a double tax treaty or other
agreement the contracting states may each appoint a competent
authority that is empowered to resolve disputes arising from
the interpretation or application of the agreement. This mutual
agreement procedure is provided for in the treaty or in another
agreement such as the EU Arbitration Convention.
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Conduit company An entity entitled to the benefit of a tax treaty in respect
of income arising in a foreign country, in a situation where the
economic benefit of that income accrues to persons in another
country who would not have been entitled to the treaty benefits
if they received the income directly rather than via the con-
duit company.

Connected persons In the context of transfer pricing, connected persons
are associated enterprises to which transfer pricing laws and
regulations may apply. Connected persons are defined in terms
of the control of one person over the other or two persons under
the control another person.

Contemporaneous documentation Transfer pricing documentation pre-
pared at the time that the relevant transactions take place.

Contribution analysis Where a contribution analysis is used under the
profit split method, the relevant profit from the transactions is
divided between the associated enterprises based on the rela-
tive value of their contributions, e.g. their functions performed,
assets used or contributed and risks assumed.

Control Controlisdefined for the purpose of the UN Model Tax Convention
as a situation where one enterprise participates directly or indi-
rectly in the management, capital or control of another; or where
the same persons participate directly or indirectly in the man-
agement, capital or control of both enterprises.

Controlled Foreign Corporation (CFC) A CFC is a corporation nor-
mally located in a low tax jurisdiction and controlled by share-
holders resident in another country. CFC legislation normally
combats the sheltering of income in such corporations in low
tax jurisdictions by attributing a proportion of the income
sheltered in the corporation to the shareholders in the country
where they are resident.

Controlled transaction Transactions between associated enterprises for
the transfer of property or services. The term may also be used
to denote a transaction between related enterprises which is the
subject of a transfer pricing analysis.

Coordination centre An enterprise whose only purpose is to coordinate
the activities of associated enterprises, to do research or to carry
out support activities for those enterprises.
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Correlative adjustment See corresponding adjustment.

Corresponding adjustment An adjustment made to the profits of an asso-
ciated enterprise by the tax authority in a second jurisdiction,
corresponding to a primary adjustment made by the tax author-
ity in the first jurisdiction, so that the allocation of profits of the
group by the two jurisdictions is consistent.

Cost Contribution Arrangement (CCA) A cost contribution arrangement
(CCA) is an arrangement between enterprises to share the costs
and risks of developing, producing or obtaining assets, services
or rights. The arrangement sets out the responsibilities and risks
of the participants and the nature and extent of the interest of
each participant in the assets, services or rights resulting from
the arrangement.

Cost Plus Method (CPM) This method evaluates the arm’s length nature
of an intercompany charge for tangible property or services by
reference to the gross profit mark-up on costs incurred by the
supplier of the property or services. It compares the gross profit
mark-up earned by the tested party with the gross profit mark-
ups earned by comparable companies.

Cost Sharing Arrangement (CSA) A CSA is the term used in the US to
describe a cost contribution arrangement between enterprises
to share the costs and risks of developing intangible assets. The
arrangement would normally set out the contributions of the
participants and define their share in the results of the assets
resulting from the arrangement.

Country-by Country (CbC) Report The final BEPS report on Action 13
(2015) on transfer pricing documentation included a country-by-
country (CbC) reporting requirement for multinational groups
that meet a specified turnover threshold to provide aggregate
information on an annual basis covering the jurisdictions in
which they operate. This gives details of entities, income and
taxes paid in each jurisdiction and indicators of economic activ-
ity and substance.

Country file Under the EU code of conduct on transfer pricing docu-
mentation taxpayers are recommended to keep documentation
including a country-specific file. This should contain: a detailed
description of the taxpayer’s business strategy; details of coun-
try-specific controlled transactions; a comparability analysis;
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selection and application of a transfer pricing method; and inter-
nal and external comparables etc.

DAEMPE Analysis of transactions involving the use or transfer of intangi-
ble assets between associated enterprises requires identification
of specific contributions made with respect to DAEMPE (devel-
opment or acquisition, enhancement, maintenance, protection
and exploitation) of the intangibles involved. Some or all of
them might reflect important contributions to value that must be
appropriately remunerated.

Delineation In the process of undertaking a transfer pricing analysis, the
first step always involves the accurate delineation of the transac-
tion, including an awareness of the industry and market context
in which the transaction takes place.

Direct charge method A method of directly charging each recipient of
intragroup services on a clearly identified basis, not involving
apportionment of costs between recipients based on an allo-
cation key.

Documentation requirements Documentation requirements relate to
transfer pricing documentation that is required by the transfer
pricing rules of a particular country. The required documenta-
tion may be listed in the law or regulations, or in some countries
may not be specified in detail.

Duplicated services Duplication of services takes place when a service is
provided to an associated enterprise which has already incurred
costs for the same activity performed either by itself or on its
behalf by an independent entity. Duplicated activities are usu-
ally not chargeable services although this must be decided on the
facts and circumstances of each case.

EU master file The EU code of conduct on transfer pricing documentation
recommends that the documentation of a multinational enter-
prise should consist of two main parts, a master file and a coun-
try specific file. The master file contains common standardised
information relevant for all EU group members.

Fair market value The fair market value is the value that a particular asset
or service would fetch on the open market on the assumption
that adequate knowledge of the market is available to the buyer
and seller, they are acting in their best interests without exter-
nal pressures and a reasonable amount of time is allowed for the
transaction to take place.
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Formulary apportionment Under formulary apportionment a formula is
used to apportion the group’s net income between the various
entities and branches in the group. The formula normally uses
factors such as property, payroll, turnover, capital invested or
manufacturing costs.

Functional analysis An analysis involving the identification of functions
performed, assets employed and risks assumed with respect to
the international controlled transactions of an enterprise. The
functional analysis seeks to identify and compare the economi-
cally significant activities and the responsibilities undertaken by
the independent and associated enterprises.

Gross profit  The result of deducting from total sales the cost of sales, includ-
ing all the expenses directly incurred in relation to those sales.

Group service centre A special department within a parent company or
regional holding company, or any other associated enterprise
within a multinational group such as a group services company,
providing services to associated enterprises.

Group synergies Multinational groups and the associated enterprises that
are parts of groups may sometimes benefit from interactions or
synergies among group members that are not generally available
to independent enterprises in a similar situation. These could
arise for example from: combined purchasing power; econo-
mies of scale; integrated management; or increased borrow-
ing capacity.

Hard-to-value intangibles Hard-to-value intangibles are intangible assets
or rights in intangibles for which there are no reliable compa-
rables at the time of their transfer between associated enter-
prises, and there is no reliable projection of future cash flows or
income expected to be derived from the transferred intangible at
the transfer date; or where the assumptions used in valuing the
intangible are highly uncertain.

Head office expenses Expenses of the head office of a legal entity, some of
which may relate to an overseas branch of the same legal entity.

Implicit support To the extent that a borrower that is a member of an
MNE benefits from an improved credit rating solely on the basis
of implicit support from the MNE, without an explicit guarantee,
no payment would be required for the benefit.
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Incidental benefits One associated enterprise may provide an intragroup
service to another associated enterprise under circumstances
where that service also incidentally gives rise to benefits being
received by other members of the MNE group other than the pri-
mary beneficiary of the service. The determination of whether a
service fee should be paid by the incidental beneficiaries of the
service depends on the facts and on whether an independent
party in the same circumstances would have been willing to pay
for the service.

Indirect charge method A method under which fees for intragroup ser-
vices are computed on the basis of apportionment of costs using
an allocation key, with an appropriate mark-up.

Intangibles Intangibles are property that have no physical existence but
whose value depends on the legal rights of the owner. Examples
of intangibles are intellectual property such as patents, copyright
and trademarks.

Intentional set-off A benefit provided by one associated enterprise to
another that is deliberately balanced to some extent by different
benefits received from that enterprise in return.

Interquartile range This term is used in the transfer pricing rules of some
countries to describe the values between the 25th and 75th per-
centile of the range of arm’s length results derived from appli-
cation of a transfer pricing method. In some jurisdictions this
range may be used as the arm’s length range.

Internal comparables Transactions between one of the parties to a con-
trolled transaction (taxpayer or related enterprise) and an inde-
pendent party.

Intragroup services Services carried out by one entity in a multinational
group for another entity or entities in the same group.

Joint International Taskforce on Shared Intelligence and Collaboration
(JITSIC) The Joint International Taskforce on Shared
Intelligence and Collaboration (JITSIC) has 42 member coun-
tries and provides a means for tax administrations to exchange
information and engage in collaborative casework, within the
framework of bilateral and multilateral conventions and tax infor-
mation exchange agreements. Membership is open to all member
countries of the OECD’s Forum on Tax Administration (FTA).
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Local file The final BEPS report on Action 13 (2015) on transfer pricing
documentation included a reporting requirement that groups
should prepare a local file containing details of related party
transactions of the local taxpayer including a description of the
transactions, a comparability analysis and the selection and
application of transfer pricing methods.

Location rents Location rents are the incremental profits arising to a mul-
tinational group from location specific advantages in a particu-
lar location.

Location savings Cost savings or benefits such as cheaper production or
service costs resulting from locating a manufacturing or other
operation in a low-cost jurisdiction.

Location specific advantages The relocation of a business may, in addition
to location savings, give some other location-specific advantages
(LSAs). These LSAs could include: highly specialized skilled
manpower and knowledge; proximity to a growing local/regional
market; a large customer base with increased spending capacity;
advanced infrastructure; or market premium.

Low value-adding services Low value-adding services are services of a
supportive nature; not part of the core business of the group; not
involving the use of, or leading to the creation of, unique and
valuable intangibles; and not involving the assumption or crea-
tion of significant risk for the service provider. The BEPS recom-
mendations suggest that a group could elect to use a simplified
method for low value-adding services covering all the countries
in which it operates.

Marketing intangibles Intangibles relating to marketing activities, aiding
in the commercial exploitation of a product or service or with
important promotional value for a product or service.

Master file The final BEPS report on Action 13 (2015) on transfer pricing
documentation included a reporting requirement for groups to
prepare a master file to supply general information on the group
of which the taxpayer is a member, including a description of the
group and its organizational structure, a description of its busi-
ness, intangibles employed, intragroup financial activity and the
financial and tax position of the group.

Median The median value is the value at the mid-point of the arm’s length
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range. Transfer pricing rules sometimes provide that a transfer
price that is outside the arm’s length range should be adjusted to
the median value of the range.

Multiple year data Data in respect of the controlled and comparable trans-
actions covering a number of years.

Mutual Agreement Procedure (MAP) A procedure by which the com-
petent authorities of contracting states consult with a view to
resolving disputes over the application of double tax conventions.
This procedure may be used to eliminate double taxation arising
from a transfer pricing dispute.

Multinational enterprises (MNEs) An MNE is an enterprise with inte-
grated business operations in more than one country, generally
operating across international borders through locally incorpo-
rated subsidiaries, permanent establishments or other types of
legal structure such as joint ventures.

Non-recognition The term “non-recognition” refers to a situation where the
tax administration does not accept the taxpayer’s characterization
of a transaction and therefore disregards the transaction. In general,
non-recognition or substitution of transactions by the tax admin-
istration should not be undertaken lightly as this would create sig-
nificant uncertainty for the taxpayer and the tax administration. It
may also lead to double taxation due to the divergent views taken
by countries on how any substitute transactions are structured.

OECD Transfer Pricing Guidelines Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administrations, OECD,
1995. The OECD Guidelines are regularly amended and updated.

Operating profits The net income of a company after deducting direct and
indirect expenses but before deductions for interest and taxes.

Passive association Benefits to members of an MNE may arise as a result of
an associated entity’s membership of the MNE. Such benefits are
attributable to the entity’s passive association with the MNE and
are not normally a chargeable service for member entities of the
MNE. For example, independent enterprises transacting with an
enterprise that is a member of an MNE group may be willing to
provide goods or services to it at prices that are below the prices
charged to independent buyers.
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Permanent establishments (PEs) Permanent establishment refers to a
concept under bilateral tax treaties that establishes whether a
company has a “footprint” in a jurisdiction and would thus be
liable for corporate income tax attributable to the PE.

Platform for Collaboration on Tax (PCT) The PCT is a joint initiative of
the International Monetary Fund (IMF), the Organization for
Economic Co-operation and Development (OECD), the United
Nations, and the World Bank Group to strengthen collaboration
on domestic resource mobilization (DRM).

Presumptive taxation Presumptive taxation provisions give tax authori-
ties the power to presume an arm’s length price based on infor-
mation gathered by the authorities, and to reassess the taxpayer’s
taxable income on that basis. Such provisions are generally only
regarded as applicable in case of the taxpayer’s failure to provide
relevant documentation on the arm’s length price within a rea-
sonable time. Presumptive taxation is usually provided for as a
last resort.

Primary adjustment An adjustment made by a tax administration to a
company’s taxable profits as a result of applying the arm’s length
principle to transactions involving an associated enterprise in
another tax jurisdiction.

Profit Split Method (PSM) This method seeks to eliminate the effect on
profits of non-arm’s length conditions made or imposed in con-
trolled transactions by determining the division of profits that
independent enterprises would have expected to realize from
engaging in the transactions.

Profit Level Indicator (PLI) A measure of a company’s profitability that is
used to compare comparables with the tested party. A PLI may
express profitability in relation to (i) sales, (ii) costs or expenses,
or (iii) assets.

Related parties Related parties are entities under common management,
control or ownership, or where one entity controls the other entity.

Resale Price Method (RPM) This method analyzes the price of a product
that a related sales company charges to an unrelated customer,
i.e. the resale price, to determine an arm’s length gross margin
that the sales company retains to cover its sales, general and
administrative expenses and still make an appropriate profit.
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The remainder of the product’s price is regarded as the arm’s
length price for the transactions between the sales company and
a related party.

Residual analysis Where a residual analysis is used under the profit split

Roll-back

Rulings

method, the relevant profits in relation to the transactions are
allocated between the associated enterprises based on a two-step
approach. In the first step, a “routine” arm’s length profit for the
basic or “routine” contributions of each enterprise is determined,
e.g. through the application of a one-sided method using infor-
mation from uncontrolled transactions. In the second step, the
residual profit remaining after deducting those “routine” returns
is split between the enterprises, generally based on their relative
contributions.

Under certain circumstances an advance pricing agreement
(APA) in respect of future tax years may be rolled back and used
as an appropriate transfer pricing method for past open tax years,
considering all facts and circumstances.

A ruling or advance ruling is a written statement issued to the
taxpayer by the tax authorities interpreting and applying the tax
law to a specific set of facts.

Safe harbour A provision in the tax law, regulations or guidelines stating

that transactions falling within a certain range will be accepted
by the tax authorities without further investigation.

Secondary adjustment An adjustment that arises from imposing tax on a

secondary transaction. A secondary transaction is a constructive
transaction that may be asserted in some countries after making
a primary adjustment, in order to make the actual allocation of
profits consistent with the primary adjustment. Secondary trans-
actions may take the form of constructive dividends, construc-
tive equity contributions or constructive loans.

Secret comparables This generally refers to the use of information or data

about a taxpayer by the tax authorities to form the basis of trans-
fer pricing scrutiny of another taxpayer, who is often not given
access to that information, because for example it may reveal
information about a competitor’s operations.

Shareholder services Services performed by a member of a multinational

group (usually the parent company or a holding company) in its
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capacity as a shareholder, for example preparation of consoli-
dated accounts.

Shifting of profits Allocation of income and expenses between related cor-
porations or branches of the same legal entity in order to reduce
the overall tax liability of the group or corporation.

Sixth method The “sixth method” or commodity rule is an approach used
in certain countries of Latin America and elsewhere, and requires
commodity market quoted prices of imported or exported goods
at a specified date to be used to compute the transfer price. There
are considerable variations both in the scope of the rule and its
application.

Small and medium enterprises (SMEs) SMEs may be defined in the gen-
eral tax or transfer pricing legislation of a country as enterprises
that are below a certain threshold amount of assets, turnover,
employee numbers etc. An SME operating in two or more coun-
tries may need to comply with the transfer pricing legislation, but
some countries have introduced simplified transfer pricing rules
for SMEs such as simplified documentation requirements.

Tested party The tested party is the party in relation to which a financial
indicator (e.g. mark-up on cost, gross margin or net profit) is
tested when using the cost plus, resale price or transactional net
margin methods.

TNMM See Transactional Net Margin Method.

Tradeintangibles Trade intangibles are commercial intangibles other than
marketing intangibles. Examples of trade intangibles are patents
or copyrights.

Transactional Net Margin Method (TNMM) This Method examines the
net profit margin relative to an appropriate base (e.g. costs, sales,
assets) that a taxpayer realizes from a controlled transaction.
This is compared to the net profit margins earned in comparable
uncontrolled transactions.

Transfer pricing The general term for the pricing of cross-border, intra-
group transactions in goods, intangibles or services.

Transfer pricing adjustment An adjustment made by the tax authorities
to the profits of an enterprise after determining that the transfer
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price of a transaction with a related party does not conform to
the arm’s length principle.

Transfer pricing method A transfer pricing method is a methodology by
which the arm’s length principle is applied to determine the arm’s
length price of a transaction. Examples of transfer pricing meth-
ods are the comparable uncontrolled price method, resale price
method, cost plus method, transactional net margin method and
profit split method. Other appropriate methods are also used in
some jurisdictions.

Uncontrolled transaction A transaction between independent and unre-
lated enterprises.

Value chain The process or the activities by which a company adds value
to goods or services, including production, marketing, and the
provision of after-sales service.
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Part A

TRANSFER PRICING IN A
GLOBAL ENVIRONMENT

1 Multinational Enterprises

1.1 Introduction

1.1.1 Transfer pricing rules apply primarily to the cross-border business
operations of multinational enterprises (“MNEs”). MNEs are firms that
conduct integrated business operations in more than one country. This chap-
ter describes the factors that gave rise to MNEs in an attempt to provide
the reader with the basic business context for the detailed transfer pricing
discussion that will follow in the rest of this Manual. This chapter shows how
an MNE may be able to exploit integration opportunities in the cross-border
production of goods and provision of services through a “value-chain” (or
“value-added chain”). As used in this Manual, the term “value chain” refers to
the process or activities by which a company adds value to a good or service,
including production, marketing, and the provision of after-sales service.

1.1.2  MNEs generally operate across international borders through locally
incorporated subsidiaries or permanent establishments. They may also use
other legal structures such as joint ventures and partnerships. An MNE’s
business operations may be organized and managed in several different ways
such as through a functional structure, a divisional structure or a matrix
structure. This chapter outlines the legal and operational structures that may
be used by MNEs, and considers the differences between them.

1.1.3  This chapter also describes how a “value chain analysis” can be used
to measure or test the performance of an MNE. An MNE manages its busi-
ness to maximize its profits and minimize its costs. It manages its transfer
pricing function to minimize the risk of transfer pricing adjustments and to
avoid double taxation. While MNEs often monitor the overall performance of
their business operations on a line of business basis without regard to national
borders, for tax and company law purposes they are often required to separately
report the performance of associated entities in each of the countries in which
they operate. An MNE’s transfer pricing policy helps the group to report on
a separate country basis and should provide guidance on how the group will
comply with transfer pricing documentation requirements, how it will report
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the results of operations in its tax returns, how it will deal with transfer pric-
ing audits conducted by local tax authorities, and the appropriate measures the
group will utilize to resolve any disputes with tax authorities that may arise.

1.2 Development of Multinational Enterprises

1.2.1 Firms are organizations that arrange the production of goods and
the provision of services. The aim of a firm is to produce goods and provide
services to maximize profits. In the absence of MNEs, production and distri-
bution would be carried out through a series of arm’s length transactions
between independent parties®. These transactions require contracts between
the independent parties to transactions, but a significant part of each individ-
ual firm’s resources are used in the process of making contracts. Individual
firms become MNEs as these firms grow, expand and diversify their oper-
ations internationally. Rapid advances in technology, transportation and
communications have given MNEs the flexibility to place their enterprises
and activities almost anywhere in the world.

1.2.2  The expenses of making contracts is referred to as “transaction costs”
since expenses are incurred by entities in finding other entities with whom to
contract, as well as in negotiating and finalizing the contracts. As contracts
cannot cover every possible issue that may arise between contracting parties,
there is a risk of disputes arising from unforeseen contingencies. When
disputes occur between contracting parties, those parties may incur consid-
erable costs in resolving these including negotiation costs, legal expenses,
and litigation and mediation expenses. It is economically rational for MNEs
to be created to produce goods and services to achieve efficiencies in scale in
transaction and associated costs, provided that the MNE’s costs of produc-
tion are less than the costs of outsourcing the production.

1.2.3 Within an MNE, contracts between the various parties involved in
production of goods and services may be eliminated and replaced with admin-
istrative arrangements; in other cases, the group members within the MNE
may enter into formal contracts The administrative costs of organizing produc-
tion within an MNE are usually lower than the cost of the alternative, which
is outsourcing market transactions. The theoretical limit to the expansion of
an MNE is the point at which its costs of organizing transactions are equal to
the costs of carrying out the transactions through the market. An MNE will

6 UNCTAD (1993). World Investment Report: Transnational Corporations and
Integrated Production. New York: UN Publishing. Available from https://unctad.
org/system/files/official-document/wir1993_en.pdf; Coase, R. (1988). The Firm, the
Market and the Law. Chicago: University of Chicago Press. See p. 7.
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internalize the costs of production to the extent that it can achieve economies
of scale in production and distribution and establish coordination economies.

1.2.4 MNEs create organizational structures and develop strategies to
arrange the cross-border production of goods and services in locations
around the world, and to determine the level of intra-entity or intragroup
integration. The structure of transactions within an MNE is determined by a
combination of market and group forces which can differ from open market
conditions between independent parties. A large number of international
transactions within MNEs are therefore not governed directly by market
forces but driven by the common interest of the MNE.

1.2.5 Successful MNEs use their location and internalization advantages
to maximize their share of global markets and growth opportunities. Thus,
MNESs may be able to minimize costs through their integration economies;
such economies are not available to domestic firms.

1.2.6 A key feature of MNEs is that they have integrated global supply
chains. A supply chain is a collection of suppliers required to create one
specific product or service for a company. Each supplier is a link in the end-to-
end supply chain. If those links/enterprises are under common control, the
enterprises may be considered as “associated enterprises”. The term “supply
chain” is defined as “the sequence of processes involved in the production
and distribution of a commodity.”” The process of running and improving
the efficiency of the supply chain for the benefit of most, if not all, of the links
in the supply chain, can be a feature of the value chain of the MNE.

1.2.7 Globalization has made it possible for an MNE to achieve high levels of
integration and the ability to have control centralized in one or a few locations.
Modern information and communications systems also facilitate communi-
cations across geographic and functional business lines. This has resulted in
many MNEs providing services such as advisory, research and development
(R&D), legal, accounting, financial management, and data processing from one
or several regional centres to group companies. Also, management teams of an
MNE can be based in different locations, so that the group may have manage-
ment resources dispersed in several locations. From the economic perspective
of the MNE, these resources need to be allocated with maximum efficiency and
in an optimal manner, in order to contribute to an optimal value chain.

1.2.8 International business has experienced far-reaching structural
change with the rise of service and knowledge-intensive industries and, with

7The Oxford English Dictionary. Oxford: Clarendon Press. Available from
https://www.lexico.com/definition/supply_chain
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the expansion of the internet economy, service and technology enterprises
are playing an increasingly important role in the international marketplace.

1.2.9 In the past MNEs mostly operated in physical markets and through
presence in multiple jurisdictions. However, the current pace of digitaliza-
tion of the economy enables some MNEs to conduct significant business in
places where they do not have any physical presence. This makes addressing
the taxing rights of the respective countries to avoid double or non-taxation
particularly challenging.

1.2.10 The rapid evolution in MNEs is also reflected in the rise of many
developing economies where foreign investments have grown significantly.
In developing countries, MNEs have diversified well beyond primary produc-
tion and extractive industries into manufacturing, assembly, domestic
market development and services, utilizing transport and other infrastruc-
ture, skilled labour and low production costs.

1.2.11 The activities of MNEs, through international trade and investment,
have strengthened and deepened the ties that join countries in an increas-
ingly interdependent world. These activities can bring substantial benefits to
both home and host countries. These benefits accrue when MNEs supply the
products and services that customers want to buy at competitive prices and
when they provide fair returns to the suppliers of capital. Their trade and
investment activities can contribute to the efficient use of capital, technology
and human and natural resources.

1.2.12 MNEs have common control, common goals and common resources,
and the members of the group — parent/HQ company, subsidiaries, affili-
ates and branches — are located in more than one country. Thus, many
MNEs are fully integrated businesses that plan and implement global strate-
gies. UNCTAD has noted, however, that integration of production by MNEs
creates challenges for policymakers in adapting the methods for allocating
the income and costs of MNEs between jurisdictions for tax purposes.®

1.2.13  In Multinational Enterprises and the Global Economy (2008)° the authors
argue that the history of MNEs was shaped by political, social and cultural events
that influenced the ownership, organization and location of international produc-
tion of their goods and services. The authors claim that MNE groups tended to

8 UNCTAD (2019). Trade and Development Report 2019. New York: UN
Publishing. Available from https://unctad.org/system/files/official-document/
tdr2019ch1_en.pdf

9 Dunning, J. H., & Lundan, S. M. (2008). Multinational Enterprises and the
Global Economy. Cheltenham: Edward Elgar Publishing. See p. 197.
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integrate their operations until the late 1980s and then more recently moved to
outsource some activities in which they do not have competitive advantages.

1.2.14 For most of the twentieth century, the same authors note, MNE
groups and international enterprises operating through branches or subsid-
iaries tended to expand the range of their value-adding activities, and by the
late 1980s MNEs had integrated their production and marketing functions.
Up to the 1960s and 1970s, MNEs engaged in limited or no outsourcing of
operations and many became large integrated conglomerates. However, the
authors argue that from the late 1980s MNEs began outsourcing activities
that were previously performed by the companies themselves.'® From the
early 1990s, MNEs began restructuring to specialize in the areas where they
had competitive advantages, such as unique, firm-specific assets, in particu-
lar high value intangible assets, and the capabilities that provided the firms
with their market position and competitive edge.

1.2.15 MNEs examined their value chains to identify the functions in
which they had no advantage over other firms.!! They then began deciding
which functions they would perform themselves and which functions could
be outsourced to independent firms or centralized shared service centres, a
process called “value chain optimization”. For in-house services, an MNE
may decide to provide some services through centralized service centres.
While the initial functions that were outsourced were non-core activities
such as payroll, billing and maintenance services, in some cases outsourc-
ing has expanded to cover core activities. The core activities may involve
producing goods or providing services. For example, many firms outsource
call centre activities or certain administrative functions to (in)dependent
firms in countries which have educated workforces and relatively low-cost
labour. Consequently, modern MNEs organize their cross-border operations
through a network of contractual arrangements with (in)dependent enter-
prises and cooperative in-house relationships.

1.2.16 MNEs vary in size and include some small and medium-sized enter-
prises (SMEs). When SMEs commence operating in other jurisdictions
through locally incorporated subsidiaries, they will usually need to comply
with transfer pricing rules. Some SMEs may face challenges in this regard
because they lack expertise with international tax issues in general and have
limited compliance resources. These considerations may hinder them from
expanding their operations abroad.

101bid, p. 196.
1]bid.
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1.2.17 Consequently, domestic transfer pricing rules which apply to SMEs
should reflect the capacity of SMEs to comply and the capacity of the tax
authorities to administer such rules. Some countries may have special
simplified rules for SMEs, such as simplified documentation requirements,
and may use flexible approaches in handling transfer pricing issues involving
SMEs. This creates the need to define an SME. Although there is no universal
definition, an SME may be defined on the basis of criteria including: turno-
ver; balance sheet value; number of employees; and transaction values.

1.3 Corporate Structures of MNEs

1.3.1 General Principles of Company Law

1.3.1.1 The legal systems used by countries include the common law and
civil law systems. The common law system originates in the UK and is used
in Commonwealth countries such as Australia, Canada, India, Malaysia,
New Zealand, and is also used in the majority of states in the United States.
Common law originated in the practices of the courts of the English kings
after the Norman Conquest, and is derived from custom and judicial prece-
dent rather than statutes. This system spread through the British Empire to
its then colonies, many of which retain the common law system today. These
are legal systems that give great weight to judicial precedent, and to the style
of reasoning inherited from the English legal system. A judgment of a supe-
rior court is binding on lower courts in future cases.

1.3.1.2  The civil law system has its origins in Roman law and operates in
most European countries, Latin America and Japan. Under a civil law system,
law is enacted and codified by parliament. Companies are recognized under
both systems as artificial legal persons with perpetual life and generally
limited liability.

1.3.1.3 One of the key decisions any MNE needs to take when expanding
its operations is the type of legal structure it will use to operate. There are
many alternatives for an MNE to operate either through locally incorporated
subsidiary companies (associated enterprises) or else through permanent estab-
lishments (branches). Subsidiaries may be either fully owned by the parent
company or partly owned. An MNE may also operate by using an agent, which
may be an independent agent, a dependent agent or a commissionaire. Other
alternatives may be expanding via a partnership or a limited liability partner-
ship. Depending on domestic law in the investee jurisdiction, partnerships may
be treated for tax purposes as fiscally transparent entities with flow-through
treatment; alternatively, they may be treated as taxable entities.
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1.3.1.4 MNEs can also carry on their business through a joint venture. Joint
ventures involve independent businesses (which could themselves be incor-
porated entities, branches or partnerships) working together on a specific
project. Joint venture partners can include a government agency or an entity
that is normally a competitor (subject to competition policy/ antitrust rules).

1.3.1.5 'The choice of an MNES legal structure may be affected by a number
of factors. The tax implications of a particular legal structure may be important.
Other equally relevant considerations include issues related to legal liability, risk
and control, financing concerns, and administrative and regulatory obligations
and costs. In addition, exchange controls, “partnerability” (i.e. how well an entity
is set up and managed to operate as a partner with others), “bankability” (i.e.
having sufficient profit, assets, and liquidity to get a loan at a bank), requirements
for minimum shareholding by local persons or entities, issues related to extraction
of profits and capital requirements may all affect the selection of a legal structure.

1.3.1.6 Legal structures used by MNEs vary and evolve over time. The
business structures used by an MNE group may similarly change over time
such as, for example, commencing operations in a jurisdiction using a joint
venture structure and then buying out the joint venture partner and operat-
ing in that jurisdiction through an associated enterprise.

1.3.1.7 Inan MNE, the parent company and subsidiary companies are sepa-
rate legal entities and they may enter into intragroup transactions. On the
other hand, an international enterprise with a head office in one country and
a permanent establishment in another country is considered one legal entity.
As such a permanent establishment itself cannot enter into transactions with
other parts of the enterprise in a formal, legal sense since transactions typi-
cally require at least two legal entities.

1.3.1.8 Company law determines how corporate entities are governed in
many respects. “Corporate authorities”, the powers exercised by various
officers of an entity, originate from the respective legal authorities accorded
to entities within the MNE. The Board of Directors has the authority to exer-
cise all of the corporation’s powers; and it delegates authority to act to certain
company officers in certain circumstances. This includes delegating powers
locally in accordance with local legal entities” requirements. The execution of
a corporate authority binds the legal entity and consequently delegates must
be aware of local legal and tax cross-border requirements as company and/or
personal liability may arise as a result of the execution of such an authority.

1.3.1.9 Corporate and tax laws view corporations as separate entities. That
is, parent companies, subsidiaries and affiliates are all legally distinct from
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each other. The separate existence of the subsidiary may be manifested, for
example, in having its own properly constituted management, its own busi-
ness purpose and its own assets appropriate to that purpose.

1.3.1.10 'The boards and management of subsidiaries continue to hold fidu-
ciary duties to control and manage the assets of, and to govern and manage
the operations of, their respective subsidiaries and are not required to imple-
ment a shareholder request if implementation conflicts with those fiduciary
duties (e.g. if the request contravenes local law).

1.3.1.11 “Organizational authorities” are the risk-based approval hierarchies
that ensure operations are executed in accordance with internal business
process and control requirements of the MNE. They are delegated from the
Board of Directors down the chain of command. Organizational authorities
can be executed across country borders as they do not create or constitute a
legal commitment.

1.3.1.12 Corporate separateness is the concept of maintaining separate
legal entities within the MNE, each subsidiary having its own separate legal
identity and Board of Directors. While this does not mean that group compa-
nies must be treated as if they were wholly detached from the head office
or its requests, it does mean that the boards and management of subsidi-
aries continue to hold fiduciary duties to control and manage the assets of,
and to govern and manage the operations of, their respective subsidiaries.
Organizational authorities can be considered as an advice to the separate
legal entities and their boards. The corporate authorities in the end are the
decision-making powers that legally bind the legal entities.

1.3.2 Management and Organizational Structures

1.3.2.1 In order to be able to perform a transfer pricing analysis it is crucial
to understand how the management of the MNE is organized and what
framework exists for decision-making. Ultimately an analysis of MNE deci-
sion making may provide useful context in determining risk assumption
and control of important functions. It is important to understand that the
management structure of the MNE may or may not be fully aligned with the
legal structure. A particular legal entity in the MNE may house employees
that function in various operational divisions or various management teams.
Similarly, a management team or division may draw on people or use assets
housed in several different legal entities.

1.3.2.2 'The management or organization structure is used to outline and
direct how people and resources are used to achieve the MNE’s objectives.
Finding the optimal arrangement requires adjustments at many levels. Some
organizational structures may be more rigid than others. Some may define

8
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tasks, competencies and responsibilities, and establish the patterns or rela-
tionships between positions more rigidly, while others may be more fluid.
There are a number of different types of organizational structures (discussed
below) including the traditional ones, functional, divisional and matrix
models. However, with the rapid development of the digitalized economy, a
new organizational model is on the rise: a decentralized model based on a
“network of teams”, the lateral structure.

1.3.2.3 Inafunctional structure an MNE’s functions are performed by the
employees within functional divisions. These functions are usually special-
ized tasks, for instance all the accountants, controllers and tax advisors are
grouped together in a finance function based on their speciality. In general,
a functional organization is best suited to a producer of standardized goods
and services at large volume and low cost to exploit economies of scale.
Coordination and specialization of tasks are centralized in a functional struc-
ture, which makes decision making quicker, because the group members of a
function can easily communicate as they have the same background.

Figure 1.D.1
Functional Organization Structure
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1.3.2.4 Under a divisional structure, each organizational function is
grouped into a division with each division containing all the necessary
resources and functions within it, such as human resources and accounts.
Divisions can be categorized from different points of view. The distinction
could for example be made on a geographical basis (e.g. a China division or a
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West Africa division) or on a product/service basis (e.g. different products for
different customers: households or companies). For example, an automobile
company may have a divisional structure with a division for hybrid cars and
another division for other cars with each of these divisions having its own
sales, engineering and marketing departments.

Figure 1.D.2
Divisional Organization Structure

Board of
Directors

Africa/
Middle East

—(Manufacturing} Manufacturing
Research & Research & Research &
Development Development Development

Americas Europe

i

Manufacturing

T

Manufacturing

—

Research &
Development

!
Jimn”

Jinmn”

Sales Sales Sales Sales
Finance —[ Finance } —( Finance } Finance
H N W) L( HR ) HR

1.3.2.5 The matrix structure combines elements of the functional and divi-
sional model, and is therefore more complex. It groups people into functional
departments of specialization and then further separates them into divisions.
A matrix organization frequently uses teams of employees to accomplish tasks.
An example of a function-geographic matrix structure would be a company
that produces two types of products (A and B) in several geographic loca-
tions. Using the matrix structure, this company would organize functions
within the company as follows:

1.3.2.6 In the lateral structure, which as noted above is becoming more
common, MNEs build and empower teams to work on specific business
projects and challenges. Groups and departments work together at the same
organizational level to achieve common goals. This type of structure depends
on having collaborative and informal relations and requires coordination
and consultation often through a matrix model. In today’s digital economy

10
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there is a growing trend towards technology-enabled team-based lateral

organizations where teams can take agile decisions.'?
Figure 1.D.3
Matrix Organization Structure
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Lateral Organization Structure

/ \

Shared Services

Team

Management Team
Business Unit 2
( Team( Team ) Team

Management Team
Business Unit 1
\ ( Team( Team )Team

/

Source: Mohrman, S. A, & Quam, K. (2000). Consulting to Team-based
Organizations: An Organizational Design and Learning Approach. Consulting
Psychology Journal: Practice and Research, 52(1), 20.

12 Holbeche, L. (2018). The Agile Organization: How to Build an Engaged,
Innovative and Resilient Business. London: Kogan Page Publishers.
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1.3.3 Value Chain Analysis

1.3.3.1 The aim of an MNE is to maximize its profits from producing and
selling goods and services. A useful starting point to understand how an
MNE operates is to perform a business value chain analysis. As noted above,
abusiness value chain is the linked set of activities that the business performs
to create value. These activities will be performed by various organizational
units and legal entities within the business which together create the value
that contributes to the overall profitability. As illustrated, for example, in
Porter’s value chain (see Figure 1.D.5 below):

Figure 1.D.5
Value Chain Analysis
Firm Infrastructure
Human Resource Management
Support J
Activities
Technology Development
Procurement
Inbound Outbound  Marketing
Logistics Logistics & Sales
[N

. Y el
Primary Activities

Source: Porter, M. E. (1985). Competitive Advantage: Creating and Sustaining
Superior Performance. New York: The Free Press.

1.3.3.2 Therefore, a value chain analysis should provide qualitative insight
into a functional analysis. The value chain analysis is important in assess-
ing intragroup pricing since the value chain identifies the key aspects of an
organization that create value, and hence, profits. The value chain analysis
involves an investigation into the functions, assets and risks of the MNE as
a whole and an evaluation of the contribution each link of the chain makes
to the overall value created by the group. Value chain analysis is not an easy
task, especially for an MNE with complex function and risk matrices spread
across different legal entities.

12
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1.3.3.3 AnMNE’svalue chain is fundamentally used to convert its economic
resources of lower value into economic resources of higher value, which may
involve the following steps:

(1) Mapping out a generic value chain for the industry;
(2) Mapping out an MNE’s specific value chain;

(3) Comparing the generic value chain to the group’s value chain
and analyzing the differences which may explain why an MNE
has a competitive advantage over its competitors;

(4) Distinguishing between an MNE’s main functions and its sup-
port functions;

(5) Identifying and understanding which of the MNE’s main func-
tions are critical to the success of the organization (i.e. a critical
success factor);

(6) Identifying and understanding which activities performed by
an MNE add value to the goods and services it produces, and
which activities distinguish the MNE from its competitors, i.e.
value-adding activities; and

(7) Understanding and confirming how the various functions
across the value chain are split by the MNE between its various
constituent legal entities.

1.3.3.4 The following example shows how three different MNEs could
adopt different operational structures in relation to the same generic value
chain. Some possible reasons or context for these structures being used are
discussed further below.

MNE A uses three different companies to perform very specific func-
tions across the value chain as follows:

Company 1 in Country A is an R&D company carrying out research
and also undertaking activities relating to the design of products for
the entire group. A company of this nature would employ technical
personnel such as engineers and scientists.

Company 2 in Country B is a fully-fledged manufacturing company
(i.e. not a limited-risk contract manufacturer, for example) and also
performs some functions related to the design and practical applica-
tion of its products.

Company 3 in Country C is responsible for the marketing, distribu-
tion and after-sales service functions of the group.

13
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MNE B uses two subsidiaries which perform some of the func-
tions across the value chain and the group also outsources some
of the activities to third parties:

Company 1 in Country A is an R&D company and carries out all the
research and design activities in relation to the company’s products.
This company is similar to Company 1 of MNE A, apart from the fact
that the design function is fully located in Company 1 and not partly
carried out by Company 2.

Company 2 in Country B is the company responsible for marketing
and customer service. This company is therefore the customer inter-
tace for the group. The MNE has decided to outsource the production
and distribution functions to third-party companies.

MNE C uses three companies to perform the same functions in
different geographical locations using intangibles developed by a
third party, which would typically be used by the group under licence.

1.3.3.5 In addition to understanding the value chain of an MNE, it is also
important to understand the context in which each of the companies within
the MNE contributes to the value chain, as this will ultimately be relevant in
analyzing the transfer pricing implications of the value chain.

1.3.3.6  For example, in MNE A’s structure noted above (see Figure 1.D.6
below) the same basic value chain is defined as Company 1 performing R&D,
Company 2 manufacturing, and Company 3 distributing the MNE’s prod-
ucts. At first sight, then, the companies appear to be performing the same
functions, but a deeper analysis is required to understand whether they are
indeed the same. The context in which these activities are performed may be
different depending on the legal and contractual arrangements between the
companies.

1.3.3.7 One possible context could be that Company 1 performs R&D at
its own risk, and is the legal owner of any intangible property developed
through that R&D; Company 2 acts as a limited-risk contract manufac-
turer through a contractual arrangement with Company 1, and Company
3 acts as a limited-risk distributor through a contractual arrangement with
Company 1. In this case, Company 1 is the legal owner of the intangible
property of the MNE, and bears substantial risk associated with the manu-
facturing and sales of the MNE’s products.

1.3.3.8 A different possible context for exactly the same basic value chain
could be that Company 1 performs R&D on a contract basis for Company 2,

14
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which is the legal owner of any intangible property developed through that
R&D; and Company 3 acts as a limited risk distributor through a contractual
arrangement with Company 2. In this case, Company 2 is the legal owner
of the intangible property of the MNE, and depending on the details of the
functional analysis, may be treated as bearing substantial risk associated
with the manufacturing and sales of the MNE’s products.

1.3.3.9 A different possible structure relating to the same basic value chain
could be that Company 1 performs R&D on a contract basis for Company 3,
which is the legal owner of any intangible property developed through that
R&D; and Company 2 acts as a limited risk contract manufacturer through
a contractual arrangement with Company 3. In this case, Company 3 is the
legal owner of the intangible property of the MNE, and depending on the
details of the functional analysis, may be treated as bearing substantial risk
associated with the manufacturing and sales of the MNE’s products.

1.3.3.10 These three different contexts are illustrated in the following
diagram. As will be discussed in subsequent chapters, each of these differ-
ent contexts would very likely result in different transfer pricing outcomes."?

1.3.3.11 Broadlyspeaking, MNEs’ business models range from decentralized
to centralized. There is no “one size fits all” solution. Under a decentralized
model, all separate business units (or legal entities) are self-contained, and
they typically only rely on limited services from the head office. In such a
model, local sales departments will be responsible for the full range of sales
activities, from business planning, marketing, customer acquisition, sales
and after sales, warehousing and distribution. Most risks associated with the
sales, including market risks and credit risks, will usually be assumed by the
local sales company under this type of structure.

1.3.3.12 The head office, in these models, generally provides high level
“steerage” or strategic direction. Similarly, local manufacturing departments
will usually be responsible for selecting raw materials, inventory manage-
ment, facility maintenance and optimization, running the plant, and selling

13 Contractual arrangements are not simply taken at face value by tax authori-
ties. For example, each of these different possible contexts of MNE A’s value
chain would be subject to evaluation to ensure that the economic substance of the
arrangements is consistent with the legal form of the arrangements, and that the
terms of the arrangements are at arm’s length.
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the manufactured products to the entities performing the sales function.
Entities often perform multiple functions, such as manufacturing, sales,
marketing, R&D and supporting functions.

Figure 1.D.6
Example: How Different Groups Could “Customize” the Generic
Value Chain
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Figure 1.D.7
Example of a Decentralized Business Model
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1.3.3.13 Ultimately, however, most multinationals are, to a greater or
lesser degree, integrated, i.e. centralized. Under an integrated model, the
headquarters may be responsible for setting out the strategy, for provid-
ing detailed instructions to local entities, managing R&D, marketing,
centralized back office services and other areas. Benefits of such an inte-
grated structure may include centralizing the allocation of scarce resources,
capital, and providing a single “face” to customers and investors. In such a
model, local offices have less autonomous decision making authority, and
fewer risks to manage.

1.3.3.14 Another approach for assessing an MNE’s business model is to
look at each entity’s functions, assets and risks, performing this evaluation
from the simpler entities to the more complex. A complex entity may own,
manage and develop intangibles and make key strategic decisions. A simpler
entity would normally undertake more routine tasks with lower risk such as
contract manufacturing or support service provision.

1.3.3.15 Inpracticethere are anumber of typical examples, or archetypes for
sales functions, manufacturing activities and support functions. Depending
on the type of activities and the level of risks assumed, the range of individ-
ual entity functions and the resulting individual entity profit potential may
vary. The diagram below depicts the relationship between functions, risks,
assets and profit potential.
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Figure 1.D.8
Example of a Centralized Business Model

HQ is principal in value chain, takes most management decisions and
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Central R&D
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Figure 1.D.9
The Relationship Between Functions, Risks, Assets and Profit Potential
A
Profit potential Entrepreneur/Principal
and volatility

Full risk entity

Limited risk distributor

>

Functions, risks and assets

1.3.3.16 A number of archetypes can be identified within the sales func-
tion. At one end of the spectrum is the example of a sales support service and,
at the other end, a full risk distributor. In between these examples different
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models are possible such as: sales agent/commissionaire, limited risk distrib-
utor, or licensed distributor (moving along the value chain from low to high).
A full risk distributor generally takes price and other market risks, stock
risks, credit risks and may in addition develop and license a trade name or
other intangible.

Figure 1.D.10
Different Types of Distribution Operations

A

Full risk distributor

Profit potential Limited risk distributor

and volatility

Sales agent/commissionaire

Sales support services

Functions, risks and assets

1.3.3.17 Different types of manufacturing operations can be identified in
the manufacturing function. Terms commonly used to identify the spec-
trum of archetypes, increasing in terms of manufacturing function and
the potential for profit, range from toll manufacturer to contract manufac-
turer, licensed manufacturer and ultimately the full risk manufacturer. The
lowest risk entity is likely to be a toll manufacturer, although a toll manu-
facturer, as with the other types of manufacturers, will likely retain the risk
of fixed asset investment and risks associated with sub-optimal utilization
of manufacturing capacity. In general, the entrepreneur retains title to both
raw materials and goods throughout the whole manufacturing process. The
entrepreneur buys the raw materials and bears inventory and sales risk, while
the toll manufacturer is primarily responsible for the management and effec-
tive utilization of the manufacturing site.

1.3.3.18 The following two examples draw upon the discussion above to
provide illustrations of how MNEs in specific industries might choose to
organize their operations.
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Figure 1.D.11
Different Types of Manufacturing Operations

A

Full risk manufacturer

Profit potential Licensed manufacturer

and volatility

Contract manufacturer

Toll manufacturer

Functions, risks and assets

Example 1: Fast-moving Consumer Goods

1.3.3.19 Fast-moving consumer goods (FMCG) are products that sell
quickly at relatively low cost—items such as confectionery, dairy products,
other foodstuffs and home and personal care products. Nearly everyone in
the developed and developing world uses some form of FMCGs every day.
They are the small-scale consumer purchases which are made at the kiosk,
produce stand, grocery store, supermarket or warehouse outlet. FMCGs have
short shelf lives, so, while the profit margin on individual FMCG sales may
be low, the volume of sales is expected to make up for it.

1.3.3.20 To become successful in the highly dynamic and innovative FMCG
segment, a company has to be acquainted with the consumer, brands, and
logistics, but also, it has to have a sound understanding of packaging and
product promotion.* Understanding consumer needs, and responding
to them quickly is a key element to success in the FMCG segment. FMCG
companies have to gain and maintain a deep understanding of consumers’
needs, lifestyles and spending patterns in the market targeted. The FMCG
company must adapt to the evolution of consumers’ shopping habits and
tastes in order to effectively place its products in the market.

14 Shaout, A., & Yousif, M. K. (2014). Employee Performance Appraisal System
Using Fuzzy Logic. International Journal of Computer Science & Information
Technology, 6(4), I - 19.
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1.3.3.21 Branding is a key element of success for FMCG companies. FMCG
companies rely on marketing, communications and other techniques to
establish and develop brand awareness and loyalty to their products. While
superior and innovative physical packaging notably attracts the consumer
and helps to convey the message of the brand in the stores, communica-
tions through different media and interactions with the consumers are also
important to create awareness outside retail outlets and ultimately induce
customers to make repeat purchases.

1.3.3.22 Controlling input and manufacturing costs is vitally important in
this business. This requires eflicient product sourcing, input logistics strate-
gies and innovative technology.

1.3.3.23  Another key factor in the FMCG sector is to have efficient, predict-
able and trustworthy distribution channels. While some retailers opt for
vertical integration (this is particularly relevant for developing coun-
tries, where distribution channels may not always be as structured as in
developed countries) others outsource logistics and warehousing services
to trusted third parties. Indeed, in some countries, quality logistics and
warehousing services with local knowledge and expertise are increasingly
available for businesses at relatively lower cost, enabling even small and
medium-sized enterprises to obtain these capabilities early in their busi-
ness cycle.

1.3.3.24 There are several ways an FMCG company can distribute its prod-
ucts to reach end-consumers, depending on the company’s level of vertical
integration and the number of intermediaries:

»  first, the simplest distribution channel is a direct sale from man-
ufacturers to consumers with no intermediary, often through an
online store;

»  second, there are distribution channels where there can be
one intermediary as the middleman between the producer and
consumer. An example is a brick-and-mortar retailer between
manufacturer and consumer. This retailer can be independent or
be part of the same group as the producer;

»  third, the distribution channel can involve two intermediaries
between producer and consumer. An example is a wholesaler
selling to a retailer which then sells to the consumer; and

»>  finally, there are distribution channels where an agent or broker
is used. Agents work on behalf of companies and deal primar-
ily with wholesalers. From here, the wholesalers sell to retailers
which then sell to consumers.
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1.3.3.25 These different types of distribution channels are summarized in
the following chart:

Figure 1.D.12
Different Types of Distribution Channels
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Example 2: Oil and Gas Industry

1.3.3.26 International Oil Companies (IOCs) are investor-owned,
market-oriented, and mainly aim to increase shareholder value. Various
degrees of size, specialization and integration exist in IOCs. Often, compa-
nies specialize in one or more individual industry segments, such as the
exploration and production, refining, transportation/distribution or
marketing segments. Many of the largest multinational oil and gas compa-
nies integrate all businesses and are referred to as “vertically integrated” oil
companies.'®

1.3.3.27 An example of a vertical integrated oil and gas company can be
depicted as per Figure 1.D.13 below:

1.3.3.28 The oil and gas industry is often considered to have two major
parts: “Upstream” activities—those related to the exploration and produc-
tion of crude oil and natural gas, and “Downstream” activities—those
related to the transportation, refining and marketing of oil and natural gas
and their products.'®

15 UN (2017). Handbook on Selected Issues for the Taxation of the Extrac-
tive Industries by Developing Countries. New York: UN Publishing. Available
from https://www.un.org/esa/ffd/wp-content/uploads/2018/05/Extractives-
Handbook_2017.pdf.

16 Sometimes the term “midstream” is also used — for example: “[a]ctivities
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Figure 1.D.13
Example of a Vertically Integrated Oil and Gas Company
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Source: International Tax and Investment Center (ITIC)

1.3.3.29 Within the two major business parts, there are often several differ-
ent organizational units representing different business lines. In Upstream,
a distinction may be made for example between “exploration” activities
and “production” activities, while in Downstream there may be a trading,
manufacturing or chemicals businesses. In a vertically integrated IOC, the
company may have multiple global businesses with different business models
and multiple cost centres.

1.3.3.30 Each different business line can have a different business model.
Certain activities can be centralized, for example service companies which
provide advice and services to operating companies, i.e. technical advice or
accounting services. The cost of those centralized services may be cost-shared
or directly charged to an operating company. The production of oil may be
completely decentralized.

connecting the pure upstream and downstream functions are sometimes referred
to as “midstream,” and consist of trading and transportation (by pipeline, rail,
barge, tanker or truck) storage, and wholesale marketing of crude oil, natural gas or
refined petroleum products”—UN (2017). Handbook on Selected Issues for Taxation
of the Extractive Industries by Developing Countries. New York: UN Publishing.
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1.3.3.31 The management of each production facility is typically respon-
sible for the performance and long-term viability of its own operations but
can draw on the experience of service companies and, through them, of
other group companies. Intangibles can be owned centrally, whereas R&D
centres around the globe might be doing research. Depending on the prod-
ucts and the manufacturing sites, different models may be used, including
contract manufacturing and toll-manufacturing models. And finally, once
products are sold to the market, all typical sales functions can be identified:
buy-sell distributors, licensed distributors, direct sales, in-market service
companies, etc.

1.4 Managing the Transfer Pricing Function in a
Multinational Enterprise

141 MNEs face challenges in managing their transfer pricing function.
While transfer pricing may be used in some MNEs for management control,
MNEs nevertheless are required to comply with the transfer pricing rules for
tax purposes in the countries in which they operate. The determination of
the transfer price affects the allocation of taxable income between the associ-
ated enterprises of an MNE.

1.4.2 Entities in an MNE conduct a global business that gives rise to oppor-
tunities to optimize the value chain of goods or services and they therefore
look for synergies. A challenge facing an MNE conducting a global busi-
ness with associated enterprises is whether the transfer pricing method used
for internal transactions is acceptable to the tax authorities in the countries
in which the MNE operates. The transfer pricing challenge becomes even
greater when the MNE has multiple global businesses with different business
models and multiple cost centres. The size of the MNE adds to the complexity.

1.4.3 Financial reporting for MNEs is informed by two decision trees. On
the one hand, corporate and tax law require an associated enterprise to deter-
mine its taxable income derived from a specific jurisdiction. On the other
hand, an MNE will usually need to determine for management purposes the
income and costs of its business lines, which, as the previous discussion shows,
can operate across several jurisdictions. In other words, while tax authori-
ties focus on an associated enterprise’s taxable income, an MNE’s managers
focus on income from their business lines. MNEs should develop and publi-
cize within the enterprise a global transfer pricing policy to help minimize
the risk of transfer pricing adjustments which may result in double taxation.

1.4.4 The allocation of profits and costs to the various legal structures is
based on the functions performed, assets employed and risks assumed
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(so-called “FAR analysis”). Since MNE groups consist of numerous associ-
ated enterprises it is very difficult to allocate the profits and costs to all the
separate legal entities, especially due to the absence of market forces. It is a
complex exercise to come up with a consistent and coherent global policy for
allocating results to the legal structures.

1.4.5 Transfer pricing rules based on the arm’s length principle allow
national tax authorities to make adjustments to the profits of an enterprise
where the terms of transactions between associated enterprises differ from
terms that would be agreed between unrelated enterprises in similar circum-
stances. If the income of an associated enterprise in Country A is increased
as a result of a transfer pricing adjustment, it would be reasonable to expect a
corresponding transfer pricing adjustment to reduce the income of the other
associated enterprise in Country B provided a consistent transfer pricing
evaluation is made by both countries.

1.4.6 However, if the tax authority of Country A makes a transfer pricing
adjustment, double taxation will occur if the tax authority of Country B does
not agree with the adjustment and does not allow a corresponding (down-
wards) adjustment. The risk is of “economic” double taxation, i.e. where
two different legal entities are taxed on the same profits. It is the task of the
transfer pricing function within an MNE to limit the risk of transfer pricing
adjustments and double taxation.

1.4.7 In principle, for an MNE, designing, implementing and document-
ing an appropriate transfer pricing policy should not be viewed solely as
a compliance issue. The main goal should be to develop a consistent and
principles-based global policy. A well-developed and consistently applied
transfer pricing policy should reduce an MNE’s risk of transfer pricing
adjustments and the potential for double taxation, thereby increasing prof-
itability by minimizing transfer pricing costs. Moreover, a global transfer
pricing policy may be used as evidence in negotiations with tax authorities
when transfer pricing disputes occur.

1.4.8 A comprehensive transfer pricing policy should cover four key areas.
Advisory;
Reporting;

Documentation; and

YV V V V

Audit support/dispute resolution.

1.4.9 Advising on transfer pricing matters requires a thorough knowledge
of an MNE’s business operations. There may be a misconception that the tax
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department makes the key business decisions within an MNE. In practice,
the business units of an MNE will identify business opportunities and a deci-
sion may be taken to exploit the opportunity if it fits within the MNE’s global
business strategy. Advice can be provided to minimize the risk of transfer
pricing adjustments and therefore optimize the business opportunity if the
tax department is involved in an MNE’s decision-making.

1.4.10 'There is an increasing level of detail required to meet each country’s
transfer pricing documentation requirements in the current global envi-
ronment. Most MNEs therefore prepare global and regional documentation
(master files) for their various global businesses. Global and regional reports
are prepared for local purposes (local files) based on the identified tax risks
for each country in which the MNE operates.

1.4.11 Tax authorities around the world are increasingly focused on trans-
fer pricing and on expanding their transfer pricing capabilities. MNEs have
to deal with the detailed, complex and potentially conflicting domestic trans-
fer pricing legislation in the countries in which they operate. Some countries
closely follow guidance from international bodies, others only implement
part of the guidance while some develop transfer pricing rules independently.

1.4.12 It should not be generally assumed that MNEs are not complying
with transfer pricing rules in order to obtain tax benefits. Corporate manage-
ment is under pressure to control corporate costs including tax costs; however
many MNEs, especially those with shares quoted on a stock exchange (listed
MNEs), may have published codes of conduct, a set of business principles,
or both. Some of these codes or principles may explicitly require that an
MNE must comply with the tax rules of the countries in which they operate.
Violations of these codes may result in severe consequences for a listed MNE.
Nevertheless, they should not be seen as a guarantee that there may not be a
disagreement about the proper application of the transfer pricing rules.

1.4.13  As transfer pricing is often referred to as “an art, not a science”,
the resulting uncertainty creates the potential for transfer pricing disputes,
even if the MNE is seeking to comply with domestic transfer pricing rules.
MNEs may invest in setting appropriate transfer prices and preparing
comprehensive documentation, but the risk that tax authorities disagree
with the approach taken may remain. This creates uncertainty for MNEs
and may result in costs associated with preparing additional documenta-
tion, managing tax audits and conducting litigation. Notwithstanding this,
there are cases where transfer prices are manipulated to shift profits from
one jurisdiction to another to gain tax benefits including low taxation or
no taxation.
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1.4.14 MNEs generally express a preference for transfer pricing rules if they
are able to achieve a globally consistent approach and eliminate the risk of
disputes. If an MNE’s transfer prices are adjusted in one country, result-
ing in higher taxable income, the associated enterprise in the other country
should in principle!” receive a “corresponding adjustment”, reducing its taxa-
ble income. Where, there is no corresponding adjustment in the absence of
a treaty or by express agreement through the treaty provisions, the MNE
will suffer double taxation. In this situation, the dispute is between two tax
authorities with the MNE seeking to have consistent transfer prices accepted
by both countries.

1.4.15 Where a transfer pricing adjustment is made by the tax authority,
Article 9 of the UN Model Tax Convention or the equivalent article in a bilat-
eral tax treaty (where applicable) provides for a corresponding adjustment to
be made in the other jurisdiction. However, in some cases there may be legit-
imate reasons why a corresponding adjustment is not given, or is less than
the original adjustment. In such a case, it is appropriate for the two countries
to enter into discussions under the mutual agreement procedure mechanism
provided for in Article 25 of the UN Model (or a corresponding provision in
an actual treaty) to try to resolve any double taxation which arises.

17UN and OECD Model Tax Conventions, Article 9 (Associated Enterprises).
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Part B

DESIGN PRINCIPLES AND
POLICY CONSIDERATIONS

2 Introduction to Transfer Pricing

2.1 What is Transfer Pricing?

2.1.1 General

2.1.1.1 'This chapter gives a brief outline of the subject of transfer pricing
and identifies several of the practical issues and concerns surrounding it,
especially the issues faced, and approaches taken by developing countries.
These are addressed in greater detail in later chapters.

2.1.1.2 A significant volume of global trade consists of international trans-
fers of goods and services, capital (such as money) and intangibles (such as
intellectual property) within an MNE; such transfers are called “intragroup
transactions”. There is evidence that intragroup trade has been growing
steadily since the mid-20th century.

2.1.1.3 In addition, transactions involving intangibles and multi-tiered
services constitute a rapidly growing proportion of an MNE’s commercial
transactions and have greatly increased the complexities involved in analyz-
ing and understanding such transactions.

2.1.1.4 The structure of transactions within an MNE® is determined by a
combination of the market and group driven forces which can differ from the
open market conditions operating between independent entities. A large and
growing number of intragroup transactions may therefore not be governed
entirely by market forces but will largely be driven by the common inter-
ests of the entities of a group. Since tax calculations are generally based on
entity-level accounts, the prices or other conditions at which these intra-
group transactions take place will affect the relevant entities’ income and/or
expenses in relation to those transactions, and as a consequence, will impact
on the amount of profit each group entity records for tax purposes.

18 For transfer pricing purposes, the component parts of an MNE, such as
companies, are called “associated enterprises”.
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2.1.1.5 It therefore becomes important to establish the appropriate price,
called the “transfer price”, for intragroup transfers. “Transfer pricing” is the
general term for the pricing of transactions between related parties. Transfer
pricing refers to the setting of prices'*for transactions between associated
enterprises (i.e. members of the same MNE) involving the transfer of prop-
erty or services. These transactions are also referred to as “controlled” trans-
actions, as distinct from “uncontrolled” transactions between persons that
are not associated with each other and can be assumed to operate indepen-
dently (“on an arm’s length basis”) in setting terms and conditions for such
transactions.

2.1.1.6 Transfer pricing does not necessarily involve tax avoidance, as the
need to set such prices is a normal aspect of how MNEs must operate. Where
the pricing does not accord with internationally applicable norms or with
the arm’s length principle under domestic law, the tax administration may
consider this to be “mis-pricing”, “incorrect pricing”, “unjustified pricing”
or non-arm’s length pricing, and issues of tax avoidance and evasion may

potentially arise.

2.1.2 Examples

2.1.2.1 Example 1: Solid State Drive Manufacturer

The X Group is in the business of selling computers. The group as a
whole is profit making. The parent company, located in Country A, buys
“solid state drives” from its subsidiary in Country B. The price the parent
company in Country A pays its subsidiary company in Country B (the
“transfer price”) will determine how much profit the subsidiary reports
in Country B and how much local income tax it pays. If the parent com-
pany pays the subsidiary a price that is lower than the appropriate arm’s
length price, the subsidiary may appear to be in financial difficulty, even
if the group as a whole shows a reasonable profit margin when the com-
pleted computer is sold.

Country A’s tax authorities might agree with the profit reported at their
end by the parent company, but their Country B counterparts may not
agree—they may not have the expected profit to tax on their side of the

19However, in most cases the transfer pricing analysis will end after an
appropriate profit margin has been determined. See Chapter 4 of this Manual for a
discussion on Transfer Pricing Methods.
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operation. If the parent company in Country A had purchased its drives
from an independent company in Country B under comparable circum-
stances, it would pay the market price, and the supplier would pay taxes
on its own profits in the normal way. From this analysis, and assuming
that Country A’s income tax rate is lower than Country B’s, the fact that
higher profits will be reported in Country A may result in the presump-
tion that the transfer price was fixed at below the arm’s length amount in
order to minimize the group’s income tax incidence.

Accordingly, when the various parts of the organization are under some
form of common control, it may mean that transfer prices are not subject
to the full play of market forces and the correct arm’s length price, or at
least an “arm’s length range” of prices, needs to be arrived at.

2.1.2.2 Example 2: Luxury Watch Manufacturer

A luxury watch manufacturer (Group Y) in Country A distributes
its watches through a subsidiary in Country B. It is assumed that the
watch costs $1400 to make and it costs the Country B subsidiary $100
to distribute it. The company in Country A sets a transfer price of $1500
and the subsidiary in Country B retails the watch at $1600 in Country
B. Overall, the company has thus made $100 in profit, on which it is
expected to pay tax.

However, when the subsidiary is audited by Country B’s tax authorities,
they notice that the distributor itself does not earn any profit: the $1500
transfer price plus the distributor’s $100 distribution costs are exactly
equal to the $1600 retail price. Country B’s tax authorities consider that
the transfer price should be set at $1400 so that the distributor can make
a profit (in this case $100) that would be subject to tax in Country B.

This poses a problem for MNE Y, as it is already paying tax in Country A
on the $100 profit per watch shown in its accounts. Thus, while MNE Y
has earned a total profit of only $100, it is paying tax on a total of $200,
$100 in Country A and $100 in Country B.

As a result, the MNE can end up paying income tax twice on the same
profits. The difference of opinion between Country A and Country B
about what constitutes the appropriate transfer price for the watch can
lead to economic double taxation.
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2.1.3 Summary of Transfer Pricing Concept

2.1.3.1 Transfer prices may also affect the measurement of the performance
of individual entities in an MNE. The individual entities within a multina-
tional group may be separate profit centres and transfer prices are required
to determine the profitability of the entities. However, not every entity would
necessarily make a profit or loss under arm’s length conditions. Rationally,
an entity having a view to its own interests as a distinct legal entity would
only acquire products or services from an associated entity if the purchase
price was equal to, or cheaper than, prices being charged by unrelated suppli-
ers. This principle applies, conversely, in relation to an entity providing a
product or service; it would rationally only sell products or services to an
associated entity if the sale price was equal to, or higher than, prices paid
by unrelated purchasers. On this basis prices should gravitate towards the
“arm’s length price”, i.e. the price that would be agreed upon between unre-
lated parties in similar circumstances.

2.1.3.2  While the foregoing explanation of transfer pricing sounds logical
and simple enough, arriving at an appropriate transfer price may be a complex
task, particularly because of the difficulties encountered in respect of certain
transactions, e.g., in identifying and valuing intangibles transferred and/or
services provided. For example, intangibles could be of different types such
as industrial assets like patents, trade names, designs or models, literary and
artistic property rights, know-how or trade secrets, which may or may not
be reflected in the accounts of the company. There are thus many complex-
ities involved in dealing with transfer pricing in cross-border transactions
between MNE entities.

2.2 Basic Issues Underlying Transfer Pricing

2.2.1 Transfer prices serve to determine the income of the entities or parties
involved in the cross-border transaction. A higher price increases the seller’s
income and decreases the buyer’s income. A lower price decreases the seller’s
income and increases the buyer’s income. The transfer price therefore influ-
ences the tax base of both the country of the seller and the country of the
buyer involved in a cross-border transaction.

2.2.2  From ataxation perspective, in any cross-border scenario, the parties
involved are the relevant entities of the MNE along with the tax authorities
of the countries involved in the transaction. When one country’s tax author-
ity adjusts the profit of a member firm of the MNE by adjusting the transfer
price of a controlled transaction, this may have an effect on the tax base of
another country; see 1.4.14 and 1.4.15 for a summary of the issues that may
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arise. Accordingly, cross-border situations involve issues related to jurisdic-
tion, allocation of income, and valuation.

2.2.3 The key issues are: (i) which government should tax the income of
the group entities engaged in the transaction, and (ii) what happens if both
governments claim the right to tax the same income? If economic activities
in more than one country contribute to the MNE’s profits, should one of the
governments give tax relief to prevent double taxation of the MNE’s income,
and if so, which government should give such relief?

2.2.4 An added issue relates to the motivation for transfer pricing manip-
ulation. MNEs may engage in practices that seek to reduce their overall tax
bills. This may involve profit shifting through non-arm’s length transfer pric-
ing in order to reduce the aggregate tax burden of the MNE. However, while
reduction of taxes may be a motive influencing the MNE in setting trans-
fer prices for intragroup transactions, it is not the only factor that deter-
mines transfer pricing policies and practices; see 1.4.1. et seq. for a detailed
discussion.

2.2.5 The aim of non-arm’s length transfer pricing in such cases may be to
reduce an MNE’s worldwide taxes. This can be achieved by shifting profits
from associated entities in higher tax countries to associated entities in rela-
tively lower tax countries through either undercharging or overcharging the
associated entity for products or services. For example, if the parent company
in an MNE has a tax rate in its residence country of 30 per cent, and if a
subsidiary of that parent company is resident in another country which has a
tax rate of 20 per cent, the parent may have an incentive to shift profits to its
subsidiary to reduce its tax rate on these amounts from 30 per cent to 20 per
cent. This may be achieved by the parent being overcharged for the acquisi-
tion of property and services from its subsidiary.

2.2.6 While the most obvious motivation may be to reduce the MNE’s
global effective tax rate, other factors may influence transfer pricing deci-
sions, such as the imputation of tax benefits in the parent company’s country
of residence. See further 1.4.1. et seq.

2.2.7 A further motivation for an MNE to engage in such practices is to
use a tax benefit, such as a tax loss, in a jurisdiction in which it operates.
This may be either a current year loss or a loss that has been carried forward
from a prior year by an associated company. In some cases, a group company
may wish to take advantage of an associated company’s tax losses before they
expire, in situations where losses can only be carried forward for a certain
number of years. Even if there are no restrictions on carrying forward tax
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losses by an associated company, the group company has an incentive to use
the losses as quickly as possible. In other words, profits may sometimes be
shifted to certain countries in order to obtain specific tax benefits.

2.2.8 MNEs operate on a global basis and entities comprising the MNE may
share common resources and overhead expenses. From the perspective of the
MNE these resources need to be allocated with maximum efficiency in an
optimal manner.

2.29 From the government’s perspective, the allocation of costs and
income from the MNE’s resources is an essential element in calculating the
tax payable. There can thus be a dispute between countries in the allocation
of costs and resources, owing to each of the countries having the objective
of securing the tax base in its jurisdiction. Where none of the relevant coun-
tries permit a tax deduction for legitimate business expenses incurred by the
MNE, double taxation can result.

2.2.10 From the MNE’s perspective, any trade or taxation barriers in the
countries in which it operates raise the MNE’s transaction costs while distort-
ing the allocation of resources. Furthermore, many of the common resources
which are a source of competitive advantage to an MNE cannot be separated
from the income of the MNE’s members for tax purposes. This is especially
true in the case of intangibles and service-related intragroup transactions.

2.2.11 Mere allocation of income and expenses to one or more members of
the MNE is not sufficient; the income and expenses must also be valued. A
key issue of transfer pricing is therefore the valuation of intragroup transfers.

2.2.12 As MNEs are integrated structures with the ability to exploit inter-
national differentials and to utilize economies of integration not available to
stand-alone entities, transfer prices within the group may not always be the
prices that unrelated parties negotiate for similar transactions. See 2.5.5 for a
discussion of MNE Group synergies.

2.2.13 International tax issues, especially transfer pricing related issues,
throw open a number of challenges, the complexity and magnitude of which
are often especially daunting for tax administrations with limited capacity or
experience to deal with such issues.

2.2.14 One such complex yet pressing issue, especially given the exponen-
tial rise of the digital economy, is arriving at the appropriate arm’s length
price for transactions involving intangibles. Intangibles are often unique,
mobile and difficult to value and this presents unique problems for taxpayers
and tax authorities alike.
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2.2.15 Transfer pricing issues related to business restructuring and intra-
group services also present special challenges. Transfer pricing documen-
tation requirements for MNEs continue to be a key focus area given the
evolution of stringent documentation standards, including CbC reporting,
not to mention the increasing information exchange between governments
on international transactions. These basic and critical transfer pricing issues
are addressed in detail in this Manual in separate chapters.

2.2.16 Overall, it should be clear that transfer pricing rules are essential for
countries in order to protect their tax base, to eliminate double taxation and
to enhance cross-border trade. For developing countries, transfer pricing
rules are essential to provide a climate of certainty and an environment for
increased cross-border trade while at the same time ensuring that the coun-
try is not losing out on critical tax revenue. Transfer pricing is thus of para-
mount importance and detailed transfer pricing rules are essential.

2.3 Evolution of Transfer Pricing

2.3.1 This section aims to briefly trace the history and the reasons for trans-
fer pricing taxation regimes. It is important to note that transfer pricing
essentially involves the application of economic principles to a fluid market-
place. Thus, new approaches and techniques that help arrive at the appropri-
ate transfer price from the perspective of one or more factors in the system
continue to be developed.

2.3.2 Transfer pricing rules are based on and implement the provisions of
the Associated Enterprises Article (generally Article 9) of most bilateral tax
treaties. The basic provisions of Article 9, and the arm’s length principle on
which that Article is based, were developed by the League of Nations in the
1920s and have been a feature of the international tax system ever since.

2.3.3 'The OECD Transfer Pricing Guidelines, as amended and updated,
were first published in 1995 to provide an authoritative and internationally
agreed interpretation of the OECD Model Treaty and the largely identical
provisions of the UN Double Tax Convention, both of which are based on
the earlier League of Nations agreements. The 1995 publication of the OECD
Transfer Pricing Guidelines followed previous OECD reports on transfer
pricing in 1979 and 1984. The OECD Transfer Pricing Guidelines represent
a consensus among OECD Members (mostly developed countries) and have
largely been followed in domestic transfer pricing regulations of these coun-
tries. Another influential interpretation of the arm’s length principle which
has evolved over time is represented by the USA Transfer Pricing Regulations
(26 USC section 1.482).
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2.3.4 From a financial perspective, transfer pricing is probably the most
important cross-border tax issue globally. This is partly because the term
“MNE” not only covers large corporate groups but also smaller groups with
one or more subsidiaries or permanent establishments (PEs) in countries
other than those where the parent company or head office is located.

2.3.5 The ongoing and continuous relocation of the production of compo-
nents and finished products to particular countries; the rise of many new
economies in the developing countries with their infrastructure, skilled
labour, low production costs, conducive economic climate etc; the
round-the-clock trading in financial instruments and commodities; and the
rise of e-commerce and Internet-based business models are a few of the many
reasons why transfer pricing has become such a high profile issue over the
past couple of decades.

2.3.6 Other considerations have also had an impact on the importance
of transfer pricing. Some developed countries have tightened their transfer
pricing legislation to address the issue of foreign enterprises active in their
countries paying lower tax than comparable domestic groups. Some develop-
ing countries have introduced equally exhaustive transfer pricing regulations
in their countries to keep their tax bases intact. Other developing countries
are recognizing that they need to effectively address the challenges of trans-
fer pricing in some way.

2.3.7 Countries with less sophisticated tax systems and administrations
run the risk of absorbing the effect of stronger enforcement of transfer pric-
ing in developed countries. This in effect results in such countries paying
at least some of the MNESs’ tax costs in their countries; to avoid this, many
countries have introduced transfer pricing rules.

2.3.8 The G20/OECD Base Erosion and Profit Shifting (BEPS) Project
resulted in the release, in 2015, of final reports on measures based on 15
Actions. Among other things, the BEPS reports contain extensive revisions
of the OECD Transfer Pricing Guidelines, provide model provisions to
prevent treaty abuse, call for standardized country-by-country reporting in
documentation requirements, elucidate a peer review process for addressing
harmful tax practices and endorse a minimum standard to secure progress
on dispute resolution. They also made other detailed recommendations.?

2.3.9 While the OECD BEPS initiative, theoretically, is aimed at revamping

international tax standards to keep pace with the changing global business

20https://www.oecd.org/ctp/beps-2015-final-reports.htm
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environment, the practical implementation of such measures is dependent
on the individual countries making necessary changes to their domestic
laws as well as modifying treaty provisions with other countries and doing
all of this in a coordinated manner. Towards accomplishing this objective,
the OECD/G20 Inclusive Framework on BEPS, with a membership includ-
ing about 70% of non-OECD and non-G20 countries from all geographic
regions, was set up in 2016. The members of the Inclusive Framework are
collaborating on the implementation of the 15 measures to tackle tax avoid-
ance, improve the coherence of international tax rules, and ensure a more
transparent tax environment.*!

2.4 The Arm’s Length Principle in Transfer Pricing

24.1 Legal Basis of the Arm’s Length Principle
2.4.1.1 The UN Model Tax Convention Article 9(1) states the following:
“Where:

(a) an enterprise of a Contracting State participates directly or indi-
rectly in the management, control or capital of an enterprise of the
other Contracting State, or (b) the same persons participate directly
or indirectly in the management, control or capital of an enterprise of
a Contracting State and an enterprise of the other Contracting State,
and in either case conditions are made or imposed between the two
enterprises in their commercial or financial relations which differ
from those which would be made between independent enterprises,
then any profits which would, but for those conditions, have accrued
to one of the enterprises, but, by reason of these conditions, have not
so accrued, may be included in the profits of that enterprise and taxed
accordingly”.??
2.4.1.2 In other words, the transactions between two related parties should
reflect the outcome that would have been achieved if the parties were not
related i.e. if the parties were independent of each other and the outcome
(price or margins) was determined by (open) market forces. This is the basis
of the “arm’s length principle”. The principle set out above in the UN Model
has also been reiterated in the OECD Model Tax Convention and the OECD
Transfer Pricing Guidelines as supplemented and amended.

21See https://www.oecd.org/tax/beps/about/

22UN (2017). United Nations Model Double Taxation Convention between
Developed and Developing Countries. New York: UN Publications. Available from
https://www.un.org/esa/ftd/wp-content/uploads/2018/05/MDT_2017.pdf
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2.4.1.3 'The arm’s length principle is thus the generally accepted guiding
principle in establishing an appropriate transfer price under Article 9 of the
UN Model. The arm’s length principle by itself is not new; it has its origins
in contract law to arrange an equitable agreement that will stand up to legal
scrutiny, even though the parties involved may have shared interests.

2.4.14 Under the arm’s length principle, transactions within a group are
compared to transactions between unrelated entities under comparable
circumstances to determine acceptable transfer prices. Thus, the market-
place comprising independent entities is the measure or benchmark for veri-
fying the transfer prices for intragroup transactions and their acceptability
for tax purposes.

2.4.1.5 The rationale for the arm’s length principle itself is that because the
market governs most of the transactions in an economy it is appropriate to
treat intragroup transactions as equivalent to those between independent
entities. Under the arm’s length principle, intragroup transactions are tested
and may be adjusted if the transfer prices or other terms of the transactions
are found to deviate from those of comparable uncontrolled transactions.
The arm’s length principle is argued to be acceptable to everyone concerned
as it uses the marketplace as the norm.

2.4.1.6  Article 9(2) of the UN Model also requires that when the tax author-
ities of a Contracting State make a transfer pricing adjustment to reflect the
application of the arm’s length principle to the taxpayer’s related party trans-
actions, the other Contracting State should make an appropriate “corre-
sponding adjustment” in order to avoid double taxation. The competent
authorities® of the Contracting States are to consult with each other, if
necessary, in determining an agreed adjustment.

2.4.1.7 The UN Model contains provisions (Article 9(3)) which stipulate
that a Contracting State is not required to make the corresponding adjust-
ment referred to in Article 9(2) where judicial, administrative or other legal
proceedings have resulted in a final ruling that, by the actions giving rise to
an adjustment of profits under Article 9(1), one of the enterprises concerned
is liable to a penalty with respect to fraud, or to gross or wilful default.

2.4.1.8 An argument in favour of using the arm’s length principle is that
it is geographically neutral, as it treats profits from investments in different
places in a similar manner. However, this claim of neutrality is conditional on
consistent rules and administration of the arm’s length principle throughout

23Officials designated by countries to discuss treaty and other international
tax-related issues with each other.
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the jurisdictions in which an international enterprise operates. In the absence
of consistent rules and administration, international enterprises may have an
incentive to avoid taxation through transfer pricing manipulation.

2.4.2 Application of the Arm’s Length Principle

2.4.2.1 While it is relatively easy to describe the arm’s length princi-
ple, establishing guidelines on the practical application of the principle is
a complex task. Practical application of the arm’s length principle requires
identification of reliable comparable transactions.

2.4.2.2 'The example below illustrates a situation where the arm’s length
principle needs to be applied:

Example: Automobile Seat Manufacturer

Assume a Corporation P (parent) manufactures automobile seats in
Country A, then sells the finished seats to its Subsidiary S in Country
B which in turn sells those finished seats to unrelated parties (e.g. the
public at large) in Country B. In such a case S’s taxable profits are deter-
mined by the sale price of the seats to the unrelated parties minus the
price at which the seats were obtained from its parent corporation (cost
of goods sold in the accounts of S, in this case the transfer price) and its
expenses other than the cost of goods sold.

If Country A where the seats are manufactured has a tax rate much lower
than the tax rate in Country B where the seats are sold to unrelated par-
ties, then perhaps the group would have an incentive to book as much
profit as possible in the hands of Corporation P in Country A by over-
valuing the sale price of the seats (the transfer price) to its Subsidiary S
in Country B. If the tax rate was higher in Country A than in Country
B, then perhaps the group would have an incentive to under-price the
seats to Subsidiary S in Country B and thus concentrate the profits in
Country B.

Based on these facts, it is seen that when associated enterprises deal with
each other their commercial or financial relations may not be directly
affected by market forces but may be influenced more by other consid-
erations (see the caution at 2.4.2.3). The arm’s length principle therefore
seeks to determine whether the transactions between related taxpayers
(in this case Corporation P and its Subsidiary S) are appropriately priced
to reflect their true tax liability by comparing them to similar transac-
tions that take place at arm’s length between unrelated taxpayers.
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2.4.2.3 Intangibles can present a unique challenge when applying the arm’s
length principle due to the fact that intangibles may be difficult to identify,
value and find comparables for.

2.4.2.4 In practice, various factors can affect the arm’s length price. These
factors range from government policies and regulations to cash flows of the
entities in the MNE.

2.4.2.5 'There should not be an implicit assumption on the part of the tax
authorities that there is profit manipulation by the MNE simply because
there is an adjustment to approximate the arm’s length transaction; any such
adjustment may arise irrespective of the contractual terms between the enti-
ties. Another incorrect assumption, sometimes made in practice, is that the
commercial or financial relations between associated enterprises and in the
marketplace will always be different and at odds with each other.

2.4.2.6 In many cases the MNEs themselves may have an incentive to set
an arm’s length price for their intragroup transactions so as to judge the true
performance of their underlying entities.

2.4.2.7 The arm’s length principle has been widely accepted and is imple-
mented into most transfer pricing legislation across the world. Overall, the
underlying idea behind the arm’s length principle is the attempt to place
transactions, both uncontrolled and controlled, on equal terms with respect
to the tax advantages (or disadvantages) that they create. This is done by
comparing the prices and other conditions of a related party transaction
with the prices and other conditions of comparable uncontrolled transac-
tions between unrelated parties.

2.4.2.8 'The practical application of the arm’s length principle typically
involves the following processes or steps, and considerations, among others:

Y

Comparability analysis;

Evaluation of transactions;

Evaluation of separate and combined transactions;

Use of an arm’s length range or a central point in the range;
Use of multiple year data;

Losses;

Location savings and location rents;

Intentional set-offs; and

YV VV V VYV VY VY V

Use of customs valuation.
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2.4.2.9 The detailed processes for making these comparisons are discussed
in Chapter 3 of this Manual on Comparability Analysis.

2.4.2.10 The transfer pricing methods used in making the relevant compar-
isons are dealt with comprehensively in Chapter 4. It is, however, important
to note at the outset that there is no single transfer pricing method which is
generally applicable in every possible situation.

2.4.2.11 Computing an arm’s length price using transfer pricing analysis is
a complex task. The task requires effort and goodwill from both the taxpayer
and the tax authorities in terms of documentation, groundwork, analysis and
research; comparables play a critical role. This Manual seeks to assist devel-
oping countries in that task as much as possible, but it has to be recognized
that the task will rarely be a simple one. The issue of lack of comparables is
explored further in Chapter 3 of this Manual on Comparability Analysis.

2.4.2.12 A possible alternative to the arm’s length principle might be a
Global Formulary Apportionment Method, which would allocate the global
profits of an MNE group among the associated enterprises on the basis of a
multi-factor weighted formula (using factors such as property, payroll and
sales for example, or such other factors as may be defined when adopting the
formula). A formulary apportionment approach is currently used by some
states of the USA, cantons of Switzerland and provinces of Canada. The EU
is also considering an optional formulary approach to harmonize its corpo-
rate taxes under the Common Consolidated Corporate Tax Base (CCCTB) -
or what is now the Common Corporate Tax Base (CCTB) - initiative.

2.5. Transfer Pricing as a Current and Future Issue

2.5.1 General Issues with Transfer Pricing

2.5.1.1 Several issues arise when applying the arm’s length principle to the
domestic realities of developing countries. The high level of integration of
international enterprises, the proliferation of intragroup trading in intangi-
bles and services and the use of sophisticated financing arrangements have
increasingly made the arm’s length principle difficult to apply in practice.

2.5.1.2 Increasing globalization, sophisticated communication systems
and information technology allow an MNE group to control the operations
of its various subsidiaries remotely. Trade between associated enterprises
often involves intangibles. The nature of the world on which international
tax principles are based has changed significantly. All these issues raise chal-
lenges in applying the arm’s length concept to the globalized and integrated
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operations of international enterprises. Overall, it is clear that in the 21st
century there are real challenges in applying the arm’s length principle to
allocate the income of highly integrated international enterprises.

2.5.1.3 TItis widely accepted that transfer pricing is not an exact science and
that the application of transfer pricing methods requires the application of
information, skill and judgement by both taxpayers and tax authorities. In
view of the skill, information and resource “gaps” in many developing coun-
tries, this can be very difficult for those countries; the task often requires the
best trained officers, who may leave the tax department after acquiring special-
ist skills. The intention of this Manual is to play a part in reducing those gaps.

2.5.2 Transfer Pricing and Developing Countries

2.5.2.1 For all countries, but particularly for many developing countries,
equipping an administration to deal fairly and effectively with transfer pric-
ing issues presents significant challenges.

2.5.2.2  Some of the specific challenges that many developing countries face
in dealing effectively with transfer pricing issues (and which will be dealt
with in more detail later in this Manual) are listed below.

2.5.3 Lack of Comparables

2.5.3.1 One of the foundations of the arm’s length principle is examining
the pricing of comparable transactions. Proper comparability is often diffi-
cult to achieve in practice, a factor which in the view of many weakens the
continued validity of the principle itself. The fact is that many of the generally
accepted transfer pricing methods directly rely on comparables (see Chapters
3 and 4). It is often extremely difficult in practice, especially in some develop-
ing countries, to obtain adequate information to apply the arm’s length prin-
ciple for the following reasons:

»  There tend to be fewer organized operators in any given sector in
developing countries; thus, finding proper comparable data can
be very difficult;

»>  The comparable information in developing countries may be
incomplete and in a form which is difficult to analyze, as the
resources and processes are not available. In the worst case,
information about independent enterprises may simply not
exist. Databases relied on in transfer pricing analysis tend to
focus on developed country data that may not be relevant to
developing country markets (at least without resource and
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information-intensive adjustments), and in any event are usually
very costly to access; and

»  Transition countries whose economies have just opened up or
are in the process of opening up may have “first mover” compa-
nies who have come into existence in many sectors. In such cases
there would be an inevitable lack of comparables.

2.5.3.2  Given these issues, critics of the current transfer pricing methods
equate finding a satisfactory comparable to finding a needle in a haystack.
Overall, it is quite clear that finding appropriate comparables in developing
countries for analysis is quite possibly the biggest practical problem currently
faced by enterprises and tax authorities alike, but the aim of this Manual is to
assist that process in a practical way. The Toolkit produced by the Platform for
Collaboration on Tax, a joint initiative of the IMF, OECD, UN and World Bank
Group** provides additional guidance on this issue. Chapter 3 of this Manual
provides analysis and practical examples on Comparability Analysis.

2.54 Lack of Experience and Requisite Skill Sets

2.5.4.1 Transfer pricing analysis is complex and time-consuming, often
requiring time and attention from some of the most skilled and valuable
human resources in both MNEs and tax administrations. Transfer pricing
reports often run into hundreds of pages with many legal and accounting
experts employed to create them. This kind of complexity and knowledge
requirement puts tremendous strain on both the tax authorities and the
taxpayers, especially in developing countries where resources tend to be
scarce and the appropriate training in such a specialized area is not readily
available. Notwithstanding the difficulties, many developing countries have
made substantial progress in creating requisite skill sets and building capac-
ity, while also protecting their tax base.

2.5.4.2 'This Manual provides, at Part C, detailed guidance on the develop-
ment of capacity and the organization of transfer pricing capacity for devel-
oping countries.

24PCT (2017). A Toolkit for Addressing Difficulties in Accessing Comparables
Data for Transfer Pricing Analyses. Washington: PCT. Available from https://www.
tax-platform.org/sites/pct/files/publications/116573-REVISED-PUBLIC-toolKkit-
on-comparability-and-mineral-pricing.pdf. This toolkit sets out in greater detail a
number of strategies designed to address the issue of a lack of comparables data. See
also Chapter 4 of this Manual for a discussion of transfer pricing methods, some of
which do not rely on the identification of comparables. This toolkit is also available
in French, Spanish and Russian.
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2.5.5 Treatment of MNE Group Synergies

2.5.51 MNE groups and the associated enterprises that comprise such
groups may benefit from interactions or synergies among group members
which are not generally available to independent enterprises. As explained
above, MNE groups are able to minimize their costs through their integra-
tion economies, which are not available to domestic firms (see 1.2.7). Such
group synergies can arise, for example, as a result of streamlined manage-
ment, elimination of costly duplication of effort, economies of scale, inte-
grated systems, purchasing or borrowing power. Such group synergies are
often favourable to the group as a whole and therefore may heighten the aggre-
gate profits earned by group members compared to independent enterprises.

2.5.5.2 In other circumstances, however, integration economies of MNE
groups can lead to reduced competitiveness (see 1.2.15). The MNE group may
not have a competitive edge in performing functions in-house compared to
outsourcing functions to specialized firms, the size and scope of corporate
operations may create bureaucratic barriers not faced by smaller and more
nimble enterprises, or one portion of the business may be forced to work with
systems that are not the most efficient for its business because of group-wide
standards established by the MNE group.

2.5.5.3 Paragraphs 5.2.6.15 to 5.2.6.21 discuss passive association and inci-
dental benefits in the context of intragroup services. The guidance explains
that an associated enterprise should not be considered to receive an intra-
group service or be required to make any payment when it obtains benefits
attributable solely to being part of a larger MNE group. The benefits of asso-
ciation with an MNE group are not a chargeable service for the members
of the MNE group. The key feature of this kind of incidental benefit is that
it is passive and cannot be attributed to a deliberate concerted action taken
by another member of the MNE group. On the other hand, a deliberate
concerted action involves one associated enterprise performing functions,
using assets, or assuming risks for the benefit of one or more other associated
enterprises, such that an arm’s length compensation is required.

2.5.5.4 A thorough functional and comparability analysis will include the
topic of whether group synergies arise. This analysis will show the nature and
source of the synergistic benefit or burden, and whether the synergistic bene-
fit or burden arises through deliberate concerted group actions. The differ-
ence between deliberate concerted action and benefits of passive association
may be illustrated by the differences in the following scenarios.

2.5.5.5 1In the first example, a central purchasing manager at the parent
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company or regional management centre performs a service by negotiating
a group-wide discount with a supplier on the condition of achieving mini-
mum group-wide purchasing levels. Group members then purchase from
that supplier and obtain the discount. In this case deliberate concerted group
action has occurred notwithstanding the absence of specific purchase and
sale transactions among group members.

2.5.5.6  Where a supplier unilaterally offers one member of a group a favour-
able price in the hope of attracting business from other group members,
however, no deliberate concerted group action would have occurred. The
favourable price is instead a synergistic effect that may be a comparability
factor relating to the economic circumstances of the group member. In the
first scenario, the deliberate concerted action of negotiating a group-wide
discount is a service that should be appropriately rewarded. However, the
benefits of those large-scale purchasing synergies should typically be shared
by the members of the group in proportion to their purchase volumes.

2.5.5.7 Another example relates to lower interest costs, as discussed further
in the section on financial transactions. Company Q may benefit from credit
terms from third-party lenders that are more favourable than those obtained
by otherwise similar independent enterprises because it is part of MNE X.
Third-party lenders may conclude that Company Q is less likely to present
credit risk because the MNE is likely to support Company P and prevent
default. However, the third-party lenders have obtained no explicit guarantees
from MNE X. Company P thus receives a passive, incidental benefit that cannot
be attributed to a deliberate concerted action of any member of the MNE X.
Instead the implicit support is a synergistic effect that may be a comparabil-
ity factor relating to the economic circumstances of Company Q. In contrast,
if the parent company of MNE X, Company X, provides a formal guarantee to
the third-party lenders as an inducement to offer enhanced terms to Company
Q, then Company X would be party to a deliberate concerted action in which it
performs functions, uses assets, and assumes risks for the benefit of Company
Q, such that arm’s length compensation is required.

2.5.5.8 The analysis of group centralized procurement activities will often
require assessment of group synergies. Assume that MNE X decides to
implement a policy of cost savings by centralizing procurement functions in
Company P. Company P acts to aggregate purchase orders for raw materials
on behalf of group members, and thereby is able to take advantage of volume
discounts that arise solely because of the MNE’s aggregated purchasing. The
relevant associated enterprises of MNE X buy the raw materials at the price
negotiated by Company P. In this scenario, Company P performs a deliberate
concerted action for which an arm’s length fee should be paid by the relevant
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associated enterprises benefitting from the procurement service. However,
Company P is not entitled to retain any part of the discounts. Any volume
effect on the price of raw materials is contributed by the buying power of the
associated enterprises that allow Company P to aggregate their requirements
for the goods. The volume benefit should accrue to the associated enterprises
contributing the buying power, less the fee payable to Company P. See 5.6. for
additional guidance on how to analyze centralized procurement activities,
the factors that may affect compensation for those activities, and the transfer
pricing methods that may be appropriate.

2.5.6 Complexity

2.5.6.1 Transfer pricing rules continue to evolve in line with the way of
doing business and increased globalization. Countries around the world
are implementing transfer pricing rules to deal with complex transactions
and structures adopted by MNEs. Transfer pricing compliance may involve
expensive databases and the associated expertise to handle the data. Transfer
pricing audits need to be performed on a case-by-case basis and are often
complex and costly tasks for all parties concerned.

2.5.6.2 Indeveloping countries many taxpayers may not have the resources
to prepare detailed and complex transfer pricing reports and comply with
the transfer pricing regulations. Similarly, the tax authorities of many devel-
oping countries do not have sufficient resources to examine the facts and
circumstances of each and every case so as to determine the acceptable trans-
fer price, especially in cases where there is a lack of comparables. Resource
limitations of both governments and taxpayers may be especially evident
when disputes between taxpayers and governments arise.

2.5.6.3 In case of disputes between the revenue authorities of two coun-
tries, the currently available prescribed option is the Mutual Agreement
Procedure. This process can lead to a protracted and involved dialogue, often
between unequal economic powers, and may cause strains on the resources
of the companies in question and the revenue authorities of the countries.

2.5.7 Impact of the Digitalization of the Economy

2.5.71 'The Internet has completely changed the way the world works by
changing how information is exchanged and business is transacted. Physical
limitations, which have long defined traditional taxation concepts, no longer
apply and the application of international tax concepts to increasingly digital-
ized transactions and business models is sometimes problematic and unclear.
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2.5.72 From the viewpoint of many countries, it is essential for them to
be able to appropriately exercise taxing rights on these transactions, such as
e-commerce and digitalized business models. Whether they can do so effec-
tively using the current international taxation models is a matter of consid-
erable debate. Many have suggested the amendment of key existing concepts,
such as permanent establishment, as well as the introduction of new concepts,
such as equalization levies or digital services taxes, to include the virtual
world and its workings in the ambit of international taxation. In many devel-
oping countries, the digital economy currently plays a role as a key growth
driver of their economic engine and it is therefore imperative for tax author-
ities to tackle transfer pricing issues related to it.

2.5.7.3 This Manual will help ensure the focus is on solutions to these prob-
lems. It will help equip developing countries to address transfer pricing issues
in a way that is robust and fair to all the stakeholders, while remaining true
to the goals of being internationally coherent, seeking to reduce compliance
costs, and to reduce unrelieved double taxation.
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3 Comparability Analysis

3.1 Rationale for Comparability Analysis

3.1.1 The term “comparability analysis” is used to designate two distinct but
related analytical processes:

(1) Developing an understanding of the accurately delineated trans-
action, which includes:

a. Identifying the economically significant characteristics and
circumstances of the controlled transaction, i.e. the trans-
action between associated enterprises; and

b. Identifying the respective roles and responsibilities of
the parties to the controlled transaction. This is generally
considered as part of the functional analysis, see further
section 3.4.4.

(2) Comparing the prices and other conditions of the controlled
transaction (as established in step 1 immediately above)
with those in uncontrolled transactions (i.e. transactiWons
between independent enterprises) taking place in comparable
circumstances. The latter are often referred to as “comparable
uncontrolled transactions” or “comparables”.

3.1.2 The concept of comparability analysis is used in the selection of the
most appropriate transfer pricing method, as well as in applying the selected
method to arrive at an arm’s length price or financial indicator (or range of
prices or financial indicators). It plays a central role in the overall application
of the arm’s length principle.

3.1.3 A practical difficulty in applying the arm’s length principle is
that associated enterprises may engage in transactions that independent
enterprises would not undertake. Where independent enterprises do not
undertake transactions of the type entered into by associated enterprises, the
arm’s length principle is difficult to apply because there is little or no direct
evidence of what conditions would have been established by independent
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enterprises. However, the mere fact that a comparable transaction may
not be found between independent parties does not of itself mean that the
controlled transaction being analyzed is not at arm’s length.

3.1.4 It should be kept in mind that the relative lack of comparables for a
taxpayer’s controlled transaction does not imply that the arm’s length prin-
ciple is inapplicable to that transaction. Nor does it imply anything about
whether that transaction is or is not, in fact, at arm’s length. In a number of
instances, it will be possible to use “imperfect” comparables, e.g. compara-
bles from another country with similar economic conditions or comparables
from another industry sector. Such comparables may need to be adjusted
to eliminate or reduce the differences between that transaction and the
controlled transaction as discussed in 3.1.6 below, provided such adjust-
ments can be done reliably.

3.1.5 In other instances, where no comparables are found for a controlled
transaction between associated enterprises, it may become necessary to
use approaches not depending directly on comparables to find an arm’s
length price (see 2.5.3.2). It may also be necessary to examine the economic
substance of the controlled transaction to determine whether its conditions
are such that it might be expected to have been agreed between independent
parties in similar circumstances —in the absence of evidence of what inde-
pendent parties have actually done in similar circumstances.

3.1.6 A controlled and an uncontrolled transaction are regarded as
comparable if the economically relevant characteristics of the two trans-
actions and the circumstances surrounding them are sufficiently similar to
provide a reliable measure of an arm’s length result. It is recognized that in
reality two transactions are seldom completely alike and in this imperfect
world, perfect comparables are often not available. It is therefore necessary
to use a practical approach to establish the degree of comparability between
controlled and uncontrolled transactions. The two transactions do not
necessarily have to be identical to be comparable. Instead, none of the differ-
ences between them could materially affect the arm’s length price or profit;
where such material differences exist, reasonably accurate adjustments are
possible to eliminate their effect. Thus, in determining a reasonable degree
of comparability, adjustments may need to be made to account for certain
material differences between the controlled and uncontrolled transactions.
These adjustments (which are referred to as “comparability adjustments”)
are to be made only if the effect of the material differences on price or profits
can be ascertained with sufficient accuracy to improve the reliability of
the results.
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3.1.7 Practical guidance is needed for cases without sufficient compara-
bles. There are two distinct problems relating to comparables for developing
countries’ tax authorities. The first is lack of access to existing sources of
data, such as existing non-local company databases. The second is the lack of
reliable local country comparables. Each of these causes problems for local
tax administrations (e.g. the lack of data impedes the reliable and efficient
determination of appropriate arm’s length results) and also causes prob-
lems associated with double taxation and dispute avoidance (e.g. the lack of
adequate data impedes a country’s ability to reach agreement with taxpayers
and with other tax authorities in mutual agreement negotiations).

3.1.8 Thefirststep in undertakinga transfer pricing analysis always involves
the accurate delineation of the transaction; this includes an awareness of the
industry and market context in which the transaction takes place. From this,
the most appropriate transfer pricing method can be selected (bearing in
mind the likely existence of necessary data) and where appropriate, a tested
party will be chosen. This process should determine the kind of comparables
to be sought. Where comparables operating in the same jurisdiction as the
tested party are available there is no need to consider whether geographic
differences might have a material impact on the prices or profits under review.
However, in the absence of such information, foreign comparables should not
automatically be rejected as all transfer pricing cases require a solution. A
pragmatic approach, making use of the best available comparables, will often
be required. Adjustments may need to be considered and made where they
improve the reliability of the comparison.

3.1.9 This chapter discusses a possible procedure to identify, screen, select
and adjust comparables in a manner that enables the taxpayer or tax admin-
istration to make an informed choice of the most appropriate transfer pricing
method and apply that method correctly to arrive at the appropriate arm’s
length price or profit (or range of prices or profits).

3.2 Comparability Analysis Process

3.2.1 A typical approach that can be followed while performing a compa-
rability analysis is outlined below. The steps listed below are by no means
exhaustive but rather suggest an outline based upon which a comparability
analysis could be carried out. It should be noted that the process is not neces-
sarily linear, for example, a number of the steps may need to be carried out
repeatedly until a satisfactory result is achieved.

3.2.2 A summary of the comparability analysis in operation steps are set
out below. The subsequent sections of this chapter deal with each of these

51



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

steps in more detail.

3.2.3 The first step is understanding the economically significant charac-
teristics of the industry, taxpayer’s business and controlled transactions; see
3.3 below. This involves:

»  Gathering of basic information about the taxpayer;

»  Identifying and accurately delineating the controlled transaction
in question; and

»  Deciding whether transactions should be evaluated separately or
on a combined / aggregated basis.

3.24 The next step is an examination of comparability factors of the
controlled transaction, see 3.4:

»  Characteristics of the property or service transferred;

»  Contractual terms of the transaction;

»  Functional analysis of the controlled transaction under
examination;

»  Economic circumstances of the transaction; and

»  Business strategies of the parties.

3.2.5 The remaining steps in a comparability analysis (see 3.5) are:
»  Selecting the tested party/parties (if applicable under the most
appropriate method selected);

»  Identifying potentially comparable transactions—internal
and external;

Y

Comparability adjustments where appropriate;

\4

Selection of the most appropriate transfer pricing method;

»  Determination of an arm’s length price or profit (or an arm’s
length range of prices or profits); and

»  Documentation of the comparability analysis and monitoring.

3.3 Analysis of Economically Significant Characteristics and
Controlled Transactions

3.3.1 Gathering of Basic Information About the Taxpayer

3.3.1.1 An essential first step to enabling effective transfer pricing analysis
is the collection of information about the taxpayer to understand its business
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operations and activities. This factfinding process should include identifi-
cation of associated enterprises involved in the controlled transaction, and
gathering information about relevant cross-border controlled transactions
in the context of the commercial and financial relations between the rele-
vant members of the MNE (including the functions performed, assets used
or contributed (including intangibles, see Chapter 6) and risks assumed, by
each party, the nature of products/services transferred, the terms and condi-
tions of the transaction, the economic circumstances etc.).

3.3.1.2  An analysis should be performed of the circumstances specific to
each taxpayer and industry. This includes, but is not limited to, an analysis
of the industry, competition, economy, regulatory factors and other elements
that may significantly affect the taxpayer and its environment.

3.3.1.3 Information about the taxpayer from its annual report, product
brochures, news articles, research reports prepared by independent agen-
cies, management letters and internal reports could act as a good starting
point for understanding the taxpayer’s circumstances. A study of these docu-
ments will provide an idea of the industry to which the enterprise belongs,
the nature of its business activities (i.e. manufacturer, wholesaler, distrib-
utor etc.), its market segment, market share, market penetration strategies
utilized, type of products/services dealt in, etc.

3.3.2 Identify the Accurately Delineated Transaction

3.3.2.1 The arm’s length price for a transaction between two or more
controlled entities must be established in relation to transactions actually
undertaken. Thus, the critical first step in any comparability analysis is to
accurately define those transactions by analyzing their economically relevant
characteristics, as reflected not only in the contracts between the parties, but
also their conduct and any other relevant facts. In this regard, the contrac-
tual terms will generally be the starting point for the analysis (as clarified or
supplemented by the parties’ conduct); and to the extent that the conduct or
other facts are inconsistent with the written contract, the parties’ conduct
(rather than the terms of the written contract) should be taken as the best
evidence of the transaction(s) actually undertaken.

3.3.2.2 Taxauthorities should not substitute other transactions in the place
of those that have actually been undertaken. They should also not disregard
actually undertaken transactions other than in exceptional circumstances.
Such circumstances may exist, for example, where the arrangements viewed
in their totality are not commercially rational, thereby preventing the deter-
mination of an arm’s length price for each party to the transaction (taking
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into account their own perspectives and the options realistically available to
each of them). This test is substantive and looks at the nature of the arrange-
ments entered into; a lack of independent transactions does not, of itself,
indicate that the controlled transaction lacks commercial rationality.

3.3.2.3 The test for commercial rationality must be considered from each
entity’s own perspective, as an arrangement that is commercially rational at
group level is not necessarily arm’s length from the perspective of each party.

3.3.2.4 Inaddition, an arrangement that is expected to leave the MNE worse
off as a whole on a pre-tax basis than it would be if it had not entered into the
arrangement will raise questions. The question is whether it is primarily tax
driven and it may need further examination as to whether it is commercially
irrational thereby preventing the determination of an arm’s length price for
each party to the transaction.

3.3.2.5 Where a transaction that was actually undertaken is not commer-
cially rational, any alternative transactions that are substituted for transfer
pricing purposes should correspond as closely as possible to the actual facts
of the case while achieving a commercially rational expected result: i.e. one
which would have enabled the parties to come to a price acceptable to both at
the time the arrangement was entered into.

3.3.2.6 In general, non-recognition or substitution of transactions should
not be undertaken lightly as this would create significant uncertainty for
taxpayers and tax administrations. Non-recognition or recharacterization
of transactions may also lead to double taxation due to the divergent views
taken by countries on how any substitute transactions are structured. The
ability of tax authorities to disregard or substitute transactions will depend
on their powers under applicable domestic law and should be considered in
developing domestic transfer pricing legislation and administrative rules.
See further Chapters 6 and 10.

3.3.3 Evaluation of Separate and Combined Transactions

3.3.3.1 An important aspect of transfer pricing analysis is whether this
analysis has to be carried out with respect to a taxpayer’s individual interna-
tional controlled transactions or whether a group of international controlled
transactions that have a close economic nexus and are carried out between
the same parties can be analyzed together for transfer pricing purposes.

3.3.3.2 Thetransfer pricing analysis should ideally be made on a transaction-by-
transaction basis. However, there are cases where separate transactions are
so closely linked that such an approach would not lead to a reliable result.
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Where transactions are so closely interrelated or continuous that application
of the arm’s length principle on a transaction-by-transaction basis would
become unreliable or cumbersome, transactions are often aggregated for the
purpose of the analysis.

3.3.3.3 An example can be the case of transactions involving the licensing
of know-how to associated manufacturers together with the supply to the
licensed associated manufacturers of components needed to exploit such
know-how. In such a case, the transfer pricing analysis may be more reliable if
it takes into account both the license and the supply of components together,
compared to a consideration of each separate activity without recognizing
that they are closely interrelated transactions. Similarly, it may be difficult to
separately analyze pricing of sales of products and closely linked long-term
service supply contracts.

3.3.3.4 Another important aspect of combined transactions involves the use
of composite contracts and “package deals” among the members of an MNE
group. A composite contract and/or package deal may contain a number
of elements including leases, sales and licenses all packaged into one deal.
Generally, it will be appropriate to consider the deal in its totality to under-
stand how the various elements relate to each other, but the components
of the composite contract and/or package deal may or may not, depending
on the facts and circumstances of the case, need to be evaluated separately
to arrive at the appropriate transfer price. In certain cases, it may be more
reliable to allocate the aggregate compensation among the elements of the
composite contract or package deal.

3.3.3.5 “Aggregation” issues also arise when looking at potential compara-
bles. Since third-party information is not often available at the transaction
level, entity level information is frequently used in practice when looking at
external comparables (e.g. in the absence of reliable internal comparables;
“external comparable” and “internal comparable” are defined in section 3.5.2
below). It must be noted that any application of the arm’s length principle,
whether on a transaction-by-transaction basis or on an aggregation basis,
needs to be evaluated case by case, applying the most appropriate transfer
pricing method to the facts in that particular case.

3.4 Examination of Comparability Factors of the Controlled
Transaction
3.4.1 Overview

3.4.1.1 'The first part of a comparability analysis for transfer pricing
purposes involves understanding and defining the controlled transaction to

55



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

be tested. In addition to the contextual information on the industry and the
overall business of the taxpayer, this analysis is typically structured around
five so-called comparability factors.

3.4.1.2 The factors are:

»  The characteristics of the property or service transferred;

»  The contractual terms; the functions performed by each of
the parties (taking into account the assets employed and
risks assumed);

» A functional analysis of the controlled transaction under
examination;

Y

The economic circumstances; and

»  The business strategies followed by each of the parties.

3.4.2 Characteristics of the Property or Service Transferred

3.4.2.1 Property, whether tangible or intangible, as well as services, may
have differing characteristics which may lead to value and price differ-
ences in their values in the open market. Therefore, these differences must
be accounted for and considered in any comparability analysis of controlled
and uncontrolled transactions.

3.4.2.2 Characteristics that may be important to consider are:

» In the case of tangible property: physical features, quality, reli-
ability, availability and the volume of supply;

»  In the case of services: the nature, quality and extent of the ser-
vices provided; and

»  Inthe case of intangible property: form of the transaction (e.g.
licensing or sale) and the type and form of property, duration
and degree of protection and anticipated benefits from use of
the property.

For example, comparability analysis should take into account the differences
between trademarks and trade names that aid in commercial exploita-
tion (marketing intangibles) as opposed to patents and know-how (trade
intangibles).

3.4.3 Contractual Terms of Transaction

3.4.3.1 The conduct of the contracting parties is generally a result of the
terms of the contract between them. The contractual relationship thus
requires careful analysis when computing the transfer price. While there
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may be a written contract, the terms of the transactions may also be found in
correspondence and communications between the parties involved. In cases
where the terms of the arrangement between the two parties are not explicitly
defined in written contracts, the contractual terms have to be deduced from
the parties’ economic relationship and their conduct.

3.4.3.2 An important point to note is that associated enterprises may not
hold each other fully to the terms of the contract since they have common
overarching interests. This contrasts with independent enterprises, which are
expected to hold each other to the terms of the contract. Thus, it is important
to determine whether the contractual terms between the associated enter-
prises are a “sham” (something that appears genuine, but when looked at
more closely lacks reality, and is not valid under many legal systems) and/or
have not been followed in reality.

3.4.3.3 Also, explicit contractual terms of a transaction involving
members of an MNE may provide evidence as to the form in which the
responsibilities, risks and benefits have been assigned among those
members. For example, the contractual terms might include the form of
consideration charged or paid, sales and purchase volumes, the warranties
provided, the rights to revisions and modifications, delivery terms, credit
and payment terms etc. In addition to an examination of these contractual
terms, it will be important to check that the actual conduct of the parties
conforms to them.

3.4.34 Where there are material differences in economically significant
contractual terms between the taxpayer’s controlled transactions and the
potential comparables, such differences should be evaluated, in order to
judge whether comparability between the controlled and uncontrolled trans-
actions is nevertheless satisfied and whether comparability adjustments need
to be made to eliminate the effects of such differences.

3.4.3.5 How contractual terms may affect transfer pricing may be seen in
the following example:

Example: Relevance of Contractual Terms

Consider Company A in one country, an agricultural exporter, which
regularly buys transportation services from Company B (its foreign
subsidiary) to ship its product, cocoa beans, from Company A’s country
to overseas markets. Company B occasionally provides transportation
services to Company C, an unrelated domestic corporation in the same
country as Company B. However, the provision of such services to
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Company C accounts for only 10 per cent of the gross revenues of
Company B and the remaining 90 per cent of Company B’s revenues are
attributable to the provision of transportation services for cocoa beans
from Company A. In determining the degree of comparability between
Company B’s uncontrolled transaction with Company C and its con-
trolled transaction with Company A, the difference in volumes involved
in the two transactions, volume discounts if any, and the regularity with
which these services are provided must be taken into account where such
factors would have a material effect on the price charged.

3.4.4 Functional Analysis

Overview of Functional Analysis

3.44.1 Functional analysis typically involves identification of functions
performed, assets employed and risks assumed (also called FAR analysis)
with respect to the international controlled transactions between members
of an MNE. Functional analysis seeks to identify and compare the economi-
cally significant activities and the responsibilities undertaken by each of the
associated enterprises and by any independent entity engaging in a poten-
tially comparable transaction. An economically significant activity is one
which materially affects the price charged in a transaction and/or the profits
earned from that transaction.

3.4.4.2 Functional analysis is the cornerstone of any transfer pricing
exercise. Its purpose is to gain an understanding of the operations of an
enterprise in connection with its transactions with associated enterprises.
The functional analysis examines the respective roles of the parties to the
controlled transaction under examination. The roles undertaken by each of
the associated enterprises will affect the determination of an arm’s length
remuneration for the controlled transaction since compensation in transac-
tions between two independent enterprises will usually reflect the functions
that each enterprise performs, taking into account assets employed and risks
assumed. Generally, the more valuable those functions and assets, and the
greater the risks, the greater the expected remuneration.

3.4.4.3 The functional analysis also examines the activities of the parties
to uncontrolled, potentially comparable transactions. The functional anal-
ysis of parties to potentially comparable transactions will assist in evaluating
whether such transactions appropriately can be utilized as comparables in
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the analysis since close comparability of functions performed, assets used or
contributed and risks assumed is often a prerequisite for a valid comparison.

3.44.4 Functional analysis is a process of finding and organizing facts
about the transaction in terms of the functions, risks and assets in order to
identify how these are divided between the parties involved in the transac-
tion. The functions, risks and assets are analyzed to determine the nature of
functions performed, degree of risks undertaken and the nature of the assets
employed by each party. This analysis helps to select the tested party/parties
where needed (as explained below), the most appropriate transfer pricing
method, the comparables, and ultimately to determine whether the profits
(or losses) earned by the entities are appropriate to the functions performed,
assets employed and risks assumed.

3.4.4.5 The functional analysis is important because the expected return
of the entities involved in a transaction depends on the importance of the
functions performed, the nature and degree of risks assumed and the nature
and value of assets employed. Generally, the more valuable the functions
performed, assets employed and the greater the risks assumed by a party to
a transaction the greater its expected return (or potential loss). It is therefore
extremely important to map the functions performed, assets employed and
risks assumed by all the associated enterprises in relation to the controlled
transaction under examination.

Example of Functional Analysis

3.4.4.6 A clearer understanding of functional analysis may be gained from
the example below.

The following paragraphs describe how a functional analysis can be carried
outand documented based on the example involving P Co. For these purposes
itis necessary to have a qualitative description of the intragroup transactions
and circumstances; this can be represented by a table as depicted in 3.T.1.

In the table, the intensity of the risks, functions and assets of a particular
entity is reflected by the number of “X” assigned. Such a table can be used to
summarize key aspects of a functional analysis, and to qualitatively compare
the different enterprises in an MNE across a number of categories related to
functions, assets, and risks based solely on the facts of a particular case. This
tool is commonly referred to as a “tick chart.” Tick charts, while very useful,
are inherently subjective. Accordingly, the same set of facts in the hands of
two different analysts may not result in identical tick charts. Caution should
be used in giving tick charts quantitative significance. For example, three
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ticks do not reflect three times more value than a single tick. Moreover, all
categories in the chart do not have equivalent weight. Accordingly, tick
charts should primarily be used as a tool in evaluating qualitative aspects of
the analysis, and should not be used mechanically to split profits according
to the relative number of ticks.

Example: “P Co.”—Energy Solutions

P Co.isacompanyincorporated and registered under the laws of Country
A. P Co. is in the business of intelligent energy solutions and is a market
leader in the development, production and supply of electronic meters
and their components, software, energy monitoring, billing solutions
and payment systems. Additionally, the company owns technologies
related to electronic energy meters. P Co. has an established marketing
networks in many developing and developed countries. P Co. is a part
of MNE X, one of the largest metering consortiums in the world, which
shares technology and pools the extensive experience of development
and manufacture within a network covering over 30 countries.

Q Co. is a company incorporated and registered under the laws of
Country B and is a wholly owned subsidiary of P Co. Q Co. intends
to manufacture a wide range of electronic energy meters and portable
calibrators, which would cater to all segments of the power generation,
transmission, distribution and consumption sectors and offers features
required for electricity revenue management. However, such equipment
will have to be customized to cater to the needs of domestic users. Such
adaptations would be developed by Q Co. in its own research & develop-
ment (R&D) facilities.

Q Co. entered into a license agreement with P Co. to source its core
technology, TECHNO A™—developed and patented by P Co. TECHNO
A™, being software driven, allows cost-effective product feature enhance-
ments and provides flexibility to utilities to effectively manage electric-
ity revenue and demand, thereby limiting or eliminating revenue losses.
TECHNO A™ technology was developed in Country A by P Co. The
TECHNO A™ technology measures electricity flow using digital and
microprocessor based techniques, and processes the measurements into
useful information. Use of TECHNO A™ technology has major advan-
tages in the design and manufacture of meters.

Within the above context, the controlled transactions between Q Co.
and P Co. are the purchase of certain components by Q Co. from P Co.
and the license of technology by Q Co. from P Co. As noted above, P Co.
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is specialized in dealing with processors and other components of elec-
tronic meters and their sub-assemblies. These are critical components
of an electronic meter. Q Co. manufactures energy meters in Country
B and uses processors and related components purchased from P Co. Q
Co. then sells energy meters to P Co., in line with its requirements.

Q Co. has its own R&D centre which tries to improve the technologies
so as to achieve further efficiencies. This would mean that dependence
on outside sources for technologies would be reduced in the future and
cost savings could be achieved. Also, Q Co. has penetrated the market
in the territory of Country B by incurring huge marketing expenditure
to establish its own marketing intangibles. These are separate from the
intangibles of P Co. in Country A for which a technology license agree-
ment is in place between P Co. and Q Co.

Table 3.T\1

Qualitative Assessment of Intragroup Transactions

Symbol | Comparative risk | Comparative functional | Comparative asset
level standards level standards level standard

- No risk No Functions No assets

3 Lowest risk Least Functions Few assets

VA Medium risk Lesser Functions Medium assets

VY Highest risk Highest Functions Most assets

Functions Performed

3.4.4.7 Functions performed are the activities that are carried out by each of
the parties to the transaction. In conducting a functional analysis, economi-
cally significant functions are to be considered, as such functions add more
value to the transactions and are therefore expected to fetch higher anticipated
returns for the entity performing such functions. Thus, the focus should not be
on identifying the maximum number of functions but rather on the identifica-
tion of critical functions performed by the associated enterprises.

3.4.4.8 Some of the relevant functions that are often observed and that may
be economically important in determining the price for a transaction are:

»  Research and development;

»  Product design and engineering;
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»  Manufacturing, production, assembly, and process engineering;

»  Purchasing, materials management and other procurement
activities;

»  Transportation, warehousing and inventory;

»  Marketing, advertising, publicity and distribution;

»  Market intelligence on technological developments; and

»  Intragroup services, for example managerial, legal, accounting

and finance, credit and collection, training and personnel man-
agement services.

3.4.4.9 Itshould be emphasized that this list is purely indicative. The extent
to which each of these functions (or other functions not listed above) is
economically significant and contributes to the creation of value depends on
the particular facts and circumstances of the case.

3.44.10 A functional analysis can be approached by evaluating all the
economically significant activities performed in relation to the controlled
transaction under examination (such as the list indicated above) and in
potentially comparable uncontrolled transactions. In general, a taxpayer
should prepare this list for both parties to the relevant controlled transac-
tion (e.g. for the producing and selling/distributing activities in this example)
to ultimately support the selection of the most appropriate transfer pricing
method and to assist in identifying useful comparables.

3.4.411 Continuing the example from 3.4.4.6, it might be hypothesized for
purposes of illustration that the following are the functions performed by the
respective parties.

Functions Performed by P Co.

With respect to the sale of technology and components of electronic
energy meters:

In this example, it is assumed that in the context of the sale of electronic
energy meters by Q Co. on the basis of the technological support of P Co., P
Co. performs the following economically significant functions:

»  Market development: P Co. shares its expertise with Q Co. and
assists in developing presentations to the utilities (i.e. the bodies
responsible for supply of power to the public) for the develop-
ment of markets;

»  Product development: P Co. undertakes the product develop-
ment activities based on the concept developed and offered by
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it to the users. Product development involves product engineer-
ing, designs, development or customization of microprocessors,
observance of international standards and national standards for
the product etc.; and

Quality control: P Co. undertakes quality control processes in
order to ensure that the products manufactured by Q Co. conform
to contractual specifications and international and national quality
standards before the products are delivered to utilities and other
customers. This is a critical activity because failure to ensure qual-
ity control may invite reputational risk and product liability risk.

With respect to the import/purchase of raw materials/components by Q Co.:

It is assumed that, in connection with the purchase of processors and other
components by Q Co. from P Co., the economically significant functions
performed by P Co. can be summarized as follows:

>

VV V YV VYV YV VYV

Market development;

Market intelligence on technological developments;
Research and development activities;

Production planning;

Inventory management;

Manufacturing;

Testing and quality controls;

Selling and distribution activities;

Post-sale activities including supply of replacements; and

Technical assistance, wherever required.

Functions Performed by Q Co.

It is assumed that the functions of Q Co. in the context of the purchase of
components and subsequent sale to domestic utilities are as follows:

>

Market development: Q Co. undertakes market development
activities. The market development activities primarily include
development of the sales concept (i.e. identifying how the com-
pany can offer a customized solution to a utility having regard
to the specific issues being faced by the utility concerned). Q
Co. makes sales presentations to utilities in both the public and
private sectors and conducts further liaison with them. Based
on acceptance of the concept, pilot orders for the meters are
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procured by Q Co. It also participates in the tendering process
to procure full commercial orders for the energy meters once the
pilot runs successfully. Q Co. also carries out activities in rela-
tion to advertisement, appointment of distributors, commission
agents, sales promotion, market research and marketing strate-
gies. Also Q Co. has developed the market for the new product
in the territory of Country B by incurring sizeable marketing
expenditure to establish its own marketing intangibles that are
separate from the intangibles of P Co. in Country A;

»  Research and development: Q Co. has its own R&D centre which
tries to boost its performance by improving the technologies so
as to achieve further efficiencies, reducing future dependence on
outside technologies and achieving cost savings;

»  Production scheduling: The production by Q Co. is based on
orders obtained from domestic utilities. The procurement pro-
cess for the various raw materials/inputs is based on prudently
prepared sales forecasts. The procurement function and the
ordering processes are looked after by the “materials depart-
ment”. Factors like lead time, availability, negotiations etc. are
taken into consideration while deciding the party from which a
particular raw material/input is to be purchased;

»  Tooling: The tooling activities in relation to the products to
be produced are undertaken by Q Co. Different products may
require different tooling. Different contract specifications may
require different tooling;

»  Assembly: This involves the assembling of components.
Assembly operations are mechanical as well as manual. The
activity involves mounting surface-mount technology compo-
nents, manual inspection of placement of the components, com-
puterized soldering of mounted components, manual inspection
of the soldering process, mounting of plasma transformed arc
components manually etc.;

»  Intelligence loading: Intelligence loading refers to the process of
loading software and other intelligence features on the manufac-
tured meter. Q Co. undertakes this activity based on the technol-
ogy and microprocessor specification of the contract;

»  Testing: Testing and quality controls are critical processes in
the manufacture and marketing of electronic meters. Q Co.
performs testing and P Co. undertakes quality control measures.
Testing activity involves temperature variation testing, testing of
manufactured meters against standard meters etc.;
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»  Packaging and delivery: Q Co. packs the products into specially
designed containers of various sizes depending on the con-
signment. The containers are in the form of cartons and pallet
packaging. After packaging, products are delivered to domestic
utilities;

»  Post-sales activities: Depending on the contracts with the cus-
tomers, Q Co. undertakes installation and commissioning activi-
ties wherever required under the contracts. It is also responsible
for the collection of payments from customers. Contractual and
non-contractual product warranties are provided to customers.
Any replacement or further activities required pursuant to prod-
uct performance warranties are also undertaken by Q Co.; and

»  Inventory management: Q Co. is responsible for managing the
procurement of raw materials/components and maintaining the
requisite stock levels for the products including finished goods.
As raw materials are generally product specific and the fin-
ished products are manufactured against the confirmed orders
from domestic utilities, no substantial inventory management
is involved.

General Management Functions

3.4.4.12 'The following common functions are required to manage the busi-
ness in the above example. While both parties are likely to participate in
performing these functions, one may perform one or more of the functions
more intensively than the other party.

>  Corporate strategy determination: Generally, all policies within
the MNE are determined by the management of the respective
entities which continuously monitor the economic environment
surrounding the entity, assess their strategic position within the
industry and set targets to achieve their corporate objectives;

»  Finance, accounting, treasury and legal functions: The manage-
ment of the respective entity is responsible for managing the
finance, treasury, legal and accounting functions. Each entity is
also responsible for all local statutory compliance; and

»  Human resource management function: The HR function of
each entity is coordinated by its management, which is respon-
sible for recruitment, development and training of the personnel
including the pay structure.
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3.4.4.13 Inaddition to identifying the specific functions undertaken by each
party, the analysis should also evaluate the relative intensity with which each
party performs its functions. Table 3.T.2. indicates one way such a qualitative
evaluation of relative functional intensity might be summarized in a tick chart.

Table 3.T.2
Qualitative Relative Assessment of Functions Performed

(by P Co. and Q Co. in relation to Q Co.’s Market)

Category Level of Intensity
ACo B Co
Market development X XXX
Product development XXX XX
Manufacturing - XXX
Quality control XX XXX
Post-sales activities - XXX

General management functions - -

Corporate strategy determination X XXX
Finance, accounting, treasury and legal - XXX
Human resource management - XXX

Assets Used or Contributed

3.4.4.14 Assets (tangible as well as intangible) that are used by, or trans-
ferred between, the associated enterprises in the course of an international
controlled transaction need to be identified as part of the functional analysis.

3.4.4.15 The analysis should involve the identification of the type of capital
assets employed (e.g. plant and equipment, intangible assets, financial assets
etc.) and their significance to the controlled transaction. For economically
significant assets it may be necessary to perform a more detailed analysis of
the assets employed, such as their age, location, property right protections
available, market value etc.

3.44.16 In the case of capital-intensive industries, the employment of a
capital asset such as property, plant and equipment, etc. is costly and has to
be financed either internally or externally. However, there can also be cases
where the entities are involved in activities for which the assets employed
may not require such a large capital investment. Depending on the circum-
stances and applicable accounting standards, costs associated with acquiring
rights to use an asset may be recorded as operating expenses (e.g. in the form
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of leasing or rental costs) or as financial expenses below the operating profit
line (e.g. as interest expenses). Where an operating profit measure is used to
determine if the controlled transaction(s) are arm’s length, it will be impor-
tant to ensure such amounts are considered in the comparability analysis and
that their accounting treatment is consistent. Adjustments might be required
to ensure consistency of accounting standards between the controlled trans-
action and the comparable. Differences in the use of assets can sometimes
be eliminated or reduced to a significant extent by making comparability
adjustments on account of working capital or capacity utilization.

3.4.4.17 Where the transactions involve the use or transfer of economically
significant intangibles, the special considerations set out in Chapter 6 should
be borne in mind.

Tangible Assets

3.4.4.18 Itcanbe hypothetically assumed for the purpose of the example that

B Co. owns the following tangible assets. In any actual case the list of relevant

economically important assets would depend on the specific facts of the case.
»  Land and buildings;

Plant and machinery;

R&D equipment;

Office equipment;

Furniture and fixtures;

Vehicles;

Computers; and

VvV V V V VY VYV VY

Testing equipment.

Intangible Asset Ownership

3.4.4.19 It can be assumed for purposes of the example that:

»  QCo. has established a research and development department
which tries to increase the level of its performance by improv-
ing technologies so as to achieve further efficiencies. This would
also reduce dependence on outside sources of technology in the
future and achieve cost savings. The department also conducts
R&D programmes to support Q Co.’s business and to provide
technical assistance to its customers. These efforts help to
increase production efficiency and product quality;
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»  QCo. has established its own marketing intangibles in Country
B by incurring significant expenditure on marketing and has
penetrated the market for the new product in the territory of
Country B. As noted above, these marketing intangibles are
separate from the intangibles of P Co. in Country A for which a
technology agreement is in place with P Co,;

»  QCo. has entered into a technology license agreement with P
Co. for procuring technology for the manufacture of specified
products. Thus Q Co. uses the process, know-how, operating/
quality standards etc. developed/owned by P Co. Q Co. leverages
value from these intangibles for continued growth in revenue
and profits;

» P Co. is the market leader in the development and supply of
electronic meters, as well as related software, energy monitoring,
billing solutions and payment systems. Over the years the com-
pany has amassed a wealth of proprietary technical knowledge.
This includes product specifications, designs, the latest manufac-
turing processes and empirical data on the usage of products by
customers in the industry;

» P Co. enjoys a reputation for quality products. In the inter-
national utility markets, product supplies from international
players from developed countries are preferred by the custom-
ers and utilities as compared to direct product supplies from
suppliers located in developing countries. Q Co. leverages
on P Co.’s established brand name and reputation for high
technology products. P Co.s commitment to quality also pro-
vides Q Co. with an edge while selling products in the domes-
tic markets.

3.4.4.20 Inaddition to identifying the specific assets used or contributed by
P Co. and Q Co, the functional analysis should evaluate the relative impor-
tance of the asset contribution of each party. Table 3.T.3. indicates one way
such a qualitative evaluation might be summarized.

Table 3.T.3
Summary of Assets Employed
Category Level of Intensity
P Co QCo
Tangible assets XX XXX
Intangible assets XXX XX
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Table 3.T.3 (continued)
Category Level of Intensity
P Co QCo
- Technological XXX
- Brand X b'e
- Legal X XXX
Risks Assumed

3.44.21 Risk analysis is an important part of the functional analysis. The
detailed guidance provided in this section on the analysis of risks as part
of a functional analysis does not mean that risks are more important than
functions or assets. The relevance of functions, assets and risks in a specific
transaction will need to be determined through a detailed functional analysis.

3.4.4.22 Risks are an inherent part of commercial activities. Businesses
exist and undertake commercial activities in order to pursue opportunities
to make profits. Simply put, risk is the effect of uncertainty on the objectives
of the business. Greater risks are associated with higher expected returns —
profit-seeking enterprises would only take on the risks in commercial
opportunities if they anticipate a positive return. But such opportunities are
inherently uncertain: costs may be higher than anticipated; revenues may be
lower; circumstances may change and therefore actual results may be better
or worse than those which were expected.

3.4.423 Since the assumption of economically significant risks will be relevant
to the pricing of a transaction, a transfer pricing analysis must first identify such
risks, and then determine which entity assumes them. This analysis of risk should
start from the contractual terms that exist between the parties but should also
have regard to the conduct of the parties, including the functions they perform
and any other relevant facts. Only then can the controlled transaction be prop-
erly understood and defined, and from there, appropriately priced. For transfer
pricing purposes, the analysis of risk can be broken down into six steps.

STEP 1: Identification of Economically Significant Risks

3.4.4.24 'There are many sources and types of risk, the significance of which
will vary depending on the nature of the business transaction. The significance
of arisk will depend on a combination of its likelihood and its potential impact
on the profits (or losses) of the business. For example, the risk associated with
the design of new packaging to improve visibility of a product may be relatively
small compared to the risk associated with the development of a completely
new product line. Changes to a “flagship” product are likely to carry more risk
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than changes or variations to a less important product or to one product among
many sold by the business, and risks associated with developments based on
novel technologies or wholly new applications are likely to be higher than those
which build on existing, proven products or technologies.

3.44.25 An examination of the key functions and commercial context of a
transaction will help to identify significant risks. In many cases, an examina-
tion of the functions performed, assets used or contributed and risks assumed
by other associated enterprises in the MNE contributing to the group’s crea-
tion of value may help in this process since risks also represent opportunities
and businesses will generally allocate resources to manage significant risks.

3.4.4.26 An illustrative list of risks that may be assumed by the parties to
the transaction is provided below. However, the relevance and significance of
each individual risk factor listed below will depend on the nature of the indi-
vidual transaction and the particular facts of the individual case.

Table 3.T .4

Illustrative List of Risks Assumed

Nature of risks Particulars
Financial risk a. Method of funding

b. Fluctuation in interest rates

c. Funding of losses

d. Foreign exchange risk

Product risk a. Design and development of product

b. Upgrading/obsolescence of product

c. After sales service
d. Risks associated with R&D
e. Product liability risk

f. Intellectual property risk

g. Scheduling risk

h. Inventory risk

Market risk a. Development of a market including advertisement
and product promotion, etc.

b. Fluctuation in demand and prices

c. Business cycle risk

d. Volume risk

e. Service incentive scheme risk

f. Asset redundancy risk
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Table 3.T.4 (continued)

Nature of risks Particulars

Collection risk a. Credit risk
b. Bad debt risk

Entrepreneurial risk a. Risk of loss associated with capital investment

b. Single customer risk

c. Risk of losing human capital intangible

General business risk | a. Risk related to ownership of property

b. Risk associated with the exploitation of a business

c. Inflation risk

Country/regional risk | a. Political risk

b. Security risk

c. Regulatory risk

d. Risk related to government policies

3.4.4.27 It should be emphasized that this list is purely illustrative, and that
the extent to which each of these risks (or other risks not listed above) is
economically significant and contributes to the creation of value depends
on the industry and on taxpayer-specific circumstances. Hence, real life
knowledge of how a particular MNE is functioning vis-d-vis its associated
enterprise is very crucial in determination of the risk. For instance, not all
industries involve the same level of product liability risk.

STEP 2: Contractual Assumption of Risk

3.4.4.28 Once economically significant risks have been identified, the anal-
ysis turns to consideration of which party assumes such risks. In this regard,
the starting point for the analysis is usually the contractual terms between
the parties (STEP 2). Parties transacting at arm’s length would be expected to
agree on the allocation of significant risks between them before the outcome
of the risk-taking is known. However, contracts between associated enter-
prises may not specify the allocation of all the economically significant risks.
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Most of the commonly assigned risks in the contract are risks which can be
mitigated against, for example inventory risk, bad debts, foreign exchange
risk etc. Market circumstances, price competition, the supply of raw materials,
rises in wages etc. are risks which typically are more difficult to mitigate, and
which may not be identified in the contract. Volatility in the global market
in the past decade has demonstrated that risks which are difficult to mitigate
are often economically more significant than the kinds of contractual risks
as mentioned above.

3.44.29 Moreover, in some cases, written contracts may be inconsistent
or may not be followed in practice. For example, a contract may say that
a manufacturer of electronic goods bears warranty risk; however, in prac-
tice the reseller habitually pays for the cost of customer repairs made under
warranty. In this case, it is the reseller that is bearing the risk. The determi-
nation of the risk assumption between the parties must therefore be based on
the actual conduct of the parties, rather than merely to the legal form of the
agreement.

3.4.4.30 Even where a comprehensive and consistent contract is in place, an
analysis of the conduct of the parties and other facts is critical. In particular,
it is important to consider which party or parties control the economically
significant risks, and whether a party assigned a risk in fact has the finan-
cial capacity to assume it. Both control (see sections 3.4.4.33 to 3.4.4.35) and
financial capacity (see sections 3.4.4.36 to 3.4.4.38) are necessary for one
party to be treated as having assumed a particular risk; but neither of them
is by itself sufficient.

STEP 3: Functional Analysis in Relation to Risk

3.4.4.31 The next step in the risk analysis process gathers facts on the actual
conduct of the parties through a functional analysis. As has been noted
above, information relating to the exercise of control over risk and the finan-
cial capacity to assume risk are particularly important. This information will
then be analyzed in the remaining steps.

Control Over Risk

3.4.4.32 While it may be impossible to eliminate or even influence some
risks, economically significant risks are central to the success or failure of
commercial operations, and thus commercial enterprises generally devote
substantial resources to managing significant commercial opportunities and
their inherent risks.
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3.4.4.33 In a transfer pricing analysis, “control” over a risk has a specific
meaning. It is:

(1) The capability to make decisions to take on, lay off or decline a
risk-bearing opportunity, together with the actual performance
of that decision-making function;

(2) The capability to make decisions on whether and how to
respond to the risks associated with the opportunity, together
with the actual performance of that decision-making
function; and

(3) Either the performance of risk mitigation functions (i.e. taking
measures that affect risk outcomes) or, if risk mitigation is
outsourced to another party (whether associated or inde-
pendent), the capability to determine the objectives of the
outsourced activities, to decide to hire the provider of those
activities, to assess whether the objectives are being adequately
met, and where necessary, to decide to adapt or terminate the
contract with the provider; together with the actual perfor-
mance of such assessment and decision-making.

Example: Clothing Manufacturer

Company X runs a clothing manufacturing facility. It enters into a con-
tract with Company Y to manufacture children’s pyjamas on Y’s behalf.
The design and pattern for the pyjamas are provided by Company Y.
Company Y also specifies the sizes and number of pyjamas to be pro-
duced, as well as timing of production. Company X is required to manu-
facture the pyjamas to Y’s specifications, including meeting Y’s quality
standards and using materials approved by Company Y. Company Y
undertakes quality control audits to ensure that the pyjamas produced
by X meet those specifications, and provided that is the case, it guaran-
tees to buy all the pyjamas produced by X as specified under the contract.
The contract also states that, provided X meets the quality control stand-
ards set out by Y, Y will indemnify X against any warranty or compensa-
tion claims which may arise from the sale of the pyjamas.

In this example, the economically significant risks are identified as the
inventory risk and warranty/ product recall risk. In respect of both of
these, Company Y has the capability and actually performs the decision-
making functions regarding what to produce and when, and it sets and
actively monitors the quality control standards and other specifications.
Y can therefore be said to control these risks.
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3.4.4.34 Control over risk involves the process of real decision-making.
Decision-makers must be able to understand the risk and the impact the
decision could have on the business. They must have access to relevant infor-
mation. If information or analysis is provided by others, the decision-maker
must be able to assess whether the right information has been provided, and
whether the analysis being relied upon are adequate. Without the foregoing,
the mere formalization of a decision, for example in the form of the signing
of documents or the minutes of a meeting reflecting a decision effectively
already made elsewhere, are insufficient.

3.4.4.35 The setting of the broad policy framework in which to assess risks
is also not enough. For example, the setting by Company Y of broad MNE
objectives or a general company “image” would not mean that Company Y
controls risks relating to specific marketing strategies. Similarly, a require-
ment to analyze and report on certain risks in a certain way, or in accordance
with a particular framework or template, does not necessarily constitute
control over risk for the purposes of a transfer pricing analysis.

Example: Control Over Risk by Parent Company

Company A situated in Country Z belongs to an MNE group with operations
worldwide through various subsidiaries. Company A is responsible for
the overall research programmes of the group. The group has two R&D
centres operated by Companies B and C, both subsidiaries of Company
A and situated in Countries X and Y respectively. Risks relating to R&D
are identified as economically significant (STEP 1).

Company A employs a workforce that includes the Chief Executive
Officer, Chief Financial Officer, senior management and technical per-
sonnel that provide strategic supervision of the group’s R&D activities.
Company A claims that it controls and takes all strategic decisions with
regard to the core functions of Companies B and C. The contractual
arrangements between the companies support this (STEP 2).

STEP 3 Functional analysis: Company A designs and monitors the
MNEs overall research programmes, making the decisions regarding
which areas of research to pursue, as well as setting the objectives of
the research. Company A establishes a reporting and analysis frame-
work against which Companies B and C must provide information on
the progress of the research activities. It also provides funds needed
for R&D activities and controls the annual budget for R&D activities

75



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

of Companies B and C. The CEO, CFO and other senior management
personnel of Companies B and C reside in Countries X and Y and are
technically and functionally competent to take decisions and carry out
the R&D activities of Company B and C, under the overall direction of
Company A. The technical manpower needed for R&D activity and the
assets of Companies B and C are located in Countries X and Y.

Company A claims that it controls the risk of the R&D activities of its
subsidiaries. On inquiry, it is found that the personnel managing the
group’s R&D activities in Company A in Country Z are experienced
and qualified to make decisions on and to monitor the R&D activities of
Companies B and C, and that they in fact do so, based on regular reports
provided by B and C on the progress of the research, which Company
A evaluates. In addition, Company A has furnished evidence that it
has covered the costs of Companies B and C’s R&D activities in all the
instances where such activities did not lead to successful outcomes. It
was also noted that Companies B and C actually perform R&D func-
tions and take the decisions required for performing the day-to-day
functions of R&D.

STEPS 4-6 Analysis and conclusions: In this example, while the actual
functions of R&D activities are undertaken in Countries X and Y,
Company A contractually assumes the risk related to the ultimate suc-
cess or otherwise of the R&D activity and has demonstrated that it has
the capability to control, and actually controls these risks through its
strategic decisions and monitoring activities and through bearing the
losses from unsuccessful R&D programmes. Provided Company A has
the financial capacity to assume these risks, it will be concluded that
Company A assumes the risks associated with the success or failure of
the research activity undertaken by Companies B and C. Companies B
and C, which perform operational R&D activities and take the decisions
necessary to perform these day-to-day functions of R&D and also bear
the related operational risk, should be entitled to an appropriate return
for these functions and risks.

Company A, which provides the strategic direction and management
of the group’s R&D activities, funds the group’s R&D activities and
exercises control over the risk of unsuccessful R&D activity, should be
entitled to an appropriate return for its functions and risks. Company A
should be entitled to the returns from the intangibles (if any) associated
with the R&D, less the appropriate returns to Companies B and C.
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Example: Control Over Risk by Subsidiaries

Company A situated in Country Z, a low-tax/no-tax jurisdiction, belongs
to an MNE having operations worldwide through various subsidiaries.
Company B and C, which are both subsidiaries of Company A, operate
R&D centres situated in Country X and Y respectively, having normal
tax rates. Risks relating to R&D were identified as economically signifi-
cant (STEP 1). Company A, which employs a workforce of ten persons
including a CEO, CFO and other senior management, claims that it con-
trols and takes all strategic decisions with regard to the core functions of
companies B and C. The contractual arrangements between the compa-
nies support this (STEP 2).

STEP 3 Functional analysis: Company A provides the funds needed
for R&D activities and controls the annual budget for such activities of
Companies B and C. It also provides technical assistance for registration
of patents in Countries X, Y and Z. The CEO, CFO and other senior
management personnel of Company B and C reside in Countries X and
Y and are technically and functionally competent to take decisions and
carry out R&D activities of Company B and C. The technical manpower
needed for R&D activity and the R&D related assets of Companies B and
C are located in Countries X and Y.

Company A claims that it controls the risk of the R&D activities of its
subsidiaries. Upon audit it was found that the CEO and CFO and senior
management of Company A in Country Z do not have the technical
skills and experience to take strategic decisions regarding the direction
of the R&D activities, or to monitor those activities. Company A has
not furnished any evidence that it takes strategic decisions relating to
the R&D programmes of Companies B and C. On the other hand, it was
found that the senior management of Companies B and C are taking the
important strategic decisions related to the design and direction of the
R&D programme and budget, including determining the objectives of
the research and evaluating which areas of research to pursue. However,
Company A has furnished evidence that the funds were actually trans-
ferred to its subsidiaries for R&D activities.

STEPS 4-6 Analysis and conclusions: In this example all the core func-
tions of R&D activities are located in Countries X and Y and the non-
core functions of registering patents are located in Country Z. Even
though the senior management of Company A are located in Country
Z they are not capable of taking strategic decisions or controlling and
monitoring R&D activities and do not, in fact, do so. The determination,
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utilization and control of the budget for carrying out R&D activities and
decisions regarding day-to-day performance of R&D activities were car-
ried out by Companies B and C. In view of these facts it cannot be upheld
that Company A controls the risk of R&D activities. Company A should
be entitled to an appropriate return for the provision of funding and
Companies B and C should be entitled to an appropriate return for their
functions including the strategic decisions and control over the risk of
R&D activities.

Note that in this example, the conclusion would have been the same even
if Company A had been a resident of a high-tax jurisdiction.

Financial Capacity to Assume Risk

3.4.4.36 Where a risk has materialized it will be a question of fact as to
which party bore the consequences. However, since any analysis of risks must
take into account temporality (i.e. past risks where outcomes are known are
no longer risks at all), it will be relevant to consider whether a party has the
financial capacity to assume a risk. Financial capacity to assume risk can be
defined as access to funding to take on or to lay off the risk, to pay for the risk
mitigation functions and to bear the consequences of the risk if it material-
izes. Access to funding takes into account the available assets of the party, as
well as the options realistically available to it to access additional liquidity,
if needed, to cover the costs anticipated to arise should the risk materialize.
The consideration of whether an entity has the necessary financial capacity
should be done on the basis that it is operating as an unrelated party in the
same circumstances as the entity. For instance, if an entity has the right to
exploit income-generating assets, it is likely to be able to access liquidity
against its income stream.

3.4.4.37 It should be noted that the financial capacity to assume the risk
is not necessarily the financial capacity to bear the full consequences of the
risk materializing (e.g. the full loss): the risk-bearer may have the capacity to
protect itself from the consequences of the risk materializing (e.g. by hedging
the risk or insuring against the impact of the risk). However, because finan-
cial capacity to assume a risk is not by itself sufficient to assume a risk, a high
level of capitalization does not necessarily mean that the highly capitalized
party assumes the risk.

3.4.4.38 Itisrelevant to mention here that in a multinational enterprise asso-
ciated entities may work together to exert control over the risks of the entire
MNE group. Precise distribution of risk among the associated enterprises
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may be extremely difficult to achieve. The transfer pricing analysis regarding
which entity assumes certain risks should therefore be done considering all
the facts and circumstances of each case.

STEPS 4-6: Analyzing the Information Gathered to Draw Conclusions
on Assumption of Risk

3.4.4.39 Steps 4 to 6 of the risk analysis framework analyze the informa-
tion gathered in the earlier steps to determine the assumption of risk for the
purposes of the transfer pricing analysis.

3.44.40 Incaseswherethe contractual assumption of risk is fully supported
by the parties” conduct, including an alignment with the exercise of control
and financial capacity to assume the risk, the analysis will be straightfor-
ward. That is, where a party, which is assigned a risk under a consistent
contract (i.e. one that is followed in practice) (STEP 4(i)) also controls that
risk and has the relevant financial capacity (STEP 4(ii)), it will be regarded as
assuming the risk for the purposes of understanding and defining the trans-
action and pricing it under a TP analysis (STEP 6). The fact that another
party also performs control functions or has financial capacity will not affect
the determination of the assumption of risk under the transfer pricing anal-
ysis. In some cases, risks may be contractually shared by more than one party.

3.4.4.41 In other cases, where the contractual assumption of risk is not
aligned with the exercise of control or the financial capacity to assume the
risk, the analysis will require an additional step (Step 5). That is, where a
party is contractually assigned a risk (or is made to actually bear the costs
of the risk when it materializes) (STEP 4(i)) but does not control it, or does
not have the relevant financial capacity (STEP 4(ii)), it cannot be regarded
as truly assuming the risk. Instead, the party which does exercise control
over the risk and has the relevant financial capacity should be allocated
the risk (STEP 5). If multiple associated enterprises are identified that both
exercise control and have the financial capacity to assume the risk, then the
risk should be allocated to the associated enterprise or group of enterprises
exercising the most control. This allocation of risk is what should be used
to define the transaction and determine the arm’s length price for transfer
pricing purposes (STEP 6). The other parties performing control activities
should be remunerated appropriately, taking into account the importance of
the control activities performed.

3.44.42 In exceptional cases, it may be the case that there is no party that
both exercises control and has the financial capacity to assume the risk. Such
a scenario would rarely occur between independent enterprises and therefore
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a thorough analysis should attempt to identify the reasons for this. An assess-
ment of the commercial rationality of such a transaction may be necessary
(see sections 3.3.2.3 to 3.3.2.6 above).

3.4.4.43 The assumption of risk based on the analysis above should be
compensated with an appropriate anticipated return. Normally, this means
that the party or parties assuming the risk will enjoy the potential upside
consequences resulting from the playing out of the risk, for example, the
profits that result from a successful venture risk; but would also bear the
potential downside consequences if the risk materializes resulting in greater
costs or lower than expected profits. In a proper transfer pricing analysis,
associated enterprises should always be appropriately remunerated for their
contributions —the functional analysis considers functions and assets and
not only risks. For example, parties performing risk mitigation functions on
behalf of an entity assuming risk should be adequately compensated at arm’s
length for those functions. Similarly, where a party is performing control
functions, this should be taken into account even if it does not assume the
risk relating to those control functions. The form of this compensation will
depend on the arrangements between the enterprises and the nature of the
contribution: it may be appropriate for such a party to share in the poten-
tial upside and downside consequences resulting from the playing out of the
underlying risk. Alternatively, the contribution might be compensated in a
manner that is not contingent on the underlying risk.

3.4.444 Continuing the example from section 3.4.4.6, it is assumed for
the purpose of the example that the following are the risks assumed by the
respective parties.

Table 3.T.5

Risk Assumption—Exposure and Control Decisions

Risk Exposure and Control Exposure and Control
Category Decisions of P Co Decisions of Q Co

Product It is assumed that P Co. faces It is assumed that Q Co. faces

liability risk | this risk arising from the prod- | product liability risk as a result
uct failure, technology absorp- | of rejection where the products
tion by Q Co. and consequential | do not conform to the order
reputational risk. Further, P Co. |specification given by domestic
is primarily engaged in product | power utilities. Since Q Co

and technology development, makes the relevant control deci-
and makes all the relevant con- | sions relating to conformity
trol decisions thereto, so this with customer specifications or
risk is also assumed by P Co. national/international product
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Table 3.T.5 (continued)

standards, these risks are
assumed by Q Co. Q Co. miti-
gates this risk by taking steps
to ensure excellent quality and
safety standards and processes
are deployed and by having its
own R&D centre.

Technology | P Co. is the technology owner. | It is assumed that the manufac-

risk Due to market competition and | turing operations of Q Co. are
an ever-changing technology non-complex. Further, product
scenario, the company needs technology and know-how have
to continuously upgrade its been provided by P Co. Hence,
existing technology and develop | Q Co. does not assume any
new technology. P Co. makes major technology risk.
these control decisions and con-
tinuously focuses on providing
products with contemporary
technology. It can thus be con-
cluded that P Co. assumes the
technology risk.

Research It is assumed that since P Co. It is assumed that since no

and develop- | serves diverse markets, its engi- | significant R&D (except for

ment risk neering and R&D professionals | supporting Q Co.’s business
constantly strive to provide and that of providing technical
innovative solutions that offer assistance to its customers) is
competitive advantages for carried out by Q Co., it assumes
customers worldwide. These no significant risk on this
activities include the control account.
decisions relating to R&D risk.

P Co. thus assumes the R&D
risk in this case.

Creditrisk | As P Co. is not involved in deci- | Since Q Co. is responsible for
sions relating to the extension of | decisions relating to the exten-
credit to customers, it does not | sion of credit to customers, all
assume any significant credit the major credit risks associated
risk. with sales are assumed by Q Co.

Inventory As P Co. is primarily engaged in | Q Co. is responsible for manag-

risk product and technology devel- | ing the procurement of raw

opment, and is not involved in
inventory management, this risk
is not assumed by P Co.

materials/ components and
maintenance of requisite stock
levels for each product including
finished goods. This risk
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Table 3.T.5 (continued)

is mitigated to the extent that
components are procured from
P Co.

Foreign cur-
rency risk

P Co. exports technology and
components to Q Co.; hence
they are also subjected to appre-
ciation/depreciation of local
currency against the foreign
currency. The assumption of
this risk will depend on which
party makes the relevant control
decisions regarding currency,
including the use of any hedging
instruments to mitigate such
risk.

It is assumed that since Q Co.
imports technology and com-
ponents from P Co. and its sales
are restricted to domestic mar-
kets, the imports are subjected
to appreciation/depreciation

of local currency against the
foreign currency. The assump-
tion of this risk will depend on
which party makes the relevant
control decisions regarding cur-
rency, including the use of any
hedging instruments to mitigate
such risk.

3.4.4.45 Based on the foregoing, the risks assumed by P Co. and Q Co.,,
combined with a qualitative evaluation of the intensity of those risks, can
be summarized in a table like the one below. It should be emphasized that
one type of risk may be more important or have a larger economic impact
on prices than another type of risk. Thus, P Co.’s technology risk may affect
pricing far more than Q Co.’s inventory or credit risk, even though all three
types of risk are assigned three ticks in the chart. Thus, this type of summary
cannot be used as a mechanical tool for allocating profit.

Table 3.T.6
Summary of Risks Borne by Each Party
Category Level of Intensity
A Co B Co
Market risk - -
Product liability risk - XXX
Technology risk XXX X
Research and development risk XXX XX
Credit risk - XXX
Inventory risk - XXX
Foreign currency risk XX XX
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3.4.5 Economic Circumstances of the Transaction

General

3.4.5.1 Economic analysis deals with industry analysis and the circum-
stances that may be relevant for determining market comparability. The
relevant information on the industry can be broadly classified as follows:

»  Global economic trends and developments relating to the indus-
try to which the enterprise belongs;

»  Economic trends in each taxpayer’s country for the same
industry; and

»  Market position of the enterprise and surrounding economic
conditions.

3.4.5.2 Care must be exercised while considering global economic trends, as
the market trends in the taxpayer’s country and in the country of its associ-
ated enterprise and/or of the potential comparables (in the case where foreign
comparables are used) could be significantly different. For example, in the
2008 global financial crisis some of the banks and automobile companies
reported huge losses globally, but significant profits in emerging economies.
Where there are such significant differences between the economic circum-
stances prevailing in different markets such that it is not possible to eliminate
them by making reliable comparability adjustments, then companies from
such different markets might not be retained as reliable comparables.

3.4.5.3 Undertaking a more detailed classification of the above broad head-
ings may suggest that the following specific factors should be evaluated in
performing an industry analysis if they are economically significant for the
examined controlled transaction:

»  Geographic location of the market;
Market size;

Level of the market (e.g. retail or wholesale);

YV V V

Competition in the market and the relative competitive positions
of the buyers and sellers;

Availability of substitutes;
Government regulations of the market;
Levels of supply and demand;

Consumer purchasing power;

YV V.V V V

Location-specific costs of production including the costs of land,
labour, capital, transportation costs etc.;
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»  Economic conditions of the overall industry, the key value driv-
ers in the industry and the date and time of transactions;

»  The existence of a cycle (economic, business or product
cycle); and

»  Other relevant factors.

3.4.5.4 Market prices for the transfer of the same or similar property may
vary across different markets owing to cost differentials and/or differences
in purchasing power and habits prevalent in the respective markets which
may affect the market price. Markets can be different for numerous reasons;
it is not possible to itemize exhaustively all the market conditions which may
influence transfer pricing analysis but some of the key market conditions
which influence such an analysis are discussed below.

3.4.5.5 In general, uncontrolled comparables would first be sought from
the geographic market in which the controlled taxpayer operates, because
there may be significant relevant differences in economic conditions between
different markets. If reliable comparables from the same market are not
available, an uncontrolled comparable derived from a different geograph-
ical market may be considered if it can be determined that (i) there are no
differences between the two markets that would materially affect the price or
profit of the transaction or (ii) reasonably reliable adjustments can be made
to account for such material differences between the two markets.

Location Savings

3.4.5.6 Anexample of a potential issue relating to geographic location is that
of “location savings”, which may come into play during a transfer pricing anal-
ysis. Location savings are the net cost savings that an MNE realizes as a result
of relocation of operations from a high-cost jurisdiction to a low-cost jurisdic-
tion. Typically, the possibility to derive location savings may vary from one
jurisdiction to another, depending for example on the following:

>  Labour costs;
Raw material costs;
Transportation costs;
Rent;
Training costs;
Subsidies;

Incentives including tax exemptions; and

YV V V YV V V VY

Infrastructure costs.
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3.4.5.7 Itis quite possible that part of the cost savings may be offset at times
by “dis-savings” on account of the poor quality and reliability of the power
supply, higher costs for transportation, quality control etc. Accordingly, only
the net location savings (i.e. savings minus dis-savings) may give rise to an
extra profit arising to an MNE due to the relocation of its business from a
high-cost to a low-cost jurisdiction.

3.4.5.8 The computation of location savings typically involves the quanti-
fication of the net cost savings derived from relocating in a low-cost country,
as compared to the relevant high-cost country. In theory, the cost savings
computation includes selection of a pre-transfer manufacturing or servicing
base in the relevant high-cost country compared to the comparable manu-
facturing or services cost in the low-cost country, taking into account such
things as total labour cost per unit of output (adjustment on account of differ-
ence in labour productivity), cost of raw material, costs of land and rent costs;
tax benefits etc. The cost savings can be partially offset by higher cost of infra-
structure such as less reliable power supplies etc. in certain cases.

Figure 3.D.2
Determining Net Location Savings

Cost savings Dis-savings Net location
(e.g. cheap labour) (e.g. high savings

transportation cost)

3.4.5.9 Location-specific advantages and location savings are defined as
a type of benefit related to geographical location. The relocation of a busi-
ness may in addition to location savings give some other location-specific
advantages (LSAs). These LSAs could be, depending on the circumstances
of the case:

>  Highly specialized skilled manpower and knowledge;
»  Proximity to growing local/regional market;

»  Large customer base with increased spending capacity;
>

Advanced infrastructure (e.g. information/communication net-
works, distribution system); or

»  Market premium.

3.4.5.10 Taken together, location savings and each of the other types of
benefit related to geographical location are called location-specific advan-
tages (LSAs). LSAs may play a very important role both in increasing the
profitability of the MNE and in determining the bargaining power of each
of the associated enterprises. It should be noted that the term LSA includes
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sources of value that are discussed elsewhere in the Manual, and should not
be double-counted in assessing arm’s length outcomes. LSAs can be meas-
ured as follows:

Figure 3.D.3
Determining Location-specific Advantages

Net location Other location- Location-specific
savings specific benefits advantages

3.4.5.11 The incremental profit, if any, derived from the exploitation of
LSAs is known as “location rent”. Thus, the term “location savings” repre-
sents “cost savings” whereas “location rent” represents the incremental
profits derived from LSAs. The value of “location rent” is at most equal to, or
less than, the value of LSAs.

Figure 3.D.4
Determining Location Rent

Other location- Location-specific Location rent (i.e.
specific benefits advantages incremental profit)

3.4.5.12 The extent to which LSAs will lead to location rents depends on
competitive factors relating to the end product and to the general access to
LSAs. It is possible that in a particular case, even though LSAs exist, there are
no location rents. For example, in situations in which the market for the end
product is highly competitive and potential competitors also have access to the
LSAs, much or all of the benefits of LSAs would be passed on to the customers
through lower prices of products, resulting in little or no location rent. However,
circumstances where extra profits are passed on to customers are varied, and
may be permanent or temporary. Where this is temporary, at the end of this
period of competition, the MNE may possibly achieve a larger market share
in the local market with an increased ability to sell products at a higher price.
Alternatively, if an MNE has exclusive access to the LSAs, then the MNE may
derive significant location rents associated with the LSAs, as the LSAs reflect
a competitive advantage. These location rents may dissipate over time due to
competitive pressure, depending on the facts and circumstances of each case.
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3.4.5.13 Aswith the determination of whether location rents exist, the arm’s
length attribution of location rents depends on competitive factors relating
to access to the LSAs, and on the realistic alternatives available to the associ-
ated enterprises given their respective bargaining power. To the extent that
competitors would not have access to the LSAs, the relevant question is why
this is so. There are a number of possibilities. For example, the MNE could
have production intangibles that allow it to manufacture at a lower cost than
competitors. At arm’s length, the owner of the intangible would typically
be entitled to the rents associated with this cost saving, as it would have a
realistic alternative to undertake its production elsewhere at similarly low
costs. As another example, it might be that the low-cost producer is the first
to operate in the low-cost jurisdiction and there are no comparable low-cost
producers in its jurisdiction or other jurisdictions, implying that, for a time
at least, it is well-placed to extract a part of the location rents.

Other Relevant Factors

3.4.5.14 The next question would be the appropriate split consistent with
the arm’s length principle. As discussed above, the bargaining power of the
associated enterprises which reflects the arm’s length nature of two inde-
pendent parties negotiating over their respective shares of savings/rents may
be well suited as the key metric for this. This can be used to determine the
arm’s length surplus (savings/rents) allocations when comparable uncon-
trolled transactions or benchmarks are not available.

3.4.5.15 Government rules and regulations should be treated as condi-
tions of the market in the particular country if they apply in the same way
to controlled and uncontrolled transactions. Such rules would include
government interventions in the form of price controls, interest rate controls,
exchange controls, subsidies for certain sectors, anti-dumping duties etc.,
and should be taken into account in arriving at an appropriate transfer price
in that market. The question becomes whether, in light of these conditions,
the transactions between associated enterprises are consistent with compa-
rable uncontrolled transactions between independent enterprises.

3.4.5.16 An example of where government rules affect the market is that of
certain pharmaceutical formulations, which may be subject to price regula-
tion in a particular country. Another example is Export Oriented Units which
may be subject to beneficial provisions under the taxation laws of a country;
ideally, companies that enjoy similar privileges should be used as comparables,
and if that is not possible, comparability adjustments may need to be made as
part of the comparability analysis. Another example is where foreign exchange
regulations limit the amounts of the payments that can be made for services
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or intangibles. However, such regulatory limits may not set arm’s length prices
for services or intangibles. For example, assuming that all the transactions
are denominated in the same currency, certain countries have restrictions on
the payment of interest on external commercial borrowings and the exchange
control regulatory requirements authorize the borrower to pay interest at
LIBOR plus say 200 basis points. The country of the lender may, however, not
agree to use this as a basis for benchmarking the transaction when the lending
enterprise itself borrows in its domestic market at a higher rate.

3.4.5.17 The market level of the company is another key factor. For example,
the price at the wholesale and retail levels would generally differ so that a
retail price should not be compared to a wholesale price. Other market condi-
tions which may influence the transfer price may include: costs of production
(including costs of land, labour and capital); availability of substitutes (both
goods and services); level of demand/supply: transport costs; the size of the
market, and the extent of competition.

3.4.6 Business Strategies

34.6.1 On a general level, business strategies are one of the impor-
tant factors in a comparability analysis. However, the examination of the
legitimate business strategy of an MNE will depend on the facts and circum-
stances of each case. The business strategy of an MNE is dependent upon the
structural characteristics of its industry. Nonetheless, MNEs with different
business strategies may exist within the same industry. The business strate-
gies pursued by different MNEs may differ because of their different levels
of global integration, different corporate histories, internal efficiencies and
competitive advantages. Business strategies would take into account many
aspects of an enterprise such as innovation and new product development,
degree of diversification, risk aversion, assessment of political changes, the
impact of existing and planned labour laws, duration of arrangements and
other factors bearing upon the daily conduct of business. Such business strat-
egies may need to be taken into account when determining the comparability
of controlled and uncontrolled transactions.

3.4.6.2 On a strategic level, market share improvement strategies consid-
ered by MNEs can be divided into the following three main categories
depending on the period of their existence in a market:

»  Market penetration strategy;

»  Market expansion strategy; or

»  Market maintenance strategy.
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3.4.6.3 The above market share strategies depend on various factors
like market power and the business life cycle of the MNE in a particular
market. Market penetration occurs when an MNE is a relative newcomer to a
particular market and is seeking to enter and establish its products/services in
the new market. An MNE might actively pursue a market expansion strategy
to increase its market share in highly competitive markets. Market mainte-
nance occurs when an MNE has already entered a market and is aiming at
maintaining its market share.

3.4.6.4 A market penetration strategy may involve a combination of strate-
gies for attracting existing users of a competitive brand to new products and
attracting non-users to the product category to which the new product belongs.

3.4.6.5 When an MNE pursues a market maintenance/expansion strategy it
may focus on combining multiple strategies of:

»  Attracting users of competitive brands;
»  Pursuing current users to increase usage; and

»  Attracting non-users of the product category.

3.4.6.6 All these three market share strategies use two fundamental tactics:

»  Lowering the price of their products on a temporary basis by
offering discounts on the product to become extremely competi-
tive in the market; and

»  Increasing marketing and selling expenses through increased
advertisement; sales promotion activities like offering rebates,
free samples, offering extended warranties, and increased mar-
keting activities such as increasing the number of salespersons,
commission agents or distributors and increasing the amount of
incentive payments made to commission agents or distributors.

It may be desirable to isolate the costs related to the pursuit of the above
tactics as precisely as possible so that the allocation of costs at arm’s length
can be computed.

3.4.6.7 Market penetration, market expansion and market maintenance
strategies are legitimate business strategies that may involve substantial costs,
sometimes resulting in significant losses. Accordingly, there is strong implicit
recognition that market share strategies cannot be pursued indefinitely by
a taxpayer and there has to be some definite time frame in the foreseeable
future when these strategies might yield profits. A transfer pricing analysis
should consider the arm’s length allocation of the costs of these strategies
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between an MNE and its subsidiaries. The appropriate allocation of the costs
of such strategies will depend on the facts and circumstances of each case.
It is important to examine the following factors in order to determine the
proper cost allocation between parties to cross-border transactions:

»  Which entity is the initiator of the strategy?
»  Which entity is the intended beneficiary of the strategy?

»  Are unusually intense advertising, marketing and sales promo-
tion efforts taking place, since these would provide a signal of
market penetration or market share expansion strategies;

»  What is the nature of the relationship between the related parties,
i.e. their responsibilities and risk profile?

Y

Does the strategy involve intangibles? and

»  Which party is the legal and economic owner of such
intangibles?

3.4.6.8 For example, a limited risk company acting solely as a sales agent
with little or no responsibility for market development would be less likely
to share the costs of a market penetration strategy initiated by its parent
company than would a full risk distributor that might benefit more from a
successful market penetration or expansion strategy.

When an MNE enters a new market with its product or expands market share
of its product in an existing market through its subsidiary, questions of the
creation of marketing intangibles and increases in the value of product-related
intangibles such as trademarks, trade names etc. follow closely behind. It is
important to examine and follow the process of creation of intangibles in a
market, as well as the legal ownership of such intangibles and the right to
share in the return from such intangibles (the notion which some countries
refer to as “economic ownership”). Transfer pricing aspects of these issues
are discussed in greater detail in Chapter 6 on intangibles.

3.5 Further Steps in Comparability Analysis

3.5.1 Selection of the Tested Party

3.5.1.1 When applying the Cost Plus Method (CPM), Resale Price Method
(RPM) or Transactional Net Margin Method (TNMM) (see further Chapter
4) it is necessary to choose the party to the transaction for which a financial
indicator (mark-up on costs, gross margin or net profit indicator) is tested.
The choice of the tested party should be consistent with the functional anal-
ysis of the controlled transaction. Attributes of controlled transaction(s) will
influence the selection of the tested party (where needed).
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3.5.1.2 The tested party normally should be the less complex party to the
controlled transaction and should be the party in respect of which the most
reliable data for comparing the results of similar independent transactions
is available. Either the local or the foreign party may be the tested party. If a
taxpayer wishes to select the foreign associated enterprise as the tested party,
it must ensure that the necessary relevant information about it and sufficient
data on comparables is available to the tax administration in order for the
latter to be able to verify the proper selection of the tested party and the accu-
rate application of the transfer pricing method.

3.5.2 Identification of Potentially Comparable Transactions or
Companies

3.5.2.1 Comparable uncontrolled transactions (“comparables”) are of
two types:

»  Internal comparables, i.e. transactions between one of the par-
ties to the controlled transaction (taxpayer or foreign associated
enterprise) and an independent party; or

»  Third-party or external comparables, i.e. comparable uncon-
trolled transactions between two independent parties, neither of
which is a party to the controlled transaction.

Internal Comparables

3.5.2.2 Even though internal comparables may display a higher degree of
comparability, there is a need to subject internal comparables to as rigorous a
scrutiny as external ones regarding comparability factors, and to make compa-
rability adjustments when necessary. Use of internal comparables may have
advantages but also requires caution as mentioned below; accordingly, this
will require careful consideration of the facts and circumstances of each case.

3.5.2.3 The advantages of internal comparables are:

»  Internal comparables may have a more direct and closer relation-
ship to the transaction under review than external ones due to
one party to the transaction being the same. This may make
functional comparisons easier and may make it easier to con-
clude that identical accounting standards are being applied;

»  Transaction specific financial and other information is more

likely to be available; and

»  Comparability analysis involving internal comparables may
be less expensive for the taxpayer as no public database search
is required.
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3.5.2.4 A potential disadvantage of internal comparables is that they may
not necessarily be the best evidence if differences exist between the tested
transaction and the proposed comparable. For example, differences may
exist in transaction volumes, contractual terms, geographical markets and
business strategy, which are material and cannot be eliminated through reli-
able comparability adjustments.

3.5.2.5 Internal comparables, where available and reliable, may allow the
taxpayer to consider the use of the CUP Method which is the most direct and
reliable method if it can be applied. Internal comparables may also be used
with the other recognized transfer pricing methods.

3.5.2.6 However, reliable internal comparables may not exist. If that is the
case, it will be necessary to examine external sources of potential comparable
transactions among third parties.

Third-party Comparable/External Comparable

3.5.2.7 There are two types of third-party or external comparables. The
first type relates to transactions between two independent parties, neither
of which is a party to the controlled transaction. For example, it might be
possible to apply the CUP Method based on the price of a comparable product
sold under comparable circumstances by uncontrolled parties.

3.5.2.8 The second type of external comparable relates to the use of the
results of comparable uncontrolled companies (engaged in comparable trans-
actions) when applying profit-based transfer pricing methods. Typically, such
results are identified through the use of commercial databases and the appli-
cation of “screening” criteria. The determination of appropriate screening
criteria is a critical step and should be based on the most economically rele-
vant characteristics of the accurately delineated controlled transaction (see
section 3.5.2.28 et seq.). The objective of finding the closest comparables
must, however, also be balanced with the need to be pragmatic and to find
an answer.

Sources of Information for External Comparables

3.5.2.9 There are various sources of data and information which are avail-
able to assist a taxpayer or tax administration in identifying potential
external comparables. Possible sources range from commercial or electronic
databases to regulatory and other government filings and various analytical
reports issued by trade and industry associations. The search objective is to
identify the most reliable comparables for the controlled transaction under
examination according to the specific set of criteria.
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3.5.2.10 The data sources provide a vast array of information. Some provide
simple leads or contacts, or a starting point to learn more about a particular
industry so that appropriate comparables are ultimately selected. Others
provide business profiles and detailed financial information about potential
comparables. Each source can be important in establishing and documenting
the quantitative basis for an arm’s length transfer pricing policy.

3.5.2.11 A key resource among the general sources of information is that
of commercial databases including databases in electronic form. These data-
bases have been developed by various organizations which compile accounts
filed by companies with the relevant administrative bodies and present them
in an electronic format suitable for searches and statistical analysis. Some
of these databases compile financial data from one country only, while
others compile regional or even global data. These products typically provide
detailed financial information as well as some textual information such
as short business descriptions. The level of detail available in the database
largely depends on the country concerned.

3.5.2.12 'The advantage of commercial databases is that they can provide
the ability to sort quickly and retrieve selectively only the potential compara-
bles that meet certain qualitative and quantitative screening criteria. Criteria
commonly used for initial screening include industry codes, scale or sales
volume, ownership and related/associated enterprises, availability of finan-
cial data or certain financial ratios.

3.5.2.13 It is important to note that commercial databases rely on publicly
available information. These databases may not be available in all countries,
since not all countries have the same amount of publicly available informa-
tion about their companies. Further, due to the different disclosure and filing
requirements depending on the legal form of the enterprise, the information
may not be in a similar format, making it difficult to compare. Most of these
databases are used to compare the results of companies rather than of trans-
actions because third-party information at a transactional level is generally
not readily available.

3.5.2.14 Commercial databases can be a practical and sometimes
cost-effective way of identifying external comparables and may provide the
most reliable source of information, depending on the facts and circum-
stances of the case. However, a number of limitations to commercial
databases are frequently identified and commercial databases are not avail-
able in all countries. Further, they may be costly to use and many developing
countries may not have access to them. The use of commercial databases is
not compulsory, and it may be possible to identify reliable comparables from
other sources of information, including internal comparables as described
above, or a manual identification of third parties (such as competitors) that
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are regarded as potential sources of comparables for the taxpayer’s controlled
transaction.

3.5.2.15 Inaddition to information from commercial databases of company
results, a number of other sources of information may be useful, including
in some cases, price databases, publications and exchange quoted prices for
commodities. Such publications may provide useful information on market
conditions and prices of standard commodities. They can also be useful in
understanding relevant market dynamics for the products concerned. In
some cases, it may be appropriate to use quoted prices from commodities
or futures exchanges in order to benchmark transfer prices for commodities
(see 4.7. on the application of a separate transfer pricing method relating to
transactions in commodities). However, as with any such source of poten-
tial benchmarking data, its reliability in pricing the tested transaction must
be carefully considered, particularly in the case of information in relation
to less transparent markets, i.e. those in which information on individual
transactions is not generally available to those who are not a party to the
transaction. In such cases, the published information will typically be based
on the publisher’s observations and contacts with key market participants.
While this kind of information can be useful, it should be borne in mind that
the publisher may have made adjustments to the raw data in ways that may
not be apparent. Such data should therefore be used with care.

Other Sources of Comparable Data

3.5.2.16 Other sources of comparable data may include the following:

»  Government sources—many governments and regulatory agen-
cies maintain databases on several industries. Such sources can
be located on the agency’s Internet websites;

»  Trade institutions and organizations—often these institutions or
organizations will maintain databases and research reports, and/
or hold files with data on potential comparables. Generally, these
institutions or organizations would be:

» Chambers of commerce;

» Trade and professional organizations;

» Embassies, consulates or trade missions; or
>

International organizations (e.g. the UN, the OECD, the
World Bank Group, and the IMF).

»  Other sources of knowledge on competitors or other entities
which may make suitable comparables.
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Process for Identifying Potential Comparables

3.5.2.17 Inidentifying potentially comparable uncontrolled transactions or
enterprises two approaches are possible: the “additive” and the “deductive”.

3.5.2.18 In the additive approach a list is prepared of potentially compa-
rable uncontrolled transactions or of third parties which are believed to be
carrying out potentially comparable transactions. As much information as
possible on these transactions is then collected to confirm whether they are
in effect acceptable comparables, based on the economically relevant charac-
teristics for the controlled transaction. When adopting the additive approach
special care should be taken in order to provide a reliable comparable; it is not
sufficient that a third-party company be well-known in the relevant indus-
trial sector. Also, one needs to avoid potential third-party companies who
themselves have transfer pricing issues.

3.5.2.19 'The deductive approach usually commences with a search on a
database for comparable companies or transactions. These can be commer-
cial databases developed by editors who compile accounts filed by companies
with the relevant governmental authorities, or proprietary databases devel-
oped by advisory firms. The approach typically starts with the identification
of a wide set of companies that operate in the same sector of activity, perform
broadly similar functions, and do not present economic characteristics that
are obviously different.

3.5.2.20 It should be emphasized that the exclusive use of either of the two
approaches may not yield valuable results. Depending on the facts of each
case, one of the above two approaches can be used or both in combination.

3.5.2.21 [Itis possible that companies identified using the additive approach
may not have been identified when using the deductive approach. This may
in some cases suggest that the search strategy applied under the deductive
approach is not sufficiently robust and should be reassessed, or simply that
certain information is not contained in the database selected. Therefore, the
additive approach could be useful for assessing whether the deductive search
strategy is reliable, comprehensive and appropriate given the economic char-
acteristics being considered.

3.5.2.22 [Itisveryimportant that the taxpayer or tax administration using
the “additive” and/or “deductive” approaches justifies and documents the
criteria used to include or exclude particular third-party data from the
pool of potential comparables, in order to ensure a reasonable degree of
objectivity and transparency in the process. In particular, the process
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should be reproducible by the taxpayer and by the tax administration that
wishes to assess it. It is also very important that third-party data be refined
using qualitative criteria. It would be improper to use financial informa-
tion relating to the transactions of a large sample of companies that have
been selected solely because they are classified in a database under a given
industry code.

Deductive Approach: Initial Identification and Screening of Comparables

3.5.2.23 After having developed a set of comparability criteria that are
tailored to the specifics of the controlled transaction at issue, the next step
is to conduct an initial identification and screening of potential independent
comparables. The objective in this initial screening, where performed using
a commercial database, is to identify substantially all companies that have a
reasonable probability of demonstrating the threshold comparability require-
ments and of providing verifiable, objective documentary evidence of market
pricing or profits. In other words, the desired initial result is to obtain the
largest possible pool of potential independent comparables for subsequent
screening, verification, and analysis. Where comparables are selected from
information sources other than databases this part of the process may be
different.

3.5.2.24 The process of screening, verification and selection of compa-
rables will largely depend upon the availability of databases in the public
domain in the country. Public databases may be available in some countries
whereas other countries may not have these databases. In such cases, one of
the options could be to rely on a database from a comparable economy with
reasonable and reliable adjustments.

3.5.2.25 The following analytical needs and constraints should, however,
be kept in mind:

»  The search process should avoid any systematic biases;

»  The screening process must be executed and documented in
a manner consistent with the general requirement for due
diligence; and

»  Itshould be recognized that some of the initial comparables will
be eliminated in subsequent stages of screening and analysis.

3.5.2.26 The person performing the search for comparables may have to use a
variety of information sources for third-party or external comparables. These
can include company-specific information sources including annual reports,
regulatory and other government filings, product literature and securities
analyst reports, as well as various trade and industry association materials.
Once intermediate screening has been completed a complete set of company
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financial statement data should be generated and reviewed for adequacy, period
coverage and general consistency. Sometimes details may even be obtained
through telephone or personal interviews with company management and it
is also possible to use the knowledge of internal operating personnel to identify
comparables. For example, sales and marketing personnel can be asked to assist
in identifying independent third-party resellers whose financial statements
may be used as a basis for establishing comparable profit margins.

3.5.2.27 Examination of the economically relevant characteristics of the
accurately delineated controlled transaction will help in the selection of the
most appropriate transfer pricing method and in developing search criteria
to identify reliable comparables with which to apply the selected method.
This examination is the primary focus of the functional analysis described
above in section 3.4.4.

Development of Comparable Search or “Screening” Criteria

3.5.2.28 Comparable search or “screening” criteria are developed based
upon the results of the above-mentioned examination of the economically
relevant characteristics in relation to the controlled transaction. These
criteria must be defined so as to identify those external uncontrolled trans-
actions that satisfy comparability vis-d-vis the controlled transaction and
the tested party. The search criteria should be set so as to select the most
reliable comparables. At the same time, the initial search criteria should not
be overly restrictive, in order not to set unrealistic expectations in terms of
comparability. Once potential comparables have been selected comparability
adjustments should be considered, and in cases where they improve the reli-
ability of the comparison, they should be made. The selection of the most
appropriate transfer pricing method will primarily be driven by the nature
of the accurately delineated transaction, but of course, the availability of reli-
able comparables will influence the choice.

3.5.2.29 A typical process of comparable searching may be divided into
three screening phases, namely (i) database screening (primary screening),
(ii) quantitative screening (secondary screening) and (iii) qualitative
screening (tertiary screening). Potential comparables are reviewed in each of
these phases to determine whether they qualify as comparables.
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Figure 3.D.5
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3.5.2.30 'The determination of appropriate screening criteria will depend on
the most economically relevant characteristics of the accurately delineated
transaction. Typically, they will begin with the industry code and include
screens to ensure the transactions engaged in by the potential comparables
are indeed comparable and uncontrolled, and that sufficient financial infor-
mation is available and can be relied upon. While screens based on industry
codes and geographic market are commonly applied, it is always impor-
tant to consider what characteristics are most economically relevant to the
accurately delineated tested transaction(s). For instance, functional compa-
rability may be more important than similarity of industry or market. In
such cases, indiscriminate application of the less relevant criteria may be
unhelpful, resulting in no comparables being left with which to apply the
transfer pricing method.

3.5.2.31 Information derived from external comparables should reflect the
economic environment at the time the controlled transaction was undertaken.
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In principle, information from external comparables contemporaneous with
the controlled transaction might be expected to reflect the same economic
environment, but there can be practical difficulties in obtaining contem-
poraneous information given the time required for such information to be
prepared, reported, and uploaded on to databases. For a discussion on timing
issues, see section 3.6.2.

3.5.2.32 Examining multiple year data may be useful in a comparability
analysis but it is not a systematic requirement. Multiple year data may be
used where they add value and make the transfer pricing analysis more reli-
able. Circumstances that may warrant consideration of data from multiple
years include the effect of business cycles in the taxpayer’s industry or the
effects of life cycles for a particular product or intangible. However, the exist-
ence of any such cycle needs to be aptly demonstrated by the taxpayer.

Example of a Typical Process of Database Screening— Reviewing
Comparability*

The process described in this box is simply an example of a
commonly-used approach to conducting a database search for compa-
rables. In any particular case, however, consideration should be given
to the most economically significant characteristics of the accurately
delineated transaction under review as the basis for determining appro-
priate screening criteria. For instance, it may be unhelpful to eliminate
potential comparables from other markets where geographic or market
similarity is not in fact critical to the prices or profits associated with the
transaction under review.

1 Industry/business activity qualification codes

A common starting point in the comparables search process is industry/
business activity classification codes. Countries may have a set of industry
classification codes used for statistical or other purposes. Alternatively,
Standard Industry Classification codes (SIC) the Nomenclature of
Economic Activities in the European Community (NACE), and the
North American Industry Classification System (NAICS) industry
codes are the most commonly used by taxpayers and tax administra-
tions worldwide.

This screen will typically also enable a focus on the appropriate level of
the market.

25 Tbid. See Box 7, p.43.
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2 Geography/region/country/market

It generally makes sense to consider potential comparables from the
same geographic market as the tested party in the first instance as this
will minimize any potential differences that could have a material effect
on the comparison. However, in many countries, especially develop-
ing countries, the availability of independent comparables, or of public
information on independent comparables, is limited. Where there is no
information available relating to transactions that are in other respects
comparable to the tested transaction and relate to the same geographic
market, it is important to consider the relative importance of the various
comparability factors, bearing in mind that the aim is to find the most
reliable comparables available. That is, other comparability factors such
as those relating to the functional analysis may be more important in a
particular case than the geographic market, in which case, this screen-
ing criterion could be demoted or even abolished. Where the market is
considered to be a key comparability factor, it may be appropriate for
this to be defined as a country, a region, or group of countries that are
considered to be either (a) a single or largely integrated market; or (b)
sufficiently similar to the market of the tested transactions.

3 Key words related to the business activity

This stage generally involves identifying and searching for key terms
related to the tested party’s business and the activities associated with
the transactions under review. For example, key words may relate to the
most important activities and the level of market.

4 Availability of financial information

For practical reasons, potential results are screened out if information in
relation to the relevant years are missing. In the event that multiple year
data is being used, it may be pragmatic to screen out potential results
with two or more years of information missing.

5 Level of revenues (or other indicators of size, such as assets or
number of employees)

In some cases, the magnitude of the business can have a material effect
on comparability. If so, it can be relevant to include a screen based on the
size of the potential comparables, as measured by, for instance, turno-
ver, asset values, employees, etc. In addition, it may be appropriate in
some cases to examine more carefully any companies with continuous
losses. At arm’s length, independent companies may make losses, but
this would not be expected to continue for an extended period of time.
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6 Independence, public vs privately held companies

A fundamental element of the arm’s length principle is that of a compari-
son between the controlled transaction and uncontrolled transactions.
Therefore, most search processes will seek to eliminate transactions that
have been entered into by entities that belong to a multinational group.
However, where no more reliable comparables are available, group mem-
bers with no or only very limited related party transactions which do not
materially affect their gross or net margin may need to be used.

There can be advantages to restricting the search to publicly held com-
panies since disclosure and audit requirements for such companies are
typically more rigorous. Public companies are also generally required to
provide considerably more detail in their audited financial statements
and in the accompanying notes and management review of operations.
However, in many cases, whether or not a potential comparable is pub-
licly held is likely to be less important as a comparability factor than
other considerations such as functional similarity. Thus, where data
are scarce, eliminating potential comparables on this basis may not be
pragmatic.

7 Type of financial accounts

This stage focusses on identifying entities that provide either consoli-
dated or statutory financial accounts. Financial information of compara-
bles should not be affected/influenced by connected circumstances. Care
must be taken when using consolidated financial accounts. They may be
used only if the functions conducted by the consolidated group equate to
those of the tested party.

It is also important to ensure potential comparables’ financial state-
ments are audited, conform to generally accepted accounting principles
(GAAP), have sufficient detail, and are available in a relatively consistent
form over time.

8 Active/inactive entities

Inactive entities are usually screened out in the search process as cir-
cumstances between active and inactive entities are generally different.

9 Primary screening for functional comparability

This is an important step, which will often need to be continued in the
secondary and tertiary screening phases of the process. In some cases,
the key word search related to business activities described above can
be refined by screening transactions based on certain amounts in the
financial accounts which would indicate the existence (or absence) of

101



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

certain functions or assets. For example, if the tested party does not
undertake any research and development and does not use any intangi-
bles which may have been created through R&D, it may be appropriate to
include a screen to exclude entities which have non-negligible amounts
of R&D expenses. See also the discussion of diagnostic ratios in section
3.5.2.34 et seq.

It may also be possible to screen out those entities engaged in signifi-
cant business activities that are substantially dissimilar to the controlled
transaction and are not adequately disclosed to allow segmentation.
Entities engaging in significant non-comparable activities should be
excluded from the set of comparables.

Quantitative or Secondary Screening, Verification and Selection

3.5.2.33 The quantitative screening step involves further screening of the
financial information relating to the potential comparables for the rele-
vant period to determine whether their activities are comparable to that of
the tested party, and whether they report sufficient data at the level needed
to apply the selected transfer pricing method. Under this step, the search
process focuses on a rigorous review of each transaction or company in the
potential independent comparable pool against the full range of specific
screening criteria. The objectives at this stage are verification, final screening
and selection. This process is based on trial and error and requires multiple
data sources, cross-checks and selected follow-up and confirmation of factual
data. It will often be difficult to find ‘perfect’ comparables for a controlled
transaction. Therefore, in undertaking the screening process, judgement is
required. If the primary screening is applied too rigorously and inflexibly,
it may be the case that no apparent comparables remain. In such cases it is
particularly important to focus on the most economically significant char-
acteristics of the controlled transaction while dispensing with other, less
critical screening criteria for the transaction at hand. Where this is the case,
secondary screening can be particularly useful to refine the set of potential
comparables.

3.5.2.34 For example, such screening may be done using diagnostic ratios.
Diagnostic ratios are financial ratios applied to reject comparables that do not
fulfil certain criteria. Particularly in cases where broad primary screening
criteria have been used, diagnostic ratios can be used to improve the reli-
ability of a potential set of comparables by helping to distinguish between
results from transactions with differing degrees of comparability, and seeking
to eliminate those with a lower degree of comparability from the potential
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comparable set. One or a combination of diagnostic ratios may be used as
a kind of additional screen to narrow a range in cases where comparability
defects remain in the potential comparables set that are otherwise difficult to
eliminate, resulting in a range that would otherwise be overly wide.

3.5.2.35 For example, a ratio of marketing and advertising expenses to
sales could be an indicator of the intensity of the marketing and adver-
tising function undertaken. This ratio could then be used to refine the arm’s
length range based on comparables with similar levels of marketing / adver-
tising intensity in cases where the tested party makes sales to independent
customers. Note that it would generally not be reliable to use a diagnostic
ratio which comprises elements that are themselves the subject of related
party transactions.

3.5.2.36  The application of diagnostic ratios is based on the assumption
that a diagnostic ratio reflects a value driver of a particular line of business
and is a reflection of the comparable functional and risk profile. In practice, it
also depends on data availability. Most countries with transfer pricing rules
acknowledge that the application of a net margin method is less sensitive
to product and functional similarity than a traditional transaction method.
However, functional comparability is still required in practice so a proper
functional analysis and a good understanding of the tested business are
essential in determining what diagnostic ratios may be useful, and to help
avoid “cherry picking” or subjective use. Diagnostic ratios enable some of
the features of a potential comparable that are economically relevant for the
comparable search process to be taken into account when performing the
comparable search.

3.5.2.37 In order to identify potential comparables with a similar func-
tional and risk profile a diagnostic ratio measuring, for example, the level
of wage costs compared to an appropriate base (e.g. total operating costs or
total turnover) can be used as a yardstick to measure the level of technical
manpower employed by comparable companies engaged in software devel-
opment. The identification of a diagnostic ratio will depend upon several
factors such as geographical location; the nature of the business, product and
services; the product and service market etc. Using diagnostic ratios may
help to identify comparables which are in line with the functional and risk
profile of the tested party.

3.5.2.38 The diagnostic ratio is applied by using cut-off criteria. With this
method, financials of the tested party are used to calculate the diagnostic
ratios and these ratios are then used to create minimum or maximum values
to reject companies. Once a cut-oft is determined, generally all the values
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above or below a particular range of the cut-oft will be eliminated, depending
upon the facts and circumstances of each case. Subsequently, based on the
functional and risk profile of the tested party, all companies with a diag-
nostic ratio above and below the cut-off range will be excluded.

Examples of Diagnostic Ratios

Diagnostic ratios can be a useful additional tool for refining a compara-
bles search. Depending on the facts and circumstances, many different
ratios can be envisaged. In determining an appropriate ratio to apply,
consideration should be given to what are the most economically signifi-
cant characteristics of the tested transaction, and how such characteris-
tics might be reflected in the accounts. It should be noted, however, that
the ratio should not use amounts that relate to controlled transactions.
For example, if an entity makes sales to a related party, it would generally
not be reliable to use a sales-based ratio in the screening process.

Some examples of diagnostic ratios are set out below:

>

VV VYV VYV VY VY VY VY VY

days of inventory (average)

days receivable (average)

days payable (average)

turnover per employee

fixed assets over total assets
inventory over sales

operating assets to total assets

fixed assets to total sales

fixed assets to number of employees
operating expenses to sales

cost of sales to sales

inventory to total assets

research and development expenses to total costs

advertising and promotion expenses to total costs

Qualitative or Tertiary Screening and Interpretation of the Data

3.5.2.39 The final stage in the comparables search involves manual consider-
ation of each potential comparable (particularly in the case where the results
concerned are the gross or net profits of potentially comparable companies,
rather than individual pricing data). For instance, this may involve a review
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of websites and other publicly available information on the shortlist of poten-
tially comparable companies to ensure they are as reliable as possible.

3.5.3 Adjustments to Comparables

3.5.3.1 Certain adjustments may be needed in order to satisfy the require-
ments for accuracy and reliability of the comparables so that the financial
results of the comparables are stated on the same basis as those of the tested
party. However, the following important issues should be considered before
such a comparability adjustment is made:

»  Quality of data being adjusted: a comparability adjustment may
be made only where it improves the reliability of comparables. If
the search process for comparables has major shortcomings, the
addition of unreliable or multiple adjustments will not produce
reliable arm’s length outcomes;

»  Purpose of adjustment performed: adjustments should not be
made for differences that have no material effect on prices or
margins being tested;

»  Not every transaction being compared is capable of being
adjusted: there are transactions where reasonably accurate
adjustments can be quantified and be made, but in other situa-
tions, the accuracy of an adjustment is uncertain and speculative
and the adjustment therefore should not be made; and

»  Reliability and accuracy of the adjustment: the adjustment
should be calculated based on objective and verifiable data.

3.5.3.2 Comparability adjustments are part of the comparability analysis
and should be appropriately documented in order to ensure their reliability.

3.5.3.3 Comparability adjustments can be divided into three broad
categories:

1. Accounting adjustments;

2. Balance sheet/working capital adjustments; and

3. Other adjustments.

3.5.34 Accounting adjustments: There are various types of difference
in accounting standards and practices between the tested party and third
parties used as comparables which may lead to measurement errors if adjust-
ments are not made. The accounting differences can be grouped under the
following categories of classification differences and differences under rele-
vant law or standards.
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3.5.3.5 Accounting differences may relate to classification where certain
operations are recorded in different accounting lines. For example:

» A sales rebate granted to a customer may result in an adjustment
to sales or be recorded as negative sales or marketing expenses
depending upon accounting practice, and this may affect gross
margins (RPM);

»  R&D expenditure may be reflected either in operating expenses
or in the cost of sales, thus gross margins are not comparable
and this requires appropriate adjustment (CPM); or

»  Similarly, the lack of a clear distinction between direct costs and
indirect costs affects gross margins. Many of these classification
differences are eliminated by applying the TNMM. However,
even when using TNMM on a net margin level some accounting
differences may exist which can affect net margin in the same
way as gross margins resulting in differences between the tested
party and comparable. Examples include different depreciation
periods, different accounting treatment of employee’s stock
options etc.

3.5.3.6 Other accounting differences that may warrant adjustments relate
to situations where a comparable or tested party may have a choice under
relevant law or standards to capitalize or expense certain costs like R&D
expenses. Thus, a company may have developed significant intangibles but
have no intangible property in its assets on the balance sheet. Similarly,
different accounting law or standards may be applicable to goodwill recog-
nition and amortization which may create significant discrepancies between
the comparables and the tested party. In many cases it is difficult to identify
differences in accounting standards due to the following reasons:

»  Limited amount of detail available with regard to comparables in
the public domain;

»  Potential inconsistencies in the reporting of company financial
data by private reporting services;

»  Inconsistencies among methods of reporting among com-
panies; and

»  Different accounting standards followed in different countries.

3.5.3.7 Balance sheet adjustments are intended to account for different levels
of inventories, receivables, payables, interest rates etc. The most common
balance sheet adjustments, made to reflect differing levels of accounts receiv-
able, accounts payable and inventory, are known as working capital adjustments.
The fact that balance sheet adjustments are found most commonly in practice
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does not mean that they should be performed on a routine or mandatory basis.
A significantly different level of asset intensity may require further investi-
gation of the comparability characteristics of the potential comparable and
merely making a working capital adjustment would not alleviate the problem.

3.5.3.8 It is very common for the tested party and each of the potential
comparables to differ materially in the amount of working capital (inven-
tory, accounts receivable and payable). Such differences are generally caused
by differences in the financing terms of purchases and sales that the company
receives from its suppliers and extends to its customers, and by differences in
the levels of inventory held by the company. Such differences may generate
substantial differences in the working capital structure and may have an
impact on the operating profits of the companies due to the financing costs.
In order to reduce the effect of differences in terms of purchases and sales
and levels of inventory on profitability, adjustments can be made to reflect
the time value of the receivables, payables and inventory of the comparables.
This, however, should be done only if such adjustments can be reasonably
made and they improve comparability.

3.5.3.9 Adjustments for inventory, accounts receivable and accounts payable
follow the same basic mechanics. First a value is calculated as the difference
between the ratio of the balance sheet item in question to net sales for the
comparables and the same ratio for the tested party. The denominator of these
fractions will be an arm’s length amount for the tested party, for example
the denominator of a Profit Level Indicator (PLI) can be used. An alternative
approach would be to calculate these ratios with respect to operating expenses
such as where gross profit/operating expenses are the PLI used. The resulting
difference in the ratios is then multiplied by an interest rate and by the net sales
of the comparables to generate an amount to adjust the income statements of
the comparables. Then the PLI of that comparable is recomputed.

3.5.3.10 The following example shows how the results of the comparable
are adjusted to reflect the tested party’s levels of working capital. The other
approach could be that calculations are made to adjust the tested party’s
results to reflect the comparable’s levels of working capital or to adjust both
the tested party’s results and the comparable’s results to reflect “zero” working
capital. In general, working capital adjustments are calculated for inventory,
trade receivables and trade payables. The method for calculating working
capital adjustments for all three accounts follows the same basic approach.
To begin with, a value is calculated for differences in levels of working capital
between the tested party and the comparable party relative to the appropriate
base. The appropriate base will be the denominator used for calculating the
PLI which can either be costs, sales or assets. The resulting difference in the
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ratios is then multiplied by an appropriate interest rate. A working capital
(WC) adjustment so computed is either adjusted to the PLI of the comparable
or to the Tested Party’s PLI for the purpose of comparison.

Figure 3.D.6
Working Capital Adjustments

Cl'ested Party WC) (Comparable Party WC)

Working Capital -
) ) ® o

(I'ested Party PLD (Comparable Party PLD

3.5.3.11 Example of Working Capital Adjustment

Example: Information Technology Company

The following hypothetical illustration is provided merely to demon-
strate how a working capital adjustment can be calculated. It should
not be construed as the only way in which such an adjustment may be
calculated.

Working Capital Adjustment

Particulars Tested Party | Comparable Party
Sales (A) 100 120
Earnings before interest and taxes (EBIT)

(B) 5 7
Operating profit margin (PLI) (B/A in

%) (C) 5% 5.8%
Accounts receivable (D) 100 110
Inventory (E) 20 40
Accounts payable (F) 50 50

Net working capital (G) (D+E-F) 70 100

Net working capital to sales (G/A in %) 70% 83.3%
Difference between net working capital to

sales of tested and comparable party (H) -13.3%
Interest rate on NWC (I) 5%
Adjustment (J) (I*H) -0.665%
Working capital adjustment —

Re-computing the PLI for the comparable

(C-]) 5.1%
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3.5.3.12 Other adjustments are those proposed by the taxpayer or tax
administrator to adjust for specific economic circumstances that affect
the transactions being compared. There can be significant differences in
the mix of functions performed by the potential comparables vis-g-vis the
tested party, or in the assets used or contributed, risks assumed or capital
employed. When such differences exist and are not adjusted, they may affect
the reliability of the comparables in establishing an appropriate arm’s length
profit range.

3.5.3.13 The financial results of the comparables may need to be adjusted
to eliminate the effect of such differences. Such adjustment is possible only
when reliable and accurate segmented detailed information is available.
An adjustment is made to the revenue and costs relevant to the functions
performed by the comparables but not by the tested party. If an arm’s length
return is established for additional functions performed by the tested party,
it is not necessary to adjust the comparables. That arm’s length return based
on another set of comparables may be applied to the tested party for those
functions. Care should be exercised while making a functional adjustment
which involves a subjective assessment.

3.5.3.14 There can be significant differences in the mix of functions
performed by the potential comparable vis-d-vis the tested party. For example,
a controlled distribution company may differ from a set of independent
distribution companies in that it performs import and regulatory func-
tions not performed by the independent distributors (notwithstanding that
the independent distributors have been determined to be the best available
comparables); performs only first-tier distribution functions and performs
limited manufacturing and assembly functions. To adjust for such differ-
ences, the financial results of the comparable may be adjusted to account
for the revenue, costs, and associated profits associated with the functions
performed by the comparable but not by the tested party, or vice versa.

3.5.3.15 Adjustments performed to compensate for material differences in
the mix of functions performed by a controlled storage device distributor
and a set of independent storage device distribution comparables is consid-
ered here to illustrate this point. It is assumed that the independent device
distributors (determined to be the best available comparables) also perform
manufacturing/assembly operations and downstream distribution func-
tions that are not performed by the controlled storage device distributor. In
this case, the financial results of the comparables may need to be adjusted
to eliminate the profits associated with manufacturing/assembly operations
and with downstream distribution functions based upon the profitability
earned in uncontrolled comparable storage manufacturing and downstream
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distribution transactions. In other words, for comparability purposes, only
the functions comparable to the functions carried out by the controlled
storage device distributor should be taken into consideration.

3.5.3.16 To contrast the treatment above with a different set of circumstances,
it could be assumed that the controlled storage device distributor above
performs some import functions which are not performed by the independent
distributors. The margins of those comparables that did not perform import
functions could perhaps be adjusted to reflect an arm’s length profit associated
with these functions if sufficient data exist to make an accurate adjustment.

3.5.3.17 Where a significant part of the potential comparable’s profits is
attributable to significant, unique intangibles, such as unique product design
or unique engineering, that are not present in the tested party, it may not
be possible to eliminate the effects of such intangibles on operating profits
by performing reliable comparability adjustments. If accurate adjustments
cannot be made, the potential comparable may need to be rejected.

3.5.3.18 As suggested earlier, economically significant risk is related to
anticipated reward and it would be expected that this would be reflected in a
controlled transaction that satisfies the arm’s length principle. However, the
actual return may or may not increase depending on the degree to which
the risk is actually realized. Accordingly, similarity in the level of risk is an
important consideration in selecting comparables.

3.5.3.19 The degree of comparability between a tested party and an uncon-
trolled taxpayer is impaired when the entities assume different economically
significant risks which may require making a risk adjustment. For example, a
contract manufacturer in certain circumstances may not assume the market
risks that fully-fledged manufacturers customarily do and therefore might be
expected to earn lower profit margins.

3.5.3.20 There is no universally accepted method for risk adjustment.
However, in practice MNEs carry out risk adjustment through the applica-
tion of certain methods that attempt to quantify on an ex ante basis (i.e. before
the event) the effect of risk on anticipated profitability based on, for example,
the weighted average cost of capital/capital asset pricing model. However,
it is worth mentioning that both models are based upon risk models used
mainly in relation to the risk of securities. Most statistical methods have their
inherent limitations. Therefore, risk adjustment must be made carefully, only
where needed and only if a reasonable and accurate adjustment is possible.

3.5.3.21 It has to be recognized that problems can arise due to significant
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differences in the transactional structure between associated party sales
in a controlled company and similar transactions involving independent
companies.

3.5.3.22 These problems typically arise in controlled situations when the
parties allocate the risks and functions of the enterprise among themselves
differently from the allocation of risks and functions between independent
enterprises. The differences in the bargaining power and degree of common
interest of the associated parties and the independent companies may lead
to very different transaction terms, such as extremely long-lived contracts,
or instances where transfers of unique intangibles that would not ordinarily
be transferred between independent companies are undertaken between the
associated enterprises.

3.5.3.23 In some cases material differences may exist in the way transac-
tions are structured by potential comparables and by the tested party, due
to the fact that the latter operates with associated enterprises in an MNE.
In such cases it may not be possible to find comparable transactions that
have the same transactional structure as the controlled transaction. In these
circumstances, adjustments may be needed to eliminate the effects of these
differences. For example, the margins of independent distributors operating
on short-term contracts may not be comparable to those of associated enter-
prises on long-term contracts, unless an adjustment is made to account for
the short duration of the former.

3.5.3.24 It has to be stressed that comparability adjustments should be
considered if and only if they are expected to increase the reliability of the
results. Relevant considerations in this regard include the materiality of the
differences for which an adjustment is being considered, the quality of the
data used in the adjustment, the purpose of the adjustment and the reliability
of the approach used to make the adjustment.

3.5.3.25 Comparability adjustments are only appropriate for differences
that have a material effect on the comparison. A comparison may be appro-
priate despite an unadjusted difference, provided that the difference does not
have a material effect on the reliability of the comparison.

3.5.3.26  No specific rules or guidelines can be given that may be applicable
to every transaction. In each case, the critical factors that have a material
impact on the price of the product (if the CUP Method is used) or on profit
(if the RPM, CPM, TNMM or PSM is used) should be identified. Ultimately,
decisions regarding whether adjustments are required depend entirely on the
facts and circumstances surrounding the transactions, on the availability of
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information needed for the analysis and on the accuracy and reliability of
any adjustments that may be made.

3.5.3.27 Available information is often not complete enough to enable
a review to be made of each possible comparability factor. The analysis
almost always takes place with imperfect information. That realization can
be helpful in deciding whether a particular difference is material enough to
make adjustments, or whether the comparability difficulties should affect the
selection of the most appropriate method.

3.54 Selection of the Most Appropriate Transfer Pricing
Method

3.5.4.1 See Chapter 4 for an explanation of transfer pricing methods and
selection of a suitable method.

3.5.5 Interpreting the Data to Determine the Arm’s Length
Price or Range

3.5.5.1 A comparability analysis may result in an “arm’s length range” of
financial indicators (prices or margins), all of which may considered to be
equally reliable. It should be noted that the domestic law in some coun-
tries will specify how such a range is to be derived from the final results
of the comparables, for instance by the use of particular statistical tech-
niques. Where the transfer price is within this range, it is normally accepted
as arm’s length.

3.5.5.2 However, it may be difficult to determine whether the search process
has indeed resulted in a range of results, all of which are equally reliable.
Uncertainty may also arise in cases where the range of results from a compa-
rables search is very wide. Where such concerns exist therefore, it can be
helpful to consider whether it is possible objectively to determine whether
some potential comparables are more reliable than others. The (further) use
of diagnostic ratios and qualitative screening can sometimes be helpful in
this regard.

3.5.5.3 'The search for reliable comparables is at the heart of most transfer
pricing analyses. In many cases, it may not be straightforward, but
rather, require the application of judgement. Care should thus be taken to
consider potential screening criteria as objectively as possible, and avoid
“cherry-picking” data. Similarly, absent factual changes, it would be expected
that such criteria would be used consistently over time.
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3.5.6 Analyzing Comparability Data and Determining an
Arm’s Length Price

3.5.6.1 The degree of comparability between the controlled and the uncon-
trolled transactions, including the reliability of comparability adjustments
needed and the availability of reliable information (especially on uncontrolled
comparables) are key factors in selection of the most appropriate transfer pricing
method. Other factors include the strengths and weaknesses of the method, the
appropriateness of the method in the light of the nature of the controlled trans-
action (based upon a functional analysis) etc. See further Chapter 4, Methods.

3.5.6.2 Once the transfer pricing method is selected, the next step is
to apply the selected method to arrive at the correct arm’s length price or
profit (or range of prices or profits) and to document the results of the anal-
ysis. The topics mentioned in this section are discussed in greater detail in
Chapter 4 and 12.

3.6 Further Issues Regarding Comparability Analysis

3.6.1 General

3.6.1.1 'The comparability analysis should be as reliable as possible.
However, on many occasions a careful comparability analysis will not yield
perfect matches in terms of comparable enterprises or comparable trans-
actions to those carried out by the associated enterprises. The nature, type,
quality etc. and number of comparables along with the adjustments made
during a comparability analysis may be the subject of debate, interpretation
and contention between the taxpayer and tax authorities. Some of the key
concerns surrounding comparability analysis are described below.

3.6.2 Timing Issues

3.6.2.1 There are timing issues in comparability with respect to the time of
origin, collection and production of information on comparability factors and
comparable uncontrolled transactions that are used in a comparability analysis.

3.6.2.2 Timing of origin of the transactions needs to be considered. In prin-
ciple, information relating to the conditions of comparable uncontrolled
transactions undertaken or carried out during the same period of time as
the controlled transaction (“contemporaneous uncontrolled transactions”) is
expected to be the most reliable information to use in a comparability anal-
ysis, because it reflects how independent parties have behaved in an economic
environment that is the same as the economic environment of the taxpayer’s
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controlled transaction.

3.6.2.3 Timing of collection of the relevant comparable data is also a potential
issue. In some cases, taxpayers implement transfer pricing documentation to
demonstrate that they have made reasonable efforts to comply with the arm’s
length principle at the time their intragroup transactions were undertaken,
i.e. on an ex ante basis (hereinafter “the arm’s length price-setting” approach),
based on information that was reasonably available to them at that point. Such
information includes not only information on comparable transactions from
previous years, but also information on economic and market changes that
may have occurred between those previous years and the year of the controlled
transaction. In effect, independent parties in comparable circumstances would
not base their pricing decision on historical data alone. This ex ante analysis of
the arm’s length price is, however, not the most common approach.

3.6.2.4 In other instances, taxpayers might test the outcome of their
controlled transactions to demonstrate that the conditions of these transac-
tions were consistent with the arm’s length principle, i.e. on an ex post basis
(hereinafter “the arm’s length outcome testing” approach). This test typi-
cally takes place as part of the process for establishing the tax return at the
year-end. An ex post (after the event) analysis is the most commonly used
method to test the arm’s length price of international transactions.

3.6.2.5 The arm’s length price setting and the arm’s length outcome testing
approaches, as well as combinations of these two approaches, are found
among countries that have implemented transfer pricing rules. Country
views differ as to whether data on contemporaneous transactions which
only become available to the taxpayer and tax administration at the time of
filing of the tax return, or conducting ex post analysis of transfer pricing, is
permitted or represents improper use of hindsight.

3.6.2.6 Another potential question is whether and how to take into account
tuture events in the transfer pricing analysis. Such events were not predict-
able at the time of the testing of a controlled transaction, in particular where
valuation at that time was highly uncertain. The question should be resolved,
both by taxpayers and tax administrations, by reference to what independent
enterprises would have done in comparable circumstances to take account of
the valuation uncertainty in the pricing of the transaction.

3.6.2.7 'The main issue is to:

»  Determine whether the valuation was sufficiently uncertain at
the outset that the parties at arm’s length would have required a
price adjustment mechanism; or
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»  Whether because the change in value was so fundamental, or
other developments arose, this would have led to a re-negotiation
of the transaction.

Where this is the case, the tax administration would be justified in deter-
mining the arm’s length price for the transaction on the basis of the
adjustment clause or re-negotiation that would be provided at arm’s length
in a comparable uncontrolled transaction. In other circumstances, where
there is no reason to consider that the valuation was sufficiently uncertain
at the outset that the parties would have required a price adjustment clause
or would have renegotiated the terms of the agreement, there is no reason
for tax administrations to make such an adjustment as it would represent an
inappropriate use of hindsight. The mere existence of uncertainty should not
require an ex post adjustment without consideration of what independent
enterprises would have done or agreed between them.

3.6.2.8 Data from years following the year of the transaction may also
sometimes be relevant to the analysis of transfer prices, but care must be
taken to avoid the use of hindsight, perceiving the significance of facts and
events with the benefit of knowledge accruing after they have occurred.

3.6.3 Lack of Reliable Comparables

3.6.3.1 One of the most frequent problems taxpayers and administrations
face with comparability analysis is the lack of reliable comparables with
respect to the transaction(s). This issue can be particularly acute in devel-
oping countries. Issues relating to lack of reliable comparables are discussed
above and in the PCT Transfer Pricing Toolkit (see 2.5.3.2).

3.6.3.2 When products, property or services are offered by first-movers
in specific segments there may be a dearth of comparables. These transac-
tions typically involve use of new technology, cutting-edge research, bundled
intangibles etc. which may not have satisfactory comparables. An example is
intellectual property content relating to high-tech computer software. Such
situations may be dealt with either by using a one-sided method (CPM, RPM
or TNMM) for which the tested party is the one that does not contribute such
intangibles; or, in those cases where unique intangibles are contributed by
both parties to the transaction, by using a profit split method.

3.6.3.3 Owing to business consolidation and vertical integration, it may
be extremely difficult in some industries to find reliable internal or external
comparables. An example is the pharmaceutical industry where there exists
a high level of vertical integration and consolidation in order to drive up
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efficiencies. In such scenarios the controlled transactions are part of a larger
global supply-chain and it can be difficult to find comparable transactions
between independent enterprises. In such cases also, it may be possible under
certain circumstances to use comparables from other industries, possibly
adjusted, in order to address this issue.

3.6.4 “Cherry-picking” of Comparables / Losses

3.6.4.1 Itis frequently not possible to obtain information on perfect compa-
rables in practice, and it is therefore often necessary to use broad search
criteria when identifying third-party comparables. It must be ensured that
potentially relevant external comparables are not excluded because of “cherry
picking” of favourable third-party information by either the taxpayers or the
tax authorities, ignoring other information that does not support the posi-
tion argued for.

3.6.4.2 For example, extreme results may be rejected as comparables after
careful consideration by the tax authorities as they tend to skew the data.
While this could be a correct application of the arm’s length principle in
certain circumstances, in other cases the reasons for the extreme result may
be genuine and may not always justify rejecting the company from the pool
of comparables.

3.6.4.3 The need for careful consideration can be particularly important
for a comparable company that loses money in a given year. This may occur
because of a recession year which hit the controlled and uncontrolled trans-
actions in the same way, but the loss may also be attributable to unique factors
with the potentially comparable company which may warrant a conclusion
that strict comparability standards are not satisfied.

3.6.4.4 To come to a correct conclusion, an unbiased analysis of the facts
and circumstances surrounding the transactions should be carried out.
Where one or more of the potential comparables is loss-making, further
examination would be needed to understand the reasons for such losses
and confirm whether the loss-making transaction or company is a reliable
comparable.

3.6.4.5 Well-documented search procedures and comparability criteria
make the application of the comparability standard transparent, in that the
comparability standard that was applied is clearly stated and its scope can be
evaluated. This will ensure that results are less susceptible to “cherry picking”
since the reasons for rejection of each potential comparable are provided.
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3.6.5 Intentional Set-offs

3.6.5.1 A deliberate or intentional set-off occurs when an associated enter-
prise has provided a benefit to another associated enterprise within the MNE
group and is compensated in return by that other enterprise with some
other benefits. These enterprises may claim that the benefit each has received
should be set-off against the benefit each provided and that only the net gain
or loss if any on the transactions needs to be considered for tax assessment.

3.6.5.2 Set-offs can be quite complex. They might involve a series of trans-
actions and not just a single transaction or they may involve several members
of the MNE group. Ideally the parties identify and disclose all set-offs accu-
rately and have enough documentation to substantiate their set-off claims so
that after taking account of these the conditions governing the transactions
are consistent with the arm’s length principle.

3.6.5.3 The tax authorities may evaluate the transactions separately to deter-
mine whether the transactions satisfy the arm’s length principle. However,
the tax authorities may also choose to evaluate the set-off transactions
together, in which case comparables have to be carefully selected. Set-offs
in international transactions and in domestic transactions may not be easily
comparable due, for example, to the asymmetries in the tax treatment of the
set-offs under the taxation systems of different countries.

3.6.6 Use of Customs Valuations

3.6.6.1 The price paid or payable for the goods (which under certain
limited circumstances may also include the costs of services and royalties) in
import transactions is the starting point for determination of any applicable
customs duties. A higher price on import reduces the profit of the importer
(all other things being equal) and thus the direct tax that might be due in the
importing country. However, where customs duties apply, this would also
result in higher duties being payable. Accordingly, there may be an inherent
conflict between the revenue implications and the motivation of the customs
and direct tax authorities. While the direct tax authority would focus on
overvalued import prices, the customs authority will seek to ensure that the
declared customs value has not been undervalued to reduce duty liability.

3.6.6.2 The WTO Agreement on Implementation of Article VII of the
General Agreement on Tariffs and Trade 1994 (“the WTO Valuation
Agreement”) sets out the methodology for determining the customs value of
imported goods. Customs valuation is the procedure applied to determine the
customs value of imported goods for the purpose of calculating ad valorem
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customs duties. Article 22 of the WTO Valuation Agreement requires that
each Member of the WTO shall ensure the conformity of its laws, regula-
tions and administrative procedures with the provisions of the Agreement.
In contrast, for direct tax purposes, the tax authorities in most countries use
the “arm’s length principle” as a standard for valuing cross-border related
party transactions.

3.6.6.3 Both customs valuation and transfer pricing approaches aim at
determining an appropriate price for cross-border transactions. However,
the approaches differ and in some cases may be incompatible due to different
motivations, theoretical frameworks, documentation requirements or other
factors, causing practical difficulties for importers. Therefore, better coor-
dination and exchange of information between direct tax and customs
authorities is encouraged. However, the extent to which this is possible may
depend on how the customs services and tax administrations are organized
in each country. For some countries the two organizations are more inte-
grated, and for others they are completely separate.

3.6.6.4 In appropriate circumstances the verified customs value may be
useful to tax administrations in evaluating the arm’s length character of
the transfer prices of imported goods in international transactions between
associated enterprises. In particular, customs may have contemporaneous
information regarding the transaction that could be relevant for transfer
pricing purposes, while tax authorities may have transfer pricing documen-
tation which provides detailed information on the circumstances of the
transaction.

3.6.6.5 Some customs administrations are now also making use of transfer
pricing data, where relevant, to ensure that the price of an associated party
transaction has not been affected by the special relationship between
the parties.

3.6.6.6 There are similarities between customs valuation and transfer
pricing methods, for instance, one method permitted for the purposes of
verifying customs values uses a comparison between the value of the goods
imported by a related party with the value of identical or similar goods
imported by independent parties, which may be considered as analogous to
the application of a CUP Method for transfer pricing. Examining customs
values may thus provide relevant information and a useful starting point
for transfer pricing purposes in some cases and may also help in reducing
the compliance burden for taxpayers. However, it should be borne in mind
that customs valuation methods are highly prescriptive and may not be fully
aligned with the arm’s length principle as it applies for direct tax purposes.
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3.6.6.7 There has been a great deal of focus internationally on the inter-
play between transfer pricing and customs valuation methods. Following
two joint World Customs Organization (WCO) - OECD conferences in 2006
and 2007, it became clear that harmonization of the two systems was not
a realistic proposition; particularly given the fact that the WTO Valuation
Agreement is not expected to be updated in the short to medium term.
Discussions have therefore focused on the extent to which Customs may
use transfer pricing information when carrying out examination of related
party transactions. The principle of the customs valuation in cases involving
related party exporters and importers and where there are doubts as to the
reliability of the price paid or payable for the goods, is to judge whether
the special relationship between the parties influenced the price by exam-
ining “the circumstances surrounding the sale” (WTO Valuation Agreement
Article 1, paragraph 2(a)).

3.6.6.8 The WCO’s Technical Committee on Customs Valuation, which has
the mandate for ensuring, at the technical level, uniformity in interpretation
and application of the WTO Valuation Agreement, has issued several instru-
ments on this topic.?® These are briefly summarized below.

3.6.6.9 Commentary 23.1 recognizes the principle that a transfer pricing
study may, in some cases, be used by customs as a basis for examining the
circumstances of the sale. Following this general principle, Case Study 14.1,
sets out a scenario where customs use transfer pricing documentation, based
on the TNMM, to confirm that the prices applicable in a related party trans-
action have not been influenced by the relationship between those parties.

3.6.6.10 Case Study 14.2 also provides an example of customs authori-
ties making use of transfer pricing information (based on the RPM) but in
contrast concludes that the declared import price was not settled in a manner
consistent with normal pricing practices of the industry but rather had been
influenced by the relationship between the buyer and seller.

3.6.6.11 The WCO has produced the WCO Guide to Customs Valuation
and Transfer Pricing (2018) mentioned in 3.6.6.8 above, which includes
all relevant technical information on the two methodologies and explores
the interaction between them. It includes good practices for customs
and tax administrations, and businesses. In particular, customs and tax

26 WCO (2018). Guide to Customs Valuation and Transfer Pricing. Brussels:
WCO. Available from http://www.wcoomd.org/-/media/wco/public/global/pdf/
topics/key-issues/revenue-package/wco-guide-to-customs-valuation-and-transfer-
pricing.pdf?fla=en. Annex III, VI and VIL
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administrations are encouraged to work more closely together and the guide
emphasizes that businesses should consider customs’ needs when developing
transfer pricing strategies. To this end, the WCO has produced Guidelines
for Strengthening Cooperation and the Exchanging of Information between
Customs and Tax Authorities at the National Level (October 2016).2” These
Guidelines endeavour to provide guidance and ideas to customs and tax
authorities for formalizing the contacts and strengthening the existing coop-
eration at the national level, on a range of issues of mutual interest.

3.6.7 Use of Secret Comparables

3.6.71 Concern is often expressed by taxpayers, especially MNEs, over
aspects of data collection by tax authorities and its confidentiality. Tax
authorities have access to, as they need to, very sensitive and highly confi-
dential information about taxpayers, such as data relating to margins,
profitability and business contracts. Confidence in the tax system means
that this information needs to be treated carefully, especially as it may reveal
sensitive business information about that taxpayer’s profitability, business
strategies and so forth.

3.6.7.2 A secret comparable generally refers to the use of information or data
about a taxpayer by the tax authorities to form the basis of transfer pricing
scrutiny of another taxpayer. The taxpayer under scrutiny is not given access
to that information—it may, for example, reveal confidential information
about a competitor (i.e. the first taxpayer —to which the data relates).

3.6.7.3 'There is a need to exercise caution against the use of secret compa-
rables unless the tax administration is able, within the limits of its domestic
confidentiality requirements, to disclose the data to the taxpayer whose
transactions are being reviewed. This would enable an adequate opportunity
for the taxpayer to defend its own position and to safeguard effective judicial
control by the courts. Taxpayers contend that the use of such secret infor-
mation is against the basic principles of equity, as the taxpayer is required
to benchmark its controlled transactions with comparables not available to
it, without the opportunity to question comparability or argue that adjust-
ments are needed. Taxpayers contend that it would be unfair if they face the
consequences of adjustments made on this basis, such as additions to income,

27WCO (2016). Guidelines for Strengthening Cooperation and the Exchanging
of Information Between Customs and Tax Authorities at the National Level. Brussels:
WCO. Available from http://www.wcoomd.org/~/media/wco/public/global/pdf/
topics/facilitation/instruments-and-tools/tools/customs-tax-cooperation/customs_
tax_guidelines_en_final2.pdf?db=web
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typically coupled with interest, penalties etc. Furthermore, double taxation
may not be relieved if secret comparables cannot be disclosed to the compe-
tent authority of another country.

3.6.8 Overall Process Complexity

3.6.8.1 Comparability analysis looks simple in theory but in practice it can
be a laborious, difficult, time-consuming and, more often than not, expen-
sive exercise. Seeking information, analyzing all the data from various
sources, documenting the analysis and substantiating adjustments are all
steps that require time and money. It is therefore important to put the need
for comparability analyses in perspective. The aim should be to ensure that
the compliance burden and costs borne by a taxpayer to identify possible
comparables and obtain detailed information thereon are reasonable and
proportionate to the complexity of the transaction. It is recognized that the
cost of obtaining information can be a real concern, especially for small to
medium-sized operations, but also for those MNEs that deal with a very large
number of controlled transactions in many countries. However, it should
be observed that the burden of cost cannot be a reason for the dilution of
comparability standards.

3.6.8.2 These resource considerations apply at least as much to many devel-
oping countries, and efforts must be made to ensure that their position is not
prejudiced by a lack of such resources in ensuring the arm’s length pricing of
transactions in their jurisdictions.

3.6.8.3 When undertaking comparability analysis there is no require-
ment for an exhaustive search of all possible relevant sources of information.
Taxpayers and tax administrations should exercise judgment to determine
whether particular comparables are reliable.

3.7 Conclusion

3.7.1 Transfer pricing theory meets practice in comparability analysis — the
translation of the arm’s length principle into the selection of reliable compa-
rables and of the appropriate transfer pricing method, eventually yielding the
transfer price. This is all facilitated by comparability analysis.

3.72 A good comparability analysis is an essential step in any transfer
pricing analysis in order to gain a correct understanding of the economically
significant characteristics of the controlled transaction, and of the respective
roles of the parties to the controlled transaction. This will assist in the selec-
tion of the most appropriate transfer pricing method in the circumstances of

121



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

the case. This part of the process is fact-based and requires the taxpayer or tax
administration to demonstrate an understanding of how business operates.

3.7.3 In most cases, the application of the selected transfer pricing method
will then rely on the identification of uncontrolled comparable transactions.
This part of the process may be particularly complicated, especially in coun-
tries that have limited access to information on potential comparables. It is
worth emphasizing that solutions exist to deal with this problem, including the
collection of information on internal comparables (i.e. transactions between
the taxpayer or its associated enterprise and a third party) where they exist;
the collection of public information on third parties (e.g. competitors) that are
likely to be involved in uncontrolled transactions comparable to the taxpayer’s
controlled transaction, or the possible use of databases from other countries.

3.74 It is clear that the comparability analysis should be as reliable as
possible so as to arrive at the correct arm’s length price or profit (or range of
prices or profits). In performing this comparability analysis, it may be neces-
sary for the taxpayer or the tax authorities to undertake a detailed functional
analysis taking into consideration a wide variety of data sources, other factors
and, if necessary, a series of comparability adjustments while arriving at a
suitable set of benchmarks (or comparables). The choices made in the course
of this analysis have to be substantiated and the overall process has to be thor-
oughly documented.

3.7.5 It is essential to put the need for comparability analyses into perspec-
tive given the extent of the compliance burden and costs that can arise to
a taxpayer or tax administration in identifying possible comparables and
obtaining detailed information. Taxpayers and tax administrations should
exercise judgment to determine whether particular comparables are reliable.

3.7.6  Further, as noted in the introduction, the lack of comparables for a
given controlled transaction does not mean that it is or is not at arm’s length
or that the arm’s length principle cannot be applied. This is especially impor-
tant given the growing importance of integrated business models and of
transactions involving unique intangibles for which comparables may not
be available. The need for a reliable analysis must therefore be balanced with
a pragmatic approach and one should not set unrealistic expectations for
comparability analyses.
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4 Methods

4.1 Introduction to Transfer Pricing Methods

4.1.1 This Chapter describes several transfer pricing methods that can be used
to determine an arm’s length price and describes how to apply these methods
in practice. Transfer pricing methods (or “methodologies”) are used to calcu-
late or test the arm’s length nature of prices or profits. Transfer pricing methods
are ways of establishing arm’s length prices or profits for transactions between
associated enterprises. As described in Chapter 3 on Comparability Analysis,
the transaction between related enterprises for which an arm’s length price
is to be established is referred to as the “controlled transaction”. The selected
transfer pricing method is the mechanism by which the prices or results of the
controlled transaction are compared to the prices or results of comparable
uncontrolled transactions. In this way, the application of transfer pricing meth-
ods helps assure that transactions conform to the arm’s length standard. It is
important to note that although the term “profit margin” is used, companies
may also have legitimate reasons to report losses at arm’s length. Furthermore,
transfer pricing methods are not determinative in and of themselves. If an
associated enterprise reports an arm’s length amount of income, without the
explicit use of one of the recognized transfer pricing methods, this does not
mean that its pricing should automatically be regarded as not being at arm’s
length and that adjustments should be imposed.

4.1.2 Selection of Methods (How, Why and Use of Methods)

4.1.2.1 Ineach case, the objective is to identify the most appropriate method
for the particular case. Considerations involved in selecting a method
can include: the respective strengths and weaknesses of each method; the
nature of the controlled transaction; the availability of reliable information
(in particular on uncontrolled comparables) needed to apply the selected
method; and the degree of comparability between the controlled and uncon-
trolled transactions.

4.1.2.2 Method selection is an important part of the comparability analysis
described in Chapter 3. The starting point in selecting a method is to develop

123



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

an understanding of the controlled transaction (inbound or outbound), by
means of the functional analysis. The functional analysis establishes the
foundation necessary to select the most appropriate transfer pricing method
as it helps:

»  To identify and accurately delineate the intragroup transactions
(the wording “accurate delineation” connotes the act of estab-
lishing the facts of the transaction based on available evidence,
including the relevant acts of the parties);

»  To identify the characteristics that would make a particular
uncontrolled transaction or function suitable for use as a
comparable;

A\

To determine any necessary adjustments to the comparables;

»  To check the relative reliability of the transfer pricing method
selected; and

»  Over time, to determine if modification of the transfer pric-
ing method is appropriate because the controlled transac-
tion, function, allocation of risks or allocation of assets have
been modified.

4.1.2.3 The major components of a functional analysis are analyses of the
functions undertaken by each of the parties to the transaction, together with
the assets they use or contribute and the risks they assume. The functional
analysis is described and discussed in detail in Chapter 3, at 3.4.4. A summary
is provided below for context in the case of selection of appropriate methods.

4.1.2.4 The functions performed: The functional analysis identifies and
describes the activities performed by each of the relevant parties such as
product design, purchasing, inbound logistics, manufacturing, research and
development (R&D), assembling, inventory management, outbound logistics,
marketing and sales activities, after sale services, supporting activities, services,
advertising, financing and management etc. The functional analysis must spec-
ifty which party performs each activity and the intensity with which each party
performs that function. Where both parties are involved in performing an
activity the functional analysis should identify the relevant differences; e.g. if
both have inventories but Company A holds inventories for a period of up to
two years whereas Company B holds inventories for a period of one month the
functional analysis should identify that fact. The activities that add most value
must be identified and should be discussed in more detail.

4.1.2.5 The risks assumed: The functional analysis should identify risks
assumed and undertaken by each of the parties. Examples are: financial risk
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(currency, interest rate, funding risks etc.) credit and collection risk (trad-
ing credit risk, commercial credit risk), operational risk (systems failure risk),
commodity price risk, inventory risk and carrying costs, R&D risk, environ-
mental and other regulatory risks, market risk (country political risk, reli-
ability of customers, fluctuation in demand and prices) and product risk
(product liability risk, warranty risk and costs, contract enforceability and
the risk of product obsolescence). The party which assumes a risk would
expect to have higher earnings than one that does not; and will incur the
expenses and perhaps related loss if and when risk materializes.

4.1.2.6 The assets used or contributed: The functional analysis must iden-
tify the assets used or contributed by each of the parties and should distin-
guish between tangible and intangible assets. Tangible assets such as property,
plant and equipment have to be financed and an investment in such capi-
tal assets would usually be expected to earn a long-term return based on
the use and risk level of the investment. Intangible assets are very important
as substantial competitive advantage is often achieved by the creation and
use of intangible assets. Some intangibles have legal protection (e.g. patents,
trademarks, trade names) but other intangibles with less legal protection may
be equally important and valuable (e.g. know-how, trade secrets, marketing
intangibles etc.).?®

4.1.2.7 Interplay of the above factors: Today, in an MNE, operations tend
to be more integrated across jurisdictional boundaries and the functions,
risks and assets are often shared between entities in different jurisdictions.
This makes functional analyses both more difficult and more necessary. The
functional analysis can help identify which functions, risks and assets are
attributable to the various related parties. For example, the functional anal-
ysis may reveal that one company performs one particular function but the
cost of this is borne by the other party to the transaction. The functional
analysis could highlight that situation and consider the legal allocation of
risk and the economic substance of the transaction. Another example would
be where a company performs one particular function and bears the cost
thereof but the benefit also accrues to the other party to the transaction. The
functional analysis could emphasize that situation and consider which party
bears the risk in legal terms and which party assumes the risk according to
the economic substance of the transaction. The functional analysis typically
includes a discussion of the industry in which the tested party operates, the
contractual terms of the transaction at issue, the economic circumstances of
the parties and the business strategies they employ. The functional analysis

28See Glossary for a definition of “marketing intangibles”; a term also used
extensively in the OECD Transfer Pricing Guidelines.

125



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

helps to identify the operations that would be expected to benefit a related
party and require an arm’s length return.

4.1.2.8 Selecting a method after the functional analysis: Once the func-
tional analysis is performed the application of a transfer pricing method, with
the associated evaluation of comparable transactions, may be considered.
Transfer pricing methods typically use information on comparables; the lack
of such comparables can make a particular method —even one that might
seem initially preferred —inapplicable, and a different method more reliable.
These comparable transactions are also referred to as “uncontrolled trans-
actions” because the parties involved in the transactions are independent of
each other. Although uncontrolled transactions of independent unrelated
companies are usually used as comparables for transfer pricing purposes, in
practice it is sometimes not possible to identify reliable, closely comparable
data in the same markets. In such cases practical solutions should be sought
in good faith by taxpayers and the tax administration. Comparability issues
are discussed in more detail at Chapter 3.

4.1.2.9 Solutions for cases where comparables are difficult to find may
include the following:

»  Searching for comparables in other industries where such com-
parable companies have similar functions, assets and risks;

»  Searching for comparables in other geographical regions that
share certain key similarities with the country in which a com-
pany conducts its business; and

»  Using industry analyses (publicly available or conducted inter-
nally by the company) to identify profit levels that can reasonably
be expected for various routine functions (e.g. production, ser-
vices, distribution).

The suggestions above are not intended to be exhaustive, neither is any pref-
erence implied by the ordering of the alternatives. Rather, the approaches
above are presented as examples of what might be done and are included
for information purposes only. Due to the difficulty in obtaining access to
(publicly available) data, in certain instances methods other than the ones
presented above may need to be used. Further guidance on this issue can be
found in the PCT Transfer Pricing Toolkit (see 2.5.3.2).

4.1.2.10 Intangibles: Among the factors to be considered in selecting the
most appropriate method in the circumstances of the case. It is important
to determine which party has developed or acquired any intangibles used
and in what capacity, which party has the legal ownership and which party
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receives the benefit of the intangibles. The party that developed the intan-
gibles and bore the related intangible development risks should be able to
obtain benefits from those intangibles for example through:

» A sale or licensing of the intangibles to another party who
exploits it; or

»  Exploiting the intangible itself, for example by way of an increase
in the price of products or services that make use of such
intangibles.?

4.1.3 Choice of Available Methods

4.1.3.1 There are two general categories of methods. “Traditional
Transaction Methods” consist of the Comparable Uncontrolled Price (CUP),
the Cost Plus Method (CPM) and the Resale Price Method (RPM). The
“Transactional Profit Methods” consist of the Transactional Net Margin
Method (TNMM) and the Transactional Profit Split Method (PSM). A
number of jurisdictions also apply “other methods” which are considered to
provide arm’s length results; however, it needs to be ensured that such meth-
ods are properly applied to be consistent with the arm’s length principle.

4.1.3.2 No preference for particular methods is advocated in this Manual.
The most suitable method should be chosen taking into consideration the
facts and circumstances. The taxpayer should e.g. take into account the type
of transaction, the functional analysis, comparability factors, availability
of comparable transactions and the possibility of making adjustments to
the data to improve comparability. For further discussion on this issue, see
Chapter 3.

4.1.3.3 Once a method is chosen and applied, taxpayers are generally
expected to apply the method in a consistent fashion. Assuming that an
appropriate transfer pricing method is being applied, a change in the method
is typically required only if there are any relevant changes in the facts, func-
tionalities or availability of data.

29 See Chapter 6 on Intangibles.
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4.2 Traditional Transaction Methods: Comparable
Uncontrolled Price (CUP) Method

4.2.1 Introduction to the CUP Method

4.2.1.1 'The Comparable Uncontrolled Price (CUP) Method compares the
price charged for property or services transferred in a controlled transac-
tion to the price charged for property or services transferred in a comparable
uncontrolled transaction in comparable circumstances. The CUP Method
may also sometimes be used to determine the arm’s length royalty rate for
the use of an intangible, or to determine an arm’s length rate of interest on a
loan. CUPs may be based on either “internal” comparable transactions or on
“external” comparable transactions. Figure 4.D.1 below explains this distinc-
tion in the context of a particular case study.

Figure 4.D.1
Comparable Uncontrolled Price (CUP) Method

Associated Associated
Enterprise 1 A Enterprise 2
/
N ~ . Y,
N /
Transaction #1 > N
(Internal) /'( <
// Al Unrelated
/ Party C
Transaction #2
(Internal) ,
/
/
Unrelated | > Unrelated
Party A . Party B
Transaction #3
(External)

» Controlled transaction

————————— » Uncontrolled transaction

4.2.1.2 Facts of the Case Study: The controlled transaction in this figure
involves the sale of bicycles between Associated Enterprise 1, a bicycle
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manufacturer in Country 1, and Associated Enterprise 2, a bicycle importer
in Country 2, which purchases, imports and resells the bicycles to unrelated
bicycle dealers in Country 2. Associated Enterprise 1 is the parent company
of Associated Enterprise 2.

4.2.1.3 In applying the CUP Method to determine whether the price
charged for bicycles sold in this controlled transaction is at arm’s length, the
following information is assumed to be available for consideration:

»  The price charged for bicycles sold in a comparable uncontrolled
transaction between Associated Enterprise 1 and Unrelated
Party C (i.e. transaction #1);

»  The price charged for bicycles sold in a comparable uncontrolled
transaction between Associated Enterprise 2 and Unrelated
Party A (i.e. transaction #2); and

»  The price paid for bicycles sold in a comparable uncontrolled
transaction between Unrelated Party A and Unrelated Party B
(i.e. transaction #3).

4.2.14 Comparable uncontrolled transactions, such as transaction #1 or #2,
which involve a transaction between the tested party and an uncontrolled
party, are referred to as internal comparables. Comparable uncontrolled
transactions such as transaction #3, which involves a transaction between
two parties neither of which is an associated enterprise, are called external
comparables. The application of the CUP Method involves a detailed trans-
actional comparison whereby the controlled and uncontrolled transactions
are compared based on the five comparability factors mentioned in Chapter 3.

4.2.2 Comparability in Application of the Comparable
Uncontrolled Price (CUP) Method

4.2.2.1 When applying the CUP Method, an uncontrolled transaction is
considered comparable to a controlled transaction if:

»  There are no differences in the transactions being compared that
would materially affect the price; or

»  Reasonably accurate adjustments can be performed to account
for material differences between the controlled and the uncon-
trolled transaction.

4222 In performing the comparability analysis, the controlled trans-
actions and uncontrolled transactions should be compared based on the
comparability factors mentioned earlier and stated in detail in Chapter 3.
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In determining the degree of comparability between the controlled trans-
actions and uncontrolled transaction #1 in Figure 4.D.1, for example, the
following factors should be taken into account: (i) characteristics of goods
being transferred or services provided, (ii) contractual terms, (iii) economic
circumstances and (iv) business strategies. For the functional analysis it is
necessary to analyze the functions performed, the risks assumed and the
assets used or contributed.

4.2.2.3 Product comparability should be closely examined in applying the
CUP Method. A price may be materially influenced by differences between the
goods sold or services rendered in the controlled and uncontrolled transac-
tions. The CUP Method is appropriate especially in cases where an independ-
ent enterprise buys or sells products that are identical or very similar to those
sold in the controlled transaction or in situations where services are rendered
that are identical or very similar to those rendered in the controlled transaction.

4224 Although product comparability is important in applying the
CUP Method, the other comparability factors should not be disregarded.
Contractual terms and economic conditions are also important comparabil-
ity factors. Where there are differences between controlled and uncontrolled
transactions, adjustments should be made to enhance reliability.

4.2.2.5 Reasonably accurate adjustments may be possible for differences in:

»  The type and quality of the products. E.g. unbranded Kenyan
coffee beans as compared with unbranded Brazilian coffee beans;

»  Delivery terms. E.g. Associated Enterprise 1 in Figure 4.D.1 sells
similar bicycles to Associated Enterprise 2 and Unrelated Party
C. All relevant information on the controlled and uncontrolled
transactions is available to Associated Enterprise 1, and hence it
is probable that all material differences between the transactions
can be recognized.*® The uncontrolled price can be adjusted for
the difference in delivery terms to eliminate the effect of this dif-
ference on the price;

»  Volume of sales and related discounts. E.g. Associated Enterprise

301t is assumed that the circumstances relating to the controlled and uncon-
trolled transactions are similar. The only material difference that could be identified
between the transactions is that the price relating to the controlled transaction is a
delivered price (i.e. including transportation and insurance), while the uncontrolled
transaction #3 is made ex works, with the buyer taking responsibility from the
named place of delivery, which is Associated Enterprise 1’s factory (the “works”). It
is possible to perform reasonably accurate adjustments for this difference.
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1 sells 5,000 bicycles to Associated Enterprise 2 for US$90 per
bicycle, while it sells 1,000 similar bicycles to Unrelated Party C.
The effect of the differences in volume on price should be ana-
lyzed, and if the effect is material, adjustments should be made
for example based on volume discounts in similar markets;

»  Product characteristics. E.g. the uncontrolled transactions to
an unrelated party in Figure 4.D.1 involve bicycles on which
modifications have been made. However, the bicycles sold in the
controlled transactions do not include these modifications. If the
product modifications have a material effect on price, then the
uncontrolled price should be adjusted to take into account this
difference in price;

»  Contractual terms. E.g. Associated Enterprise 1 sells the bicycles
to Associated Enterprise 2 offering a 90-day credit term but the
contract terms dictate that all sales to Unrelated Party C are cash
on delivery;

»  Allocation of risks. E.g. Associated Enterprise 1 is exposed to
inventory risk related to sales by Associated Enterprise 2 and
the risk that customers of Associated Enterprise 2 will default
on their bicycle purchase loans; whereas in the transaction
between Associated Enterprise 1 and Unrelated Party C, the
latter is exposed to the inventory risk and the risk of its custom-
ers’ default. This difference in risk allocation must be analyzed
and its effect on price quantified before Associated Party 2’s
prices and Unrelated Party C’s prices can be considered com-
parable; and

»  Geographical factors. E.g. Associated Enterprise 1 sells bicy-
cles to Associated Enterprise 2 located in South Africa, while
Unrelated Party C, to which it also sells the same bicycles, is
located in Egypt. The only material difference that could be
identified between the controlled and uncontrolled transactions
concerns the locale. To perform adjustments to account for this
difference one might have to consider, for example, differences in
inflation rates between South Africa and Egypt, the competitive-
ness of the bicycle market in the two countries and differences in
government regulations if relevant.

4.2.2.6 Reasonably accurate adjustments may not be possible for:

»  Unique and valuable trademarks. E.g. assuming Associated
Enterprise 1 in Figure 4.D.1 is engaged in manufacturing high
value branded goods, and attaches its valuable trademark to the
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goods transferred in the controlled transaction, while uncon-
trolled transaction #1 concerns the transfer of goods that are
not branded. The effect of the trademark on the price of a watch
may be material. However, it will be difficult, if not impossible,
to adjust for the effect of the trademark on price since the trade-
mark is an intangible asset that is unique. If reasonably accurate
adjustments cannot be made to account for a material product
difference the CUP Method may not be the appropriate method
for the transaction; and

Fundamental differences in the products. E.g. if the products
being sold are significantly different from the products sold in
the proposed comparable transaction it may not be possible to
adjust for the product differences.

4.2.2.7 Notwithstanding the difficulties often associated with adjustments to
address the sources of non-comparability described above, the need to make
adjustments should not automatically prevent the use of the CUP Method. It
is often possible to perform reasonably accurate adjustments. Where there
are material differences between the transactions, if reasonable adjustments
cannot be performed the reliability of the CUP Method is decreased. In these
circumstances another transfer pricing method may be more appropriate.

4.2.3

4.2.3.1
>

>

Strengths and Weaknesses of the Comparable
Uncontrolled Price (CUP) Method

The strengths of the CUP Method include that it:

Is a two-sided analysis as the price used reflects the agreed price
between two unrelated parties to the transaction;

Avoids the issue of which of the related parties involved in the
controlled transaction should be treated as the tested party for
transfer pricing purposes;*!

Involves a direct transactional comparison of a similar transac-
tion between unrelated parties. That is, it is a more direct meas-
ure of the arm’s length price than the other methods, all of which

31This issue arises if the other two traditional transaction methods are applied.
The other traditional methods determine a transfer price from the perspective of
the tested party in the analysis. For example, if the RPM is used, the related party
sales company is the tested party in the transfer pricing analysis. If the CPM is used,
the related party manufacturer will be the tested party. The resulting transfer prices
based on these two methods may very well differ from each other. The choice of the
tested party is also significant in the TNMM.
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indirectly determine arm’s length prices through analysis of the
arm’s length profits. As it is a more direct measure, the CUP
Method is less susceptible to differences in non-transfer pricing
factors (such as differences in the accounting treatment of costs
between controlled and uncontrolled parties); and

»  May be more readily used in instances such as, for example,
transactions involving commodity products.

4.2.3.2 The weakness of the CUP Method lies in the difficulty of find-
ing comparable uncontrolled transactions in the light of the comparability
standards that must be observed, particularly with respect to the compara-
bility of products, intellectual property or services.

4.2.4 When to Use the Comparable Uncontrolled Price
(CUP) Method

4.2.4.1 In cases where comparable uncontrolled transactions can be found,
the CUP Method is typically a very reliable method to use in determining
whether the terms of commercial and financial transactions between asso-
ciated enterprises are at arm’s length. This implies that an examiner should
always consider the feasibility of applying the CUP Method. That is, an
examiner should consider whether it is possible to locate acceptable inter-
nal comparables or external comparables. With regard to internal compara-
bles therefore, a question that should be asked in any analysis is whether one
of the associated enterprises involved is engaged in similar transactions with
independent enterprises.

4.2.4.2 Intheexample represented in Figure 4.D.1 above, this would involve
two distinct questions: (i) whether Associated Enterprise 1 sells compara-
ble bicycles to an unrelated party and (ii) whether Associated Enterprise 2
purchases comparable bicycles from one or more unrelated bicycle manu-
facturers. If the answer to either one of these questions is in the affirmative,
then the next step in the analysis is to determine the degree of comparability
between the controlled and uncontrolled transactions based on the compa-
rability factors.

4.2.4.3 External comparables may be difficult to find in practice unless the
transactions involve a fairly common and homogeneous product or service.
However, the advantages of the CUP Method are great enough to warrant a
significant effort to apply the method.

4.2.4.4 Experienceindicatesthatthe CUP Method will be most useful where:

»  One of the associated enterprises involved in the transaction
is engaged in comparable uncontrolled transactions with an
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independent enterprise (i.e. an internal comparable is avail-
able). In such a case all relevant information on the uncontrolled
transactions is available and it is therefore probable that all
material differences between controlled and uncontrolled trans-
actions can be identified; and

»  The transactions involve commodity type products, and the
differences between the products are minor or can be easily
adjusted for.

4.2.5 Case Examples of Use of the Comparable Uncontrolled
Price (CUP) Method

4.2.5.1 Example 1: Comparable Sales of Same Product

MCO, a manufacturer, sells the same product to both controlled and
uncontrolled distributors. The circumstances surrounding the controlled
and uncontrolled transactions are substantially the same, except that
the controlled sales price is a delivered price and the uncontrolled sales
are made free on board (f.o.b.) MCO’s factory (which means the buyer
takes responsibility for delivery costs of the goods for the remainder
of their transit). Differences in the contractual terms of transportation
and insurance generally have a definite and reasonably ascertainable
effect on price, and adjustments are made to the results of the uncon-
trolled transaction to account for such differences. No other material
difference has been identified between the controlled and uncontrolled
transactions. As MCO is engaged in both controlled and uncontrolled
transactions, it is likely that all material differences between the two
transactions have been identified. In this case, the CUP Method is
applied to an uncontrolled comparable with no product differences, and
there are only minor contractual differences that have a definite and rea-
sonably ascertainable effect on price. The results of this application of the
CUP Method will therefore provide the most direct and reliable measure
of an arm’s length result.

4.2.5.2 Example 2: Effect of Trademark

The facts are the same as in Example 1 except that MCO affixes its valuable
trademark to the property sold in the controlled transactions but does not
affix its trademark to the property sold in the uncontrolled transactions.
Under the facts of this case the effect on price of the trademark is material
and cannot be reliably estimated. As there are material product differ-
ences for which reliable adjustments cannot be made the CUP Method is
unlikely to provide a reliable measure of the arm’s length result.
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4.2.5.3 Example 3: Minor Product Differences

The facts are the same as in Example 1 except that MCO, which manu-
factures business machines, makes minor modifications to the physical
properties of the machines to satisfy specific requirements of a customer
in controlled sales. MCO does not, however, make these modifications
in uncontrolled sales. Only if the minor physical differences in the prod-
uct have a material and reasonably ascertainable effect on prices should
adjustments be made to the results of the uncontrolled transactions to
account for these differences. These adjusted results may then be used as
a measure of the arm’s length result.

4.2.5.4 Example 4: Effect of Geographic Differences

FM, a specialty radio manufacturer, sells its radios to a controlled dis-
tributor, AM, within the western region of Country A. FM sells its radios
to uncontrolled distributors to serve other regions in Country A. The
product sold in the controlled and uncontrolled transactions is the same
and all other circumstances surrounding the controlled and uncon-
trolled transactions are substantially the same other than the geographic
differences. If the geographic differences are unlikely to have a mate-
rial effect on price, or they have definite and reasonably ascertainable
effects for which adjustments are made, then the (adjusted) results of
the uncontrolled sales may be used under the CUP Method to establish
an arm’s length price. If the effects of the geographic differences would
be material but cannot be reliably ascertained, then the reliability of the
results will be diminished. However, the CUP Method may still provide
the most reliable measure of an arm’s length result relative to the applica-
tion of other transfer pricing methods.

4.3 Traditional Transaction Methods: Resale Price
Method (RPM)

4.3.1 Introduction to the Resale Price Method

4.3.1.1 The RPM is one of the traditional transaction methods that can be
used to determine whether a transaction reflects the arm’s length principle.
The RPM focuses on the related sales company which performs marketing
and selling functions as the tested party in the transfer pricing analysis. This
is depicted in Figure 4.D.2 below.

4.3.1.2 'The RPM analyzes the price of a product that a related sales company
(i.e. Associated Enterprise 2 in Figure 4.D.2) charges to an unrelated customer
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(i.e. the resale price) to determine an arm’s length gross margin, which the
sales company retains to cover its sales, general and administrative (SG&A)
expenses, and still make an appropriate profit. The appropriate profit level is
based on the functions it performs, the assets it uses and the risks it assumes.
The remainder of the product’s price is regarded as the arm’s length price
for the intragroup transactions between the sales company (i.e. Associated
Enterprise 2) and a related company (i.e. Associated Enterprise 1). As the
method is based on arm’s length gross profits rather than directly determin-
ing arm’s length prices (as with the CUP Method) the RPM requires less
direct transactional (product) comparability than the CUP Method.

Figure 4.D.2
Resale Price Method (RPM)

Associated
Enterprise 2 | Resale price Enterprise

Associated
Enterprise 1

Independent

Arm’s length
transfer price?

4.3.1.3 Consequently, under the RPM the starting point of the analysis for
using the method is the sales company. Under this method the transfer price
for the sale of products between the sales company (i.e. Associated Enterprise
2) and a related company (i.e. Associated Enterprise 1) can be described in

Resale price = US$100
Resale price margin (25%) = US$ 25
Arm’s length transfer price = US$ 75

the following formula:

TP = RSP x (1-GPM), where:

» TP = the Transfer Price of a product sold between a sales com-
pany and a related company;

» RSP =the Resale Price at which a product is sold by a sales com-
pany to unrelated customers; and

»  GPM = the Gross Profit Margin that a specific sales company
should earn, defined as the ratio of gross profit to net sales. Gross
profit is defined as Net Sales minus Cost of Goods Sold.
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4.3.1.4 Example of Resale Price Method (RPM) Application

Itis assumed that the resale price in Figure 4.D.2 is $100. This means that
Associated Enterprise 2 resells the bicycle to Independent Enterprise for
$100. If we determine, based on evidence from independent compara-
bles, that an arm’s length gross profit margin that Associated Enterprise
2 should earn is 25 per cent, Associated Enterprise 2 should cover its
SG&A expenses and make an appropriate profit with this 25 per cent
gross margin. The resulting transfer price between Associated Enterprise
1 and Associated Enterprise 2 (i.e. the cost of goods sold of Associated
Enterprise 2) is $75 (i.e. $100 (1-0.25).

4.3.1.5 Other approaches are possible. For example, if the associated enter-
prise acts as a sales agent that does not take title to the goods, it is possible
to use the commission earned by the sales agent (represented as a percent-
age of the uncontrolled sales price of the goods concerned) as the compara-
ble gross profit margin. The resale price margin for a reseller should always
be determined by taking into account the functions performed, assets used
or contributed and risks assumed by the reseller.

4.3.2 Arm’s Length Gross Profit Margin

4.3.2.1 The financial ratio analyzed under the Resale Price Method (RPM)
is the gross profit margin. Gross profit is defined as net sales minus cost of
goods sold. It is easiest to determine where the reseller does not add substan-
tially to the value of the product. The net sales figure of a sales company
is the sales revenue obtained from selling products to unrelated customers,
while the cost of goods sold equals the cost of purchasing the goods sold
plus certain additional non-operating costs. Thus, if we are determining the
gross margin for products purchased from a related company, the cost of
goods sold will include the transfer price paid to the related party (often a
manufacturer).

4.3.2.2 Accounting consistency is extremely important in applying the
RPM. Gross profit margins will not be comparable if accounting principles
and/or practices differ between the controlled transaction and the uncon-
trolled transaction. For example, the comparable distributors may differ
from the related sales company in reporting certain costs (e.g. discounts,
transportation costs, insurance and costs of performing the warranty func-
tion) as operating expenses or as cost of goods sold. Differences in inventory
valuation methods will also affect the gross margins. It is thus important that
the analysis does not compare “apples with oranges” but rather “apples with
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apples”. Appropriate adjustments may need to be applied to the data used
in computing the gross margin to make sure that “similar” gross margins
are compared.

4.3.3 Transactional Comparison Versus Functional
Comparison

4.3.3.1 The arm’s length price or margin can result from looking at compa-
rable functionality (distributors of broadly similar types of product) or from
making a transactional comparison by looking at each transaction the tested
party engages in involving comparable products (i.e. sales of different types
of bicycles).

4.3.3.2 The arm’s length (range of) gross profit margin(s) to be earned by
the sales company in the controlled transaction can therefore be determined
in the following two ways:

» By transactional comparison: for example, one could determine
the gross profit margin that Associated Enterprise 2 earns when
reselling bicycles purchased from an independent manufacturer
in a comparable uncontrolled transaction. This uncontrolled
transaction may initially have been rejected as an internal com-
parable for purposes of applying the CUP Method because, for
example, the transaction involves a different type of bicycle. If
the sale of recreational bicycles is at issue, but the unrelated
transactions involve bicycle rickshaws (pedicabs) or the like this
may involve broadly similar products with comparable account-
ing measures of Costs of Goods Sold (COGS) making gross
margin comparisons sufficiently reliable; and

» By functional comparison: the gross profit margins earned by
independent companies in comparable uncontrolled transac-
tions performing functions, using assets and assuming risks
comparable to the functions performed, assets used or contrib-
uted and risks assumed by Associated Enterprise 2. Functional
comparison thus involves a search for comparable distribution
companies rather than comparable transactions. This could,
for example, include comparable distributors of wheelbarrows
and carts.

4.3.3.3 In practice, transactional comparisons are more likely to achieve
broad product and accounting consistency than functional comparisons.
However, it is sometimes not necessary to conduct a resale price analy-
sis for each individual product line distributed by a sales company under
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this method. Instead, the RPM is used in those situations to determine
the gross margin a sales company should earn over its full range of (aggre-
gated) products.

4.34 Comparability in Applying the Resale Price Method
(RPM)

4.3.4.1 An uncontrolled transaction is considered comparable to a
controlled transaction if:

»  There are no differences between the transactions being com-
pared that materially affect the gross margin (for example, con-
tractual terms, freight terms etc.); or

»  Reasonably accurate adjustments can be performed to eliminate
the effect of such differences.

4.3.4.2 Asnoted above, the RPM is more typically applied on a functional
than on a transactional basis so that functional comparability is typically
more important than product comparability. Product differences will proba-
bly be less critical for the RPM applied on a functional basis than for the CUP
Method, because it is less probable that product differences will have a mate-
rial effect on profit margins than on price. One would expect a similar level
of compensation for performing similar functions across different activities.

4.3.4.3 While product differences may be more acceptable in applying the
RPM as compared to the CUP Method, the property transferred should still be
broadly similar in the controlled and uncontrolled transactions. Significant
differences between the nature of the products sold in the controlled and
uncontrolled transactions may reflect differences in functions performed,
assets used or contributed or risks assumed. Such differences might suggest
differences in arm’s length gross margins.

4.3.4.4 The compensation for a distribution company should generally be
the same whether it sells washing machines or dryers, because the functions
performed (including risks assumed and assets used or contributed) are
similar for the two activities. It should also be noted, however, that distribu-
tors engaged in the sale of markedly different products cannot be compared.
The price of a washing machine will, of course, differ from the price of a
dryer, as the two products are not substitutes for each other. Although prod-
uct comparability is less important under the RPM, greater product similar-
ity is likely to provide more reliable transfer pricing results. It is not always
necessary to conduct a resale price analysis for each individual product line
distributed by the sales company. Instead, the RPM can be applied more
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broadly, for example based on the gross margin a sales company should earn
over its full range of broadly similar products.

4.3.4.5 As the gross profit margin remunerates a sales company for
performing marketing and selling functions; the RPM especially depends
on comparability regarding functions performed, risks assumed and assets
used or contributed. The RPM thus focuses on functional comparability. A
similar level of compensation is expected for performing similar functions
(using similar assets and assuming similar risks) across different activi-
ties. If there are material differences that affect the gross margins earned
in the controlled and the uncontrolled transactions, adjustments should be
made to account for such differences. In general, comparability adjustments
should be performed on the gross profit margins of the uncontrolled trans-
actions. The operating expenses in connection with the functions performed,
assets used or contributed and risks assumed should be taken into account
in this respect, as these differences are frequently reflected in different oper-
ating expenses.

4.3.4.6 'The following issues should be considered in determining whether
the functions performed, assets used or contributed and risks assumed by
an uncontrolled entity are comparable to those of a controlled entity for
purposes of applying the RPM:

»  In contrast to the CUP Method, the reliability of the RPM can be
influenced by factors that have less effect on the price of a prod-
uct than on the costs of performing functions. Such differences
could affect gross margins even if they do not affect the arm’s
length prices of products (e.g. the composition of COGS). These
factors could include cost structures (e.g. accounting practices),
business experience (e.g. start-up phase or mature business) or
management efficiency;

» A resale price margin requires particular attention where the
reseller adds substantially to the value of the product, for exam-
ple by assisting considerably in the creation or maintenance
of intangibles related to the product (e.g. trademarks or trade
names) or where goods are further processed into a more com-
plicated product by the reseller before resale;

»  The amount of the resale price margin will be affected by the
level of activities performed by the reseller. For example, the
distribution services provided by a reseller acting as a sales agent
will be less extensive than those provided by a reseller acting
as a buy-sell distributor. The buy-sell distributor will obviously
obtain a higher compensation than the sales agent;
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»  If the reseller performs a significant commercial activity in
relation to the resale activity itself, or if it employs valuable and
unique assets in its activities (e.g. valuable marketing intangibles
of the reseller), it may earn a higher gross profit margin;

»  The comparability analysis should try to take into account
whether the reseller has the exclusive right to resell the goods,
because exclusive rights may affect the resale price margin;

> The analysis should consider differences in accounting practices
that apply to the reseller and to comparable companies in order
to make appropriate adjustments to enhance comparability; and

»  The reliability of the analysis will be affected by differences in
the value of the products distributed, for example, as a result of a
valuable trademark.

4.3.4.7 Itshould be recognized that returns to similar functions (bearing in
mind assets used or contributed and risks assumed) may not be the same in
different markets. Generally, reliability is enhanced when the reseller and the
comparable companies are operating in the same market.

4.3.5 Strengths and Weaknesses of the Resale Price Method
(RPM)

4.3.5.1 The strengths of the RPM include:

»  The method is based on the resale price, a market price, and thus
represents a demand-driven method; in situations where there
is a weak relationship between the costs incurred and the sales
price of a product or services (e.g. when demand is inelastic), the
resale price may be more reliable; and

»  The method can be used without forcing distributors to inap-
propriately “make profits”. The distributor earns an arm’s length
gross profit margin. However, in some circumstances the dis-
tributor could legitimately have operating losses which are not
due to the transfer price but rather are the result of commercial
factors, for example, high selling expenses caused by business
strategies such as a market penetration strategy. By comparison,
the application of the TNMM, which analyzes a financial ratio
based on operating profits, will generally result in an arm’s
length range of positive operating profits. The tested party in the
analysis would then generally be expected also to earn a positive
operating profit within the range. However, the RPM does not
necessarily result in positive operating profits to be earned by
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the tested party.

4.3.5.2 The weaknesses of the RPM include:

» It may be difficult to find comparable data on gross margins due
to accounting inconsistencies; and

»  The method involves a one-sided analysis, as its focus is on the
related sales company as the tested party in the transfer pricing
analysis. It is possible that the arm’s length gross profit margin
and hence transfer price, which is based on a benchmarking
analysis, can lead to an extreme result for the related supplier of
the sales company (e.g. the supplier might experience a loss even
though its distributor is profitable).

4.3.6 When to Use the Resale Price Method (RPM)

4.3.6.1 In a typical intragroup transaction involving a “fully-fledged”
manufacturer (i.e. as compared, for example, with a limited risk or contract
manufacturer) owning valuable patents or other intangibles and affiliated
sales companies which purchase and resell the products to unrelated custom-
ers, the RPM is an appropriate method to use if:

»  The CUP Method is not applicable;

»  The sales companies do not own or contribute to valuable intan-
gibles; and

»  Reliable comparisons with uncontrolled transactions can be
made on COGS.
4.3.6.2 It is useful to again consider the example of Figure 4.D.2. It is
assumed here that Associated Enterprise 1 owns valuable patents to manu-
facture the bicycles and has a valuable trade name. Associated Enterprise
2 purchases the bicycles from Associated Enterprise 1 and resells the bicy-
cles to unrelated dealers in the local country. In such a case, the RPM will
be selected to determine an arm’s length transfer price between Associated
Enterprise 1 and Associated Enterprise 2 if the CUP Method cannot be
applied. The CPM (discussed below) will not be selected in this case, because:

»  The fully-fledged manufacturer (i.e. Associated Enterprise 1)
owns unique and valuable intangibles, performs R&D activities
and generally has operations that are more complex than those
of the sales company (i.e. Associated Enterprise 2);

»  The results obtained from applying the CPM will not be as reli-
able as the results obtained from applying the RPM using the
sales company as the tested party; and
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» It will be very difficult, if not impossible, to identify manufactur-
ers comparable to Associated Enterprise 1 (i.e. that own compa-
rable intangibles) when applying the CPM.

4.3.6.3 'The RPM will establish the transfer price by reference to the resale or
gross margins (gross profit/net sales) earned by third-party resellers (assum-
ing that no internal comparables are available) and compare them to the
gross margin earned by Associated Enterprise 2 on the bicycles purchased
from related parties.

43.6.4 'The RPM may also be applied in a commissionaire/ commission
agent structure involving a principal and related commissionaires/commission
agents. In this case, the RPM will establish an arm’s length commission to be
earned by the commissionaires/commission agents.

4.3.7 Case Examples of the Resale Price Method (RPM)

4.3.71 Examplel

A controlled taxpayer sells property to another member of its group
which resells the property to an unrelated customer. It is assumed that
there are no material changes in the beginning and ending inventory for
the year under review. Information regarding an uncontrolled compa-
rable is sufficiently complete to conclude that it is likely that all material
differences between the controlled and uncontrolled transactions have
been identified and reliably adjusted for. If the applicable resale price of
the property involved in the controlled sale is $100 and if the reseller in
the comparable uncontrolled transaction earns a gross profit margin of
20 per cent, then an arm’s length result for the controlled sale is a price
of $80 ($100—(0.20 x $100)).

4.3.72 Example 2

SCO, a Country B corporation, is the distributor for FP, its foreign parent.
There are no material changes in the beginning and ending inventory for
the year under review. SCO’s total reported cost of goods sold is $800,
consisting of $600 for property purchased from FP and $200 for other
costs of goods sold incurred to unrelated parties. SCO’s applicable resale
price and reported gross profit are as follows:
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Applicable resale price $1 000
Cost of goods sold:
Cost of purchases from FP $600

Costs incurred to unrelated parties  $200
Reported gross profit $200

The local taxing authority determines that the appropriate gross profit
margin is 25 per cent by referring to the gross profit margin earned
by an independent reseller in a comparable uncontrolled transaction.
Therefore, SCO’s appropriate gross profit is $250 (i.e. 25 per cent of the
applicable resale price of $1,000). As SCO is incurring costs of sales to
unrelated parties, an arm’s length price for property purchased from
FP must be determined under a two-step process. First, the appropriate
gross profit ($250) is subtracted from the applicable resale price ($1,000).
The resulting amount ($750) is then reduced by the costs of sales incurred
to unrelated parties ($200). Therefore, an arm’s length price for SCO’s
purchases from FP in this case should be $550 (i.e. $750 minus $200)
and not $600.

4.3.7.3 Example 3

TCO, a Country T corporation, is the exclusive distributor of products
for its foreign parent. To determine whether the gross profit margin of
25 per cent earned by TCO is an arm’s length result, the local taxing
authority considers applying the Resale Price Method. There are several
uncontrolled distributors that perform similar functions under similar
circumstances in uncontrolled transactions. However, the uncontrolled
distributors treat certain costs such as discounts and insurance as cost
of goods sold, while TCO treats such costs as operating expenses. In
such cases, accounting reclassifications must be made to ensure consist-
ent treatment of such material items. Inability to make such accounting
reclassifications will decrease the reliability of the results of apply-
ing the Resale Price Method based on the results of the uncontrolled
transactions.
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4.3.74 Example 4

WCO, a Country W corporation, manufactures Product Z, an unbranded
product, and sells it to RCO, its wholly owned foreign subsidiary. RCO
acts as a distributor of Product Z in Country R, and sells it to uncon-
trolled parties in that country. Uncontrolled Distributors A, B, C, D
and E distribute competing products of approximately similar value in
Country R. All such products are unbranded. Relatively complete data
are available regarding the functions performed, assets used or con-
tributed and risks assumed by the uncontrolled distributors and the
contractual terms under which they operate in the uncontrolled trans-
actions. In addition, data are available to ensure accounting consistency
between all of the uncontrolled distributors and RCO. As the available
data are sufficiently complete and accurate to conclude that it is likely
that all material differences between the controlled and uncontrolled
transactions have been identified, and reliable adjustments are made
to account for such differences, the results of each of the uncontrolled
distributors may be used to establish a range of arm’s length resale price
margins to apply to the transactions involving RCO.

4.3.7.5 Example5

The facts are the same as in Example 4, except that sufficient data are
not available to determine whether any of the uncontrolled distributors
provide warranties or to determine the payment terms of the contracts.
As differences in these contractual terms could materially affect price
or profits, the inability to determine whether these differences exist
between the controlled and uncontrolled transactions diminishes the
reliability of the results of the uncontrolled comparables. However, the
reliability of the results may be enhanced by the application of a statisti-
cal method when establishing an arm’s length range.

4.3.7.6 Example 6

The facts are the same as in Example 4, except that Product Z is branded
with a valuable trademark that is owned and was developed by WCO.
Companies A, B and C distribute unbranded competing products, while
Companies D and E distribute products branded with other trademarks.
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Companies D and E do not own any rights in the trademarks under
which their products are sold. The value of the products that Companies
A, B and C sell are not similar to the value of the products sold by S. The
value of products sold by Companies D and E, however, is similar to that
of Product X.

Although close product similarity is not as important for a reliable appli-
cation of the Resale Price Method as for the Comparable Uncontrolled
Price Method, significant differences in the value of the products
involved in the controlled and uncontrolled transactions may affect the
reliability of the results. In addition, because in this case it is difficult to
determine the effect the trademark will have on price or profits, reliable
adjustments for the differences cannot be made. Because transactions
involving Companies D and E have a higher level of comparability than
those involving Companies A, B and C with Company S, only transac-
tions involving Companies D and E should be included in determining
the arm’s length gross margin.

4.4 Traditional Transaction Methods: Cost Plus
Method (CPM)

4.4.1 Introduction to the CPM

4.4.1.1 Ina controlled transaction involving a sale of tangible property, the
CPM generally focuses on the related manufacturing company as the tested
party in the transfer pricing analysis. The CPM may also be used in the case
of services rendered, in which case the service provider is generally desig-
nated as the tested party.

4.4.1.2 The CPM begins with the costs incurred by the supplier of property
or services in a controlled sale of property or services to a related purchaser.
An appropriate cost plus mark-up is then added to this cost, to calculate an
appropriate gross profit in light of the functions performed, risks assumed,
assets used or contributed and market conditions.

4.4.1.3 The CPM is most often used to analyze transfer pricing issues involv-
ing tangible property or services. It is typically applied to manufacturing or
assembling activities and relatively simple service providers. The method eval-
uates the arm’s length nature of an intragroup charge by reference to the gross
profit mark-up on costs earned by independent suppliers of tangible property
or services in comparable uncontrolled transactions. That is, it compares the
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gross profit mark-up earned by the tested party for manufacturing the product
or for providing the service to the gross profit mark-ups earned by comparable
companies engaged in comparable transactions.

Figure 4.D.3
Cost Plus Method (CPM)

Associated Associated
ssociate > ssociate

Enterprise 1 Arm’s length price? Enterprise 2

Cost of Associated Enterprise 1 = $500
+ Gross profit mark-up (50%) = $250
Arm’s length price = $750

It is assumed that the COGS in Figure 4.D.3. is $500. If it is assumed also
that an arm’s length gross profit mark-up that Associated Enterprise 1 should
earn, based on the financial results of identified comparables, is 50 per cent,
the resulting transfer price between Associated Enterprise 1 and Associated
Enterprise 2 is $750 (i.e. $500 x (1 + 0.50).

Like the RPM, the CPM is a gross margin method; that is, it attempts to
derive an arm’s length amount of gross profit, in this case through an arm’s
length mark-up on COGS.

4414 Figure 4.D.3. explains this further. Associated Enterprise 1, an
electrical goods manufacturer in Country 1, manufactures under contract
for Associated Enterprise 2. Associated Enterprise 2 instructs Associated
Enterprise 1 on the quantity and quality of the goods to be produced.
Associated Enterprise 1 will be guaranteed sales to Associated Enterprise 2
and will face little risk. As Associated Enterprise 1 is less complex in terms of
functions, assets and risks than Associated Enterprise 2, the analysis under
the CPM would focus on Associated Enterprise 1 as the tested party. Since
Associated Enterprise 1 is a simple manufacturer, the CPM may be the best
method of analysis in this case. The CPM analyzes whether the gross profit
mark-up earned by Associated Enterprise 1 is at arm’s length by reference
to the gross profit margins earned by companies manufacturing compara-
ble goods for (or providing comparable services to) unrelated parties. The
CPM thus does not directly test whether the transfer price is at arm’s length
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by comparing prices. As such, it is a less direct (transactional) method as
compared to the CUP Method.

4.4.2 Mechanism of the Cost Plus Method (CPM)

4.4.2.1 Under the CPM (when applied to sales of tangible property) an
arm’s length price equals the controlled party’s cost of producing the tangi-
ble property plus an appropriate gross profit mark-up, defined as the ratio of
gross profit to cost of goods sold (excluding operating expenses) for a compa-
rable uncontrolled transaction.

4.4.2.2 The formula for the transfer price in inter-company transactions of
products is as follows: TP = COGS x (1 + cost plus mark-up), where:

» TP = the Transfer Price of a product sold between a manufactur-
ing company and a related company;

»  COGS = the Cost of Goods Sold to the manufacturing
company; and

»  Cost plus mark-up = gross profit mark-up defined as the ratio of
gross profit to cost of goods sold. Gross profit is defined as net
sales minus cost of goods sold.

4.4.3 Arm’s Length Gross Profit Mark-up for Cost Plus
Method (CPM)

4.4.3.1 The financial ratio considered under the CPM is the gross profit
mark-up, which is defined as the ratio of gross profit to cost of goods sold of
the supplier of products or services. As discussed above, gross profit equals
net sales minus cost of goods sold. For a manufacturing company, cost of
goods sold equals the cost of producing the goods sold. It includes direct
labour costs, direct material costs and factory overheads associated with
production.

4432 As with the RPM, accounting consistency is extremely impor-
tant in applying the CPM. Application of different accounting principles to
the controlled and the uncontrolled transaction may result in inconsistent
calculation of the gross profit. Appropriate adjustments of accounting prin-
ciples may be necessary to ensure that gross profit mark-ups are calculated
uniformly for the tested party and the comparable companies. For example,
the comparable manufacturers may differ from the related party manufac-
turer in reporting certain costs (e.g. costs of R&D) as operating expenses or
as cost of goods sold. Differences in inventory valuation methods will also
affect the computation of the gross profit mark-up.
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4.4.3.3 The costs and expenses of a company normally fall into the follow-
ing three groups: (1) direct cost of producing a product or service (e.g. cost of
raw materials); (2) indirect costs of production (e.g. costs of a repair depart-
ment that services equipment used to manufacture different products); and (3)
operating expenses (e.g. selling, general & administrative expenses or SG&A
expenses). The gross profit margin used in the CPM is a profit margin that
is calculated by subtracting only the direct and indirect costs of production
from the sales price. In contrast, a net margin analysis would also consider
operating expenses. Due to differences in accounting standards between
countries, the boundaries between the three groups of costs and expenses
are not the same in each and every case. Suitable adjustments may need to
be made. In a situation in which it is necessary to consider certain operating
expenses to obtain consistency and comparability, a net margin method may
be more reliable than the CPM, as discussed below.

4.4.3.4 Example: Accounting Consistency Issue

It is assumed that Associated Enterprise 1, a bicycle manufacturer that
manufactures bicycles under contract for Associated Enterprise 2, earns
a gross profit mark-up of 15 per cent on its cost of goods sold and classi-
fies certain expenses (such as warranty expenses) as operating expenses
that are not part of cost of goods sold. Four comparable independent
manufacturers are identified which earn gross profit mark-ups between
10 per cent and 15 per cent. However, these comparable companies
account for those particular (warranty) expenses as part of cost of goods
sold. The unadjusted gross profit mark-ups of these comparables are thus
not calculated on the basis of the same costs as the gross profit mark-up
of Associated Enterprise 1. Unless reliable adjustments can be made to
the calculation of the gross profit mark-ups of the uncontrolled transac-
tions or, in the alternative, of Associated Enterprise 1, for purposes of
consistency, a net margin method may be more reliable.

4.4.4 Transactional Comparison Versus Functional
Comparison

4.4.4.1 The arm’s length price or margin can result from looking at compa-
rable functionality (manufacturers of broadly similar types of product) or
from making a transactional comparison by looking at each transaction the
tested party engages in involving comparable products (e.g. manufacturing
of different types of bicycle).
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4.4.4.2 'The arm’s length (range of) gross profit mark-up(s) can be estab-
lished in the following two ways:

»  Transactional comparison: the gross profit mark-up earned by
the related party manufacturer when selling goods to an inde-
pendent enterprise in a comparable uncontrolled transaction,
which previously has been rejected as an internal comparable for
purposes of applying the CUP Method because for example it
involves different models of bicycle. If for example the controlled
transaction involves the manufacturing of recreational bicycles,
but the unrelated transactions involve bicycle rickshaws etc.,
these may involve broadly similar products, with comparable
accounting measures of COGS making gross margin compari-
sons sufficiently reliable; and

»  Functional comparison: the gross profit mark-ups earned by
independent companies performing functions and incurring
risks comparable to the functions performed and risks incurred
by the related party manufacturer. Functional comparison
involves a search for comparable manufacturing companies.

4.4.4.3 In practice, transactional comparisons are more likely to achieve
the broad product and accounting consistency required for the CPM than
functional comparisons. In a transactional comparison, much more infor-
mation about the controlled and uncontrolled transactions is available (e.g.
contractual terms). In a functional comparison that is based on informa-
tion provided in publicly available databases and in the annual reports of
comparable companies and the tested party, much less specific information
is available with respect to the functions performed and risks incurred by
the companies. Consequently, it would be more likely in these circumstances
that a net margin method would be used, see paragraph 4.5.2.

4444 Based on benchmarking and financial analyses an arm’s length
range of gross profit mark-ups earned by comparable independent manufac-
turers will be determined. If the gross profit mark-up earned by the related
party manufacturer falls within this range, then its transfer price will be
considered arm’s length.

4.4.5 Comparability

44.5.1 An uncontrolled transaction is considered comparable to a
controlled transaction in applying the CPM if:

»  There are no differences between the transactions being com-
pared that materially affect the gross profit mark-up; or
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»  Reasonably accurate adjustments can be performed to adjust for
the effect of such differences.

4.4.5.2 As with the RPM, and for the same reasons, close similarity of
products in the controlled and uncontrolled transactions is less important
under the CPM than under the CUP Method, while functional comparabil-
ity (including comparability of risks assumed and assets used or contributed)
is more important. However, because significant differences in products may
necessarily result in significant differences in functions, assets and risks, the
controlled and uncontrolled transactions should ideally involve the provi-
sion of similar services or the manufacturing of products within the same
product family.

4.4.5.3 Asthe gross profit mark-up remunerates a manufacturing or service
company for performing a manufacturing or service function, the CPM
necessarily requires functional comparability. If there are material differ-
ences in functions performed, assets used or contributed and risks assumed
that affect the gross profit mark-ups achieved on the controlled and the uncon-
trolled transactions, adjustments should be made to account for such differ-
ences. In general, comparability adjustments should be made on the gross
profit mark-ups of the uncontrolled transactions. Sometimes the operating
expenses in connection with the functions performed will need to be taken
into account because differences in functions performed may be reflected in
the operating expenses, as service providers may very well have no COGS.

4.4.6 Determination of Costs

4.4.6.1 Application of the CPM entails a number of potential difficulties
associated with the determination of the costs (in addition to those associ-
ated with inconsistent accounting treatments):

»  The link between costs incurred and the market price can be very
weak so that gross profit margins can vary greatly each year;

» Itisimportant to apply a comparable mark-up to a comparable
cost base;

»  Differences between the tested party and potential comparables
should be identified. In this respect, it is crucial to consider dif-
ferences in the level and types of expenses in connection with
the functions performed, assets used or contributed and risks
assumed between the controlled and uncontrolled transac-
tions. If differences merely represent the differing efficiencies of
the parties being compared, no adjustment to the gross profit
mark-up should be made. If, however, additional functions are
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being performed by the tested party, then it may be necessary

to determine an appropriate additional return to such function
and permit a separate return for these additional functions.
Similarly, if the comparables perform functions not performed
by the tested party, then the return for such functions should be
subtracted from the gross profit margin applied to the controlled
transactions of the tested party;

»  Careful consideration should be given to what costs should be
excluded from the cost base. An example of costs that should
be excluded are particular costs that are passed-through (that is,
costs explicitly not subject to a mark-up) in both the tested party
and comparable transactions;

»  As with the Resale Price Method, accounting consistency is
extremely important. Gross profit mark-ups should be calculated
uniformly for the associated enterprise and the independent
enterprises;

»  Historical costs should in principle be ascribed to individual
units of production. If costs differ over a period, average costs
over the period may be used;

»  One can use either budgeted cost or actual cost in applying the
CPM. On the one hand using actual costs will better reflect the
risks faced by a contract manufacturer.*? On the other hand,
third parties will usually use budgeted costs in determining
prices of products being sold into the market. That is, they will
not charge the customer an additional amount at the end of the
year if actual costs are higher than budgeted costs; and

»  Asthe costs considered in using the CPM are only those of the
manufacturer of the goods or the service provider, a problem
may arise with respect to the allocation of some costs between
the manufacturer or service provider and the purchaser of goods
or services.

4.4.7 Strengths and Weaknesses of the Cost Plus Method
(CPM)

4.4.7.1 'The strength of the CPM is that the method is based on internal
costs, the information on which is usually readily available to the multina-
tional enterprise.

32Note that if the contract is based on actual costs, the contractual terms
may include incentives or penalties depending on the performance of the contract
manufacturer.
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4.4.7.2 The weaknesses of the CPM include the following:

»  There may be a weak link between the level of costs and the
market price;

»  The data on gross profit mark-ups may not be comparable due to
accounting inconsistencies and other factors;

»  Accounting consistency is required between the controlled and
uncontrolled transactions;

»  The analysis is one-sided, i.e. it focuses only on the related party
manufacturer or service provider; and

»  Since the method is based on actual costs, there may be no
incentive for the controlled manufacturer to control costs.

4.4.8 When to Use the Cost Plus Method (CPM)

4.4.8.1 The CPM is typically applied in cases involving the intragroup sale
of tangible property where the related party manufacturer performs limited
manufacturing functions or in the case of intragroup provision of services.
The method usually assumes the manufacturer or service provider has low
risks, because the level of the costs will then better reflect the value being
added and hence the market price.

4.4.8.2 'The CPM is also generally used in transactions involving a contract
manufacturer, a toll manufacturer or a low risk assembler which does
not own product intangibles and assumes little risk. The related customer
involved in the controlled transaction will generally be much more complex
than the manufacturer (or service provider) in terms of functions performed
(e.g. conducting marketing and selling functions, coordination of produc-
tion and sales, giving instructions to the contract manufacturer about the
quantity and quality of production, and purchasing raw materials in some
cases), risks assumed (e.g. market risk, credit risk and inventory risk) and
assets used or contributed (e.g. product or other intangibles). The contract
manufacturer is thus the less complex and as such should be the tested party
in the transfer pricing analysis.

4.4.8.3 The CPM is usually not a suitable method to use in transactions
involving a fully-fledged manufacturer which owns or develops unique and
valuable product intangibles as it will be very difficult to locate independent
manufacturers with comparable product intangibles. That is, it will be hard
to establish a profit mark-up that is required to remunerate the fully-fledged
manufacturer for its unique and valuable intangibles. In a typical transaction
structure involving a fully-fledged manufacturer and related sales compa-
nies (e.g. commissionaires), the sales companies will normally be the less
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complex entities involved in the controlled transactions and will therefore
be the tested party in the analysis. The RPM is typically more easily applied
in such cases.

449 Case Examples of the Cost Plus Method (CPM)
4491 Examplel

LCO, adomestic manufacturer of computer components, sells its products
to FS, its foreign distributor. UT1, UT2 and UT3 are domestic computer
component manufacturers that sell to uncontrolled foreign purchasers.

Relatively complete data are available regarding the functions performed,
assets used or contributed and risks borne by UT1, UT2 and UT3, and the
contractual terms in the uncontrolled transactions. In addition, data are
available to ensure accounting consistency between all the uncontrolled
manufacturers and LCO. The available data are sufficiently complete to
conclude that it is likely that all material differences between the con-
trolled and uncontrolled transactions have been identified, and reliable
adjustments are made to account for the differences. An acceptable range
of arm’s length cost plus mark-ups can thus be established.

4492 Example2

The facts are the same as in Example 1 except that LCO accounts for
supervisory, general and administrative costs as operating expenses,
which are not allocated to its sales to FS. The gross profit mark-ups of
UTI1, UT2 and UT3, however, reflect supervisory, general and admin-
istrative expenses because they are accounted for as costs of goods sold.
Accordingly, the gross profit mark-ups of UT1, UT2 and UT3 must be
adjusted to provide accounting consistency. If data are not sufficient to
determine whether such accounting differences exist between the con-
trolled and uncontrolled transactions the reliability of the results will be
diminished.

4.49.3 Example 3

The facts are the same as in Example 1 above, except that under its con-
tract with FS, LCO uses materials consigned by FS. UT1, UT2 and UT3,

154



PART B: METHODS

on the other hand, purchase their own materials, and their gross profit
mark-ups are determined by including the costs of the materials. The fact
that LCO does not carry an inventory risk by purchasing its own mate-
rials, while the uncontrolled producers carry inventory, is a significant
difference that may require an adjustment if the difference has a mate-
rial effect on the gross profit mark-ups of the uncontrolled producers.
Inability to reasonably ascertain the effect of the difference on the gross
profit mark-ups will affect the reliability of the comparison between the
tested party and UT1, UT2 and UT3.

4494 Example4

FS, a foreign corporation, produces apparel for PCO, its parent corpora-
tion. FS purchases its materials from unrelated suppliers and produces the
apparel according to designs provided by PCO. The local taxing author-
ity identifies ten uncontrolled foreign apparel producers that operate in
the same geographic market and are similar in many respects to FS.

Relatively complete data are available regarding the functions performed,
assets used or contributed and risks borne by the uncontrolled produc-
ers. In addition, data are sufficiently detailed to permit adjustments for
differences in accounting practices. However, sufficient data are not
available to determine whether it is likely that all material differences in
contractual terms have been identified. For example, it is not possible to
determine which parties in the uncontrolled transactions bear currency
risks. As the differences in these contractual terms could materially
affect price or profits, the inability to determine whether differences exist
between the controlled and uncontrolled transactions will diminish the
reliability of these results. Therefore, the reliability of the results of the
uncontrolled transactions must be enhanced for those comparables to
be useful, for example by investigating whether they incur currency risk
(through reviewing annual reports and the like).

4.5 Transactional Profit Methods: Transactional Net Margin
Method (TNMM)
4.5.1 Introduction

4.5.1.1 Transactional profit methods analyze the profits arising from
particular controlled transactions in order to determine whether the transfer
price is at arm’s length. Transactional profit methods can be divided into two
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categories; the TNMM and the PSM. This section covers the TNMM and the
next section covers the PSM.

4.5.1.2 These methods differ from traditional methods in that the analysis
is not necessarily based on particular comparable uncontrolled transactions
involving identical or perhaps even broadly comparable products. Often, and
depending on the facts and circumstances, the analysis is based on the net
return (generally, the earnings before interest, tax and extraordinary items,
i.e. EBIT) realized by various companies engaged in a particular line of busi-
ness (that is, a series of transactions that are appropriate to be aggregated).
Among other situations, one of the transactional profit methods, the PSM,
being a two-sided method, may be applied when both of the associated enter-
prises make unique and valuable contributions (e.g. in the form of intangi-
bles). Detailed guidance on when the PSM may be appropriate can be found
at section 4.6.3 below.

4.5.1.3 It is rare that enterprises use transactional profit methods to actu-
ally determine their prices. However, the profit resulting from a controlled
transaction might be quite a good signal to establish whether the transac-
tion was affected by conditions that differ from those that would have been
made between independent enterprises in otherwise comparable circum-
stances. Where complexities make the application of the traditional trans-
action methods addressed in the previous chapter unreliable, transactional
profit methods may prove to be a good solution.

4.5.1.4 Transactional profit methods and particularly the TNMM are
also commonly used by taxpayers for practical reasons. The TNMM often
provides a useful check on the accuracy and reasonableness of the traditional
transaction methods or is used to supplement these methods. In some situa-
tions, it may also be easier to find comparables that can be used to apply the
TNMM than it is to find transactional comparables that can be used to apply
the CUP, Resale Price or CPM.

4.5.2 Transactional Net Margin Method (TNMM)

4.52.1 The TNMM examines the net profit margin relative to an appro-
priate base (e.g. costs, sales, assets) that a taxpayer realizes from a controlled
transaction (or transactions that are appropriate to be aggregated). The profit
margin indicators are discussed below. The TNMM looks at the profits of one
of the related parties involved in a transaction, as do the CPM and RPM. The
party examined is referred to as the tested party.
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4.5.2.2 The TNMM compares the net profit margin®® (relative to an appro-
priate base) that the tested party earns in the controlled transactions to the
same net profit margins earned by the tested party in comparable uncon-
trolled transactions or alternatively by independent comparable compa-
nies. As it uses net margins to determine arm’s length prices the TNMM is
a less direct method than the CPM and RPM that compares gross margins.
It is also an even more indirect method than the CUP Method that directly
compares prices. Many factors may affect net profit margins but may have
nothing to do with transfer pricing.

4.52.3 The TNMM is used to analyze transfer pricing issues involving
tangible property, intangible property or services. It may be applied when
one of the associated enterprises employs intangible assets, the appropri-
ate return to which cannot be determined directly. In such a case the arm’s
length compensation of the associated enterprise(s) not employing the intan-
gible asset is determined by determining the margin realized by enterprises
engaged in a similar function with unrelated parties. The remaining return is
consequently left to the associated enterprise controlling the intangible asset.
The return to the intangible asset is, in practice, a “residual category” being
the return left over after other functions have been appropriately compen-
sated at arm’s length. This implies that the TNMM is applied to the least
complex of the related parties involved in the controlled transaction. This
approach has the added benefit that generally more comparable data are
available and fewer adjustments are required to account for differences in
functions and risks between the controlled and uncontrolled transactions.
In addition, the tested party typically does not own valuable intangible prop-
erty. Where the TNMM is applied in cases that involve intangibles the guid-
ance of chapter 6. of this Manual should be noted. See 6.1.4.

4.5.3 Definition and Choice of Tested Party

4.53.1 The TNMM is more tolerant of, and flexible in, accommodating
certain minor differences in functionality (where such functions are reflected
in operating expenses), and in accounting practices than the RPM or the CPM.
Table 4.T.1. below and the paragraphs following it illustrate this distinction.*

33For example, return on total costs, return on assets, and operating profit to
net sales ratio.

34 All figures and numeric examples are for practical purposes only. They do
not reflect actual cases or actual arm’s length figures or margins.
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Table 4.T.1
Transactional Net Margin Method (TNMM)
Sales price = $10000
Cost of goods sold = $?
Gross profit = $°
Operating expenses = $.2000

Net profit (5% of price)

$ 500 Determined by reference to Comparables

Associated Enterprise 1, a bicycle manufacturer in Country 1, sells bicy-
cles to Associated Enterprise 2 which resells the bicycles to an independent
enterprise, an unrelated bicycle dealer in Country 2. Assume that Associated
Enterprise 1 is the more complex party, controlling a variety of technol-
ogy and operating intangibles. Associated Enterprise 2, on the other hand,
is a routine distributor/ reseller which does not make unique and valuable
contributions. The CUP Method would compare the price charged in the
controlled transaction between Associated Enterprise 1 and Associated
Enterprise 2 with the price charged in comparable uncontrolled transactions.
If the CUP Method cannot be applied, the CPM and RPM may be considered.

4.5.3.2 'The CPM is likely to be relatively unreliable in this case because it
would treat the more complex entity, Associated Enterprise 1, as the tested
party. Given that Associated Enterprise 2 performs relatively simple activi-
ties, the RPM could be considered. Under the RPM, the sales company, the
less complex of the two entities involved in the controlled transaction, will be
the tested party. The analysis would entail a search for distributors which sell
broadly similar products, which perform functions, use or contribute assets
and assume risks comparable to those of Associated Enterprise 2, and for
which appropriate data relating to gross profits can be obtained.

4.5.3.3 Sometimes it may be more reliable to choose the TNMM and
compare net profits. If, for example, there is different reporting of the cost
of goods sold and operating expenses for the tested party and the compara-
ble distributors, so that the gross profit margins reported are not comparable
and reliable adjustments cannot be made, the RPM may be relatively unreli-
able. However, this type of accounting inconsistency will not affect the reli-
ability of the TNMM, as this method examines net profit margins instead
of gross profit margins. Also, as further discussed below, the fact that the
TNMM requires less product comparability than the traditional transaction
methods (and as such has a greater tolerance to product differences and cost
accounting differences compared to traditional transaction methods) can be
a significant practical benefit of using TNMM.
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4.5.3.4 'The application of the TNMM would entail an analysis of the least
complex party—in this case the distributor. Such an analysis would entail
a search for comparable distributors taking into account the comparability
standard of this method. An application of the TNMM focusing on a related
party manufacturer as the tested party could be appropriate in a situation in
which Associated Enterprise 1 is instead, a contract manufacturer and has
no unique and valuable intangibles. In such a case, the contract manufac-
turer may be the least complex entity, as MNEs often separate the ownership
of valuable technology intangibles from the manufacturing function. The
CPM would normally be considered if the CUP Method cannot be applied.
However, due to the accounting inconsistency mentioned above, it may be
appropriate to apply the TNMM using a financial ratio based on net profit
margin that is appropriate for a manufacturer (e.g. return on total costs).

4.5.4 Mechanism of the Transactional Net Margin
Method (TNMM)

4.5.4.1 The next question is how to determine the transfer price based on
the application of the TNMM. The mechanism of the TNMM is similar to the
mechanisms of the RPM and CPM, as can be seen in the following examples.

4.54.2 Related party distributor: In applying the RPM to establish an arm’s
length transfer price, the market price of products resold by the related party
distributor to unrelated customers (i.e. sales price) is known, while the arm’s
length gross profit margin is determined based on the results of comparable
uncontrolled transactions, i.e. a benchmarking analysis. The transfer price
or cost of goods sold of the related party distributor is the unknown variable.
Assuming a resale price of $10,000 and a gross profit margin of 25 per cent,
the transfer price amounts to $7,500:

Table 4.T.2
Mechanism of the Resale Price Method (RPM)

4.5.4.3 The determination of an arm’s length transfer price based on the

Benchmarking
Initially analysis
Resale price $10 000 $10 000
Cost of goods sold ? 7 500
Gross profit ? 2500 (25% of resale price)

TNMM is similar. The main difference from a gross margin analysis is
that operating expenses are considered in calculating the transfer price. In
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applying the TNMM to the tested party distributor, the resale price and the
operating expenses of the related party distributor are known, while the
arm’s length net profit margin (i.e. net profit to sales ratio)*” is found on the
basis of a benchmarking analysis. The cost of goods sold and the gross profit
are the unknown variables. Assuming a resale price of $10,000, operating
expenses of $2,000 and an arm’s length net profit margin of 5 per cent, using
the TNMM, the transfer price of $7,500 is determined by working backwards
using the available information. That is, a transfer price of $7,500 is required
to ensure that the distributor earns a net profit margin of 5 per cent.

Table 4.T.3
Mechanism of the Transactional Net Margin Method (TNMM)
Benchmarking
Initially analysis
Resale price $10 000 $10 000
Cost of goods sold ? 7 500
Gross profit ? 2500
Operating expenses 2000 2000
Operating profit ? 500 (5% of resale price)

4.5.4.4 Related party manufacturer: In applying the CPM to establish an arm’s
length transfer price, the cost of goods sold by the related party manufacturer
is known. The arm’s length gross profit mark-up is based on a benchmarking
analysis. The transfer price or sales revenue of the related party manufacturer is
the unknown variable. Assuming cost of goods sold of $5,000 and a gross profit
mark-up of 50 per cent, the transfer price amounts to $7,500.

Table 4.T.4
Mechanism of the Cost Plus Method (CPM)
Benchmarking
Initially analysis
Resale price ? $7 500
Cost of goods sold $5 000 5000
Gross profit ? 2500 (50% of cost of goods sold)

4.54.5 In applying the TNMM to the tested party manufacturer instead
of the CPM, the cost of goods sold and the operating expenses of the related

35Net profit equals operating profit before interest and taxes.
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party manufacturer are known. A benchmarking analysis will determine
the arm’s length net profit of the related party manufacturer using a profit
level indicator such as the ratio of net profit to total cost. The sales price and
the gross profit are the unknown variables. Assuming cost of goods sold of
$5,000, operating expenses of $1,000 and an arm’s length net profit to total
cost ratio of 25 per cent, the transfer price amounts to $7,500. Table 4.T.4.
illustrates that working backwards using the available information leads to
the determination that the sales price (i.e. transfer price in this case) is $7,500.

Table 4.T.5
Mechanism of the Transactional Net Margin Method (TNMM)

Benchmarking
Initially analysis
Resale price ? $7 500
Cost of goods sold $5 000 5000
Gross profit ? 2500
Operating expenses 1000 1000
Operating profit ? 1500 (25% of total cost)

4.5.5 Examples*®

4.5.5.1 Example 1: Transfer of Tangible Property Resulting in No
Adjustment

EP is a publicly traded Country A corporation with a Country B subsid-
iary named BCO that is under audit for its 2009 taxable year. FP manu-
factures a consumer product for worldwide distribution. BCO imports
the assembled product and distributes it within Country B at the whole-
sale level under the FP name.

FP does not allow uncontrolled taxpayers to distribute the product.
Similar products are produced by other companies but none of them is
sold to uncontrolled taxpayers or to uncontrolled distributors.

36 Adapted from the US Internal Revenue Service Intercompany Transfer Pric-
ing Regulations. Available from https://www.irs.gov/pub/irs-apa/482_regs.pdf.
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Based on all the facts and circumstances, Country B’s taxing authority
determines that the TNMM will provide the most reliable measure of an
arm’s length result. BCO is selected as the tested party because it engages
in activities that are less complex than those undertaken by FP.

2007 2008 2009 Average
Sales $500 000 $560 000 $500 000 $520 000
COGS 393 000 412 400 400 000 401 800
Operating expenses 80000 110 000 104 600 98200
Operating profit 27 000 37 600 (4 600) 20 000

There is data from a number of independent operators of wholesale distri-
bution businesses. These potential comparables are further narrowed to
select companies in the same industry segment that perform similar
functions and bear similar risks to BCO. An analysis of the information
available on these taxpayers shows that the ratio of operating profit to
sales is the most appropriate profit level indicator, and this ratio is rela-
tively stable where at least three years are included in the average. For the
taxable years 2007 to 2009, BCO shows the above results.

After adjustments have been made to account for identified material
differences between BCO and the uncontrolled distributors, the average
ratio of operating profit to sales is calculated for each of the uncontrolled
distributors. Applying each ratio to BCO would lead to the comparable
operating profit (COP) for BCO shown in the table below.

Uncontrolled Distributor OP/S (%) COP ($)
A 1.7 8 840
B 3.1 16 120
C 3.8 19 760
D 4.5 23 400
E 4.7 24 440
F 4.8 24 960
G 4.9 25480
H 6.7 34 840
I 9.9 51 480
] 10.5 54 600
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The data are not sufficiently complete to conclude that it is likely that
all material differences between BCO and the uncontrolled distribu-
tors have been identified. The Country B taxing authority measures the
arm’s length range by the interquartile range of results, which consists of
the results ranging from $19,760 to $34,840. Although BCO’s operating
income for 2009 shows a loss of $4,600, the tax authority determines that
no allocation should be made, because BCO’s average reported operating
profit of $20,000 ([$27,000 + $37,600 + $(4,600)]/3) is within the inter-
quartile range, which extends from COP observation 19,760 to 34,840.

4.5.5.2 Example 2: Transfer of Tangible Property Resulting in an
Adjustment

The facts are the same as in Example 1 except that BCO reported the
following income and expenses:

2007 2008 2009 Average
Sales $500 000 $560 000 $500 000 $520 000
COGS 370 000 460 000 400 000 410 000
Operating expenses 110 000 110 000 110 000 110 000
Operating profit 20 000 (10 000) (10 000) 0
Uncontrolled Distributor OP/S (%) COP ($)
C 0.5 2500
D 1.5 7 500
E 2.0 10 000
A 2.6 13 000
F 2.8 14 000
B 2.9 14 500
) 3.0 15000
I 4.4 22 000
H 6.9 34500
G 7.4 37 000

The interquartile range of comparable operating profits remains the same
as derived in Example 1: $19,760 to $34,840. BCO’s average operating
profit for the years 2007 to 2009 ($0) falls outside this range. Therefore,
the taxing authority determines that an adjustment may be appropriate.
To determine the amount, if any, of the adjustment, the district director
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compares BCO’s reported operating profit for 2009 to comparable oper-
ating profits derived from the uncontrolled distributors’ results for 2009.
The ratio of operating profit to sales in 2009 is calculated for each of the
uncontrolled comparables and applied to US Sub’s 2009 sales to derive
the results shown below. Based on these results, the median of the com-
parable operating profits for 2009 is $14,250 (the median observation
here is the average of observations F $14,000 and B $14,500). Therefore,
BCO’s income for 2009 is increased by $24,250, the difference between
BCO’s reported operating profit for 2009 and the median of the compa-
rable operating profits for 2009.

4.5.5.3 Example 3: Multiple Year Analysis

The facts are the same as in Example 2. In addition, the taxing authority
examines the taxpayer’s results for the 2010 taxable year. As in Example
2, the taxing authority increases BCO’s income for the 2009 taxable year
by $24,250. The results for the 2010 taxable year, together with the 2008
and 2009 taxable years, are as follows:

2008 2009 2010 Average
Sales $560 000 $500 000 $530 000 $530 000
COGS 460 000 400 000 430 000 430000
Operating expenses 110 000 110 000 110 000 110 000
Operating profit (10 000) (10 000) (10 000) (10 000)

The interquartile range of comparable operating profits, based on average
results from the uncontrolled comparables and average sales for BCO for
the years 2008 to 2010, ranges from $15,500 to $30,000. In determining
whether an adjustment for the 2010 taxable year may be made, the taxing
authority compares BCO’s average reported operating profit for the
years 2008 through 2010 to the interquartile range of average compara-
ble operating profits over this period. BCO’s average reported operating
profit is determined without regard to the adjustment made with respect
to the 2009 taxable year. Therefore, BCO’s average reported operating
profit for the years 2008 to 2010 is ($10,000). Because this amount of
income falls outside the interquartile range, the tax authority deter-
mines that an adjustment may be appropriate. To determine the amount,
if any, of the adjustment for the 2010 taxable year, the taxing authority
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compares BCO’s reported operating profit for 2010 to the median of the
comparable operating profits derived from the uncontrolled distributors’
results for 2010. The median of the comparable operating profits derived
from the uncontrolled comparables results for the 2010 taxable year is
$12,000. Based on this comparison, the taxing authority increases BCO’s
2010 taxable income by $22,000, the difference between the median of
the comparable operating profits for the 2010 taxable year and BCO’s
reported operating profit of ($10,000) for the 2010 taxable year.

4.5.5.4 Example 4: Transfer of Intangible to Offshore Manufacturer

DCO is a developer, producer and marketer of products. DCO develops a
new “high tech product” (HTP) that is manufactured by its foreign sub-
sidiary HCO located in Country H. HCO sells the HTP to JCO (an H
Country subsidiary of DCO) for distribution and marketing in Country
H. The taxable year 2009 is under audit, and the taxing authority exam-
ines whether the royalty rate of 5 per cent paid by HCO to DCO is an
arm’s length consideration for the HTP technology.

Based on all the facts and circumstances the taxing authority determines
that the TNMM will provide the most reliable measure of an arm’s length
result. HCO is selected as the tested party because it engages in rela-
tively routine manufacturing activities, while DCO engages in a variety
of complex activities using unique and valuable intangibles. Finally,
because HCO engages in manufacturing activities, it is determined that
the ratio of operating profit to operating assets is an appropriate profit
level indicator.

Uncontrolled taxpayers performing similar functions cannot be found
in Country H. It is determined that data available in Countries M and
N provide the best match of companies in a similar market performing
similar functions and bearing similar risks. Such data are sufficiently com-
plete to identify many of the material differences between HCO and the
uncontrolled comparables and to make adjustments to account for such
differences. However, data are not sufficiently complete to ensure that no
material differences remain. In particular, the differences in geographic
markets might have materially affected the results of the various companies.

In a separate analysis it is determined that the price that HCO charged
to JCO for the HTP is an arm’s length price. Therefore, HCO’s financial
data derived from its sales to JCO are reliable. HCO’s financial data from
2007 to 2009 are as follows:
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2007 2008 2009 Average
Assets $24 000 $25 000 $26 000 $25 000
Sales to JCO 25000 30000 35000 30000
COGS 6250 7 500 8750 7 500
Royalty to DCO (5%) 1250 1500 1750 1500
Other 5000 6000 7000 6000
Operating expenses 1000 1000 1000 1000
Operating profit 17 750 21 500 25250 21500

Applying the ratios of average operating profit to operating assets for the
2007 to 2009 taxable years (derived from a group of similar uncontrolled
comparables located in Countries M and N) to HCO’s average operating
assets for the same period provides a set of comparable operating profits.
The interquartile range for these average comparable operating profits is
$3,000 to $4,500. HCO’s average reported operating profit for the years
2007 to 2009 ($21,500) falls outside this range. Therefore, the taxing
authority auditing 2009 determines that an adjustment may be appropri-
ate for the 2009 taxable year.

To determine the amount, if any, of the adjustment for the 2009 tax-
able year the tax authority compares HCO’s reported operating profit
for 2009 to the median of the comparable operating profits derived from
the uncontrolled distributors’ results for 2009. The median result for the
uncontrolled comparables for 2009 is $3,750. Based on this comparison
the district director increases royalties that HCO paid by $21,500 (the
difference between $25,250 and the median of the comparable operating
profits, $3,750).>”

37t is assumed here that the time limit to make adjustments to the years
2007 and 2008 has expired.
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4.5.5.5 Example 5: Adjusting Operating Assets and Operating Profit for
Differences in Accounts Receivable

MCO manufactures parts for industrial equipment and sells them to
its foreign parent corporation. For purposes of applying the TNMM,
15 uncontrolled manufacturers that are similar to MCO have been
identified. MCO has a significantly lower level of accounts receivable
than the uncontrolled manufacturers. Since the rate of return on capital
employed is used as the profit level indicator, both operating assets and
operating profits must be adjusted to account for this difference. Each
uncontrolled comparable’s operating assets is reduced by the amount
(relative to sales) by which they exceed MCO’s accounts receivable.
Each uncontrolled comparable’s operating profit is adjusted by deduct-
ing imputed interest income on the excess accounts receivable. This
imputed interest income is calculated by multiplying each uncontrolled
comparable’s excess accounts receivable by an interest rate appropriate
for short-term debt.

4.5.5.6 Example 6: Adjusting Operating Profit for Differences in
Accounts Payable

KCO is the Country K subsidiary of a foreign corporation. KCO pur-
chases goods from its foreign parent and sells them in the Country K
market. For purposes of applying the TNMM, 10 uncontrolled distribu-
tors that are similar to KCO have been identified. There are significant
differences in the level of accounts payable among the uncontrolled
distributors and KCO. To adjust for these differences the taxing author-
ity increases the operating profit of the uncontrolled distributors and
KCO to reflect interest expense imputed to the accounts payable. The
imputed interest expense for each company is calculated by multiplying
each company’s accounts payable by an interest rate appropriate for its
short-term debt.
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4.5.6 Arm’s Length Net Profit Margin

4.5.6.1 Several profit level indicators (PLIs) are allowed under the TNMM,
typically based on operating profit. A PLI is a measure of a company’s profit-
ability that is used to compare comparables with the tested party. A PLI may
express profitability in relation to (i) sales, (ii) costs or expenses or (iii) assets.
More specifically, the PLI can be the operating profit relative to an appro-
priate base (e.g. costs, sales or assets). With the help of an appropriate profit
level indicator the net profitability of the controlled transaction is compared
to the net profitability of the uncontrolled transactions.

Table 4.T.6
Overview of Profit Level Indicators®

Return on Assets (ROA) Operating profit divided by the operating
assets (normally only tangible assets)

Return on Capital Employed (ROCE) | Operating profit divided by capital
employed which is usually computed as the
total assets minus cash and investments

Operating Margin (OM) Operating profit divided by sales

Return on Total Costs (ROTC) Operating profit divided by total costs
Return on Cost of Goods Sold Gross profit divided by cost of goods sold
Berry Ratio Gross profit divided by operating expenses

4.5.6.2 Key Definitions:

»  Gross profit is arrived at by deducting from the total sales the
cost of sales, including all the expenses directly incurred in rela-
tion to those sales;

»  Operating profit or operating income is the income of a com-
pany net of direct and indirect expenses but before deduction for
non-operating expenses such as interest and taxes. It is defined
as sales minus COGS minus operating expenses (alternatively
expressed as gross profit minus operating expenses). “Operating
profit” is a better term than “net profit” in this context because
net profit is also used to represent the profit of a company after
interest and taxes have been subtracted. Further, the term oper-
ating profit indicates more clearly that only profits resulting from
operating activities are relevant for transfer pricing purposes.

38Please note that not necessarily all PLIs mentioned can be used when apply-
ing the TNMM.
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4.5.6.3 Although all of the above PLIs are possible, the three PLIs: (i) return
on capital employed (ROCE), (ii) operating margin (OM) and (iii) return on
total cost (ROTC) are most used in practice. The Berry Ratio may also be used,
but subject to certain concerns about its inappropriate use.** An OM is typi-
cally used for marketing, sales and distribution activities; a Berry Ratio may
sometimes be used for service or distribution activities; and full cost plus,
ROCE or ROA are typically used for manufacturing activities. The ROA and
ROCE divide operating profit by a balance sheet figure. These PLIs are based
on assets actively employed in the business. Such tangible assets consist of all
assets minus investments (e.g. in subsidiaries), minus cash and cash equiva-
lents beyond the amount needed for working capital. In the case of the ROA
a deduction is also made for intangible assets such as goodwill. These two
PLIs may, for example, be used for leasing companies. This type of PLI may
be the most reliable if the tangible operating assets have a high correlation to
profitability. For example, a manufacturer’s operating assets such as property,
plant and equipment could have more impact on profitability than a distrib-
utor’s operating assets, since often the primary value-added by a distributor
is based on services it provides and these are often less dependent on oper-
ating assets. The difference between the ROA and the ROCE is that the ROA
focuses on the assets used or contributed while the ROCE focuses on the
amount of debt and equity capital that is invested in the company.

4.5.6.4 Other PLIs listed above are ratios between income statement items.
PLIs based on income statement items are often used when fixed assets do
not play a central role in generating operating profits. This is often the case
for wholesale distributors and service providers. Operating margin has often
been used when functions of the tested party are only broadly similar but
not close to those of the comparables, since differences in function have less
effect on operating profit than on gross profit.

4.5.6.5 'The Berry Ratio represents a return on a company’s value-added
functions on the assumption that these value-added functions are captured

39For the Berry Ratio to be the most appropriate transfer pricing method
to determine the remuneration of a controlled transaction (for instance for the
distribution of products) the following elements have to be present: (i) the value
of the functions performed, taking into account assets used or contributed and
risks assumed, should be proportional to the operating expenses; (ii) the value of
the functions performed, taking into account assets used or contributed and risks
assumed, is not materially affected by the value of the products distributed; in other
words it is not proportionate to sales; and (iii) the tested party does not perform
other significant functions in the transaction under examination that should be
remunerated using another method or profit level indicator.
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in its operating expenses. It has been observed in practice that the Berry
Ratio is used as a PLI for distributors and service providers. The Berry Ratio
assumes that there is a relationship between the level of operating expenses
and the level of gross profits earned by distributors and service providers
in situations where their value-added functions can be considered to be
reflected in the operating expenses. Consequently, it may be appropriate to
use the Berry Ratio if the selling or marketing entity is a service provider
entitled to a return on the costs of the provision of its services. It should be
noted, however, that the Berry Ratio is very sensitive to functions and cost
classification. The Berry Ratio has other limitations, including that it tends to
only work if the comparables are functionally similar; and the comparables
do not own significant intangible assets.

4.5.6.6 In general, the gross margin has not been favoured as a PLI because
the categorization of expenses as operating expenses or cost of goods sold
may be somewhat arbitrary or even subject to manipulation, making compar-
isons between the tested party and comparables difficult or impossible.

4.5.6.7 The choice of PLI depends on the facts and circumstances of a
particular case. Thus, it may be useful to consider multiple PLIs. If the results
tend to converge, that may provide additional assurance that the result is reli-
able. If there is, on the other hand, a broad divergence between the different
PLIs it may be useful to examine important functional or structural differ-
ences between the tested party and the comparables.

4.5.7 Transactional Comparison Versus Functional
Comparison

4.5.71 The arm’s length (range of) net profit margins can be determined
by way of:

»  Transactional comparison: the net profit margin that the tested
party enjoys in a comparable uncontrolled transaction which
initially has been rejected as an internal comparable under the
CUP Method due to its strict requirements; and

»  Functional comparison: the net profit margins enjoyed by inde-
pendent companies performing functions and assuming risks
comparable to those of the tested party.

4.5.7.2 Much more detailed information will be available with respect to
the controlled and uncontrolled transactions if a transactional comparison is
possible, because the related parties involved have participated in these trans-
actions. The degree of comparability can then be analyzed more thoroughly
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than in a functional comparison in which only public information is avail-
able (e.g. business descriptions in a database, annual reports and Internet
data). This may imply that the reliability of transactional comparisons will
be higher than that of functional comparisons in practice. In fact, if sufficient
data exist to reliably apply a TNMM based on a transactional comparison it
may be possible to apply a traditional transaction method.

4.5.7.3 However, functional comparison will be more often used in practice
as the data necessary for functional comparison may be available whereas
the data needed for transactional comparison is not. Let us assume that a
related party distributor is the tested party in the example presented in Table
4.T.7. The TNMM is applied and the profit level indicator is the operating
margin. A benchmarking analysis is performed, identifying four compara-
ble independent distributors considering the comparability standard of the
TNMM. The arm’s length range of operating margin earned by these compa-
rable distributors falls between 2 per cent and 6 per cent. Because the oper-
ating profit margin earned by the related party distributor falls within this
range (e.g. 4 per cent), its transfer price is considered to be at arm’s length.

Table 4.T.7
Functional Comparison Example
Compar- | Compar- | Compar- | Compar- | Tested
able A able B able C able D Party
Revenue 100 000 120 000 125000 130000 | 122000
COGS 80000 92 400 95000 89700 92720
Gross profit 20000 27 600 30000 40 300 29280
Operating expenses 18 000 24000 25000 32500 24400
Operating profit 2000 3600 5000 7800 4 880
Operating profit
margin 2% 3% 4% 6% 4%

4.5.8 Comparability

4.5.8.1 Product comparability is most important in applying the CUP
Method, as differences in products will result in different prices. The CPM
and the RPM are less dependent on product comparability and focus on func-
tional comparability because differences in functions that are reflected in
differences in operating expenses may lead to a broad range of gross margins.
However, the TNMM is even less dependent on product comparability and
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functional comparability than the traditional transaction methods, because
net margins are less influenced by differences in products and functions. The
TNMM focuses on broad product and functional comparability.

4.5.8.2 However, the comparability standard to be applied to the TNMM
requires a high degree of similarity in several factors between the tested party
and the independent enterprises that may adversely affect net margins. Net
margins may be affected by factors that have no effect, or a less significant
effect, on gross margins or prices due to the variation of operating expenses
between companies. These factors may be unrelated to transfer pricing.

4.5.8.3 Specific factors that may affect net margins include, but are not
limited to:
»  Barriers to entry in the industry;
Competitive position;
Management efficiency;
Individual business strategies;
Threat of substitute products;

Varying cost structures (e.g. the age of plant and equipment); and

YV V.V V V VY

The degree of business experience (e.g. start-up phase or mature
business).

If material differences between the tested party and the independent enter-
prises are affecting the net margins, reasonably accurate adjustments should
be made to account for such differences.

4.5.9 Other Guidance for Application of the Transactional Net
Margin Method

4.59.1 The TNMM is less reliable when applied to the aggregate activities of
a complex enterprise engaged in various different transactions or functions.
The method should be used to analyze only the profits of the associated enter-
prise that are attributable to simpler controlled transactions or functions.
The TNMM should thus generally not be applied on a company-wide basis if
the company is involved in a number of different controlled transactions or
functions which are not properly evaluated on an aggregate basis. However,
it may be possible to apply the TNMM when the aggregate activities/transac-
tions are sufliciently interlinked, as for example when similar sales functions
are conducted for products in similar product lines.
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4.59.2 The TNMM should be applied using transactions or functions of
independent enterprises that are comparable to the controlled transactions or
functions being examined. Furthermore, results attributable to transactions
between the tested party and independent enterprises should, if possible, be
excluded when evaluating controlled transactions. The latter point is illus-
trated in Table 4.T.8. below. In this example, the Related Party Distributor
purchases products from both the Related Party Manufacturer and an
Unrelated Manufacturer and resells these products to customers. The tax
authorities in the country of the Related Party Distributor apply the TNMM
to determine whether the transfer prices of the Related Party Distributor
are at arm’s length. A benchmarking study performed by the tax authorities
shows that comparable distributors earn an operating profit margin between
2 and 6 per cent.

4.5.9.3 The tax authorities initially apply the TNMM to the profit and loss
statement (P&L) of the Related Party Distributor as a whole. The operat-
ing profit margin earned by Related Party Distributor is 2 per cent based
on aggregate transactions and therefore falls within the arm’s length range.
The aggregated transactions therefore appear to be at arm’s length leading
to a preliminary conclusion that no transfer pricing adjustment is required.
However, if the TNMM was applied only to the results of the distributor
from the resale of products acquired in controlled transactions, the conclu-
sions would be very different. The operating profit margin earned by Related
Party Distributor on its resale of the products acquired in the controlled
transactions is minus 3 per cent, which falls outside the arm’s length range
of comparable operating profit margins and therefore appears to merit an
adjustment. It appears from the P&L that in this example the resale of prod-
ucts acquired by Related Party Distributor in controlled transactions gener-
ated operating losses, which reduced the aggregate income of the distributor
as a whole. Consistency is important in quantifying these amounts. Net
margins should be calculated uniformly between the tested party and the
independent enterprises.

Table 4.T.8
Specific Transactions Versus Company as a Whole

Controlled Uncontrolled Aggregate
Transactions Transactions Transactions
Sales $100 000 $100 000 $200 000
COGS 90 000 78 000 168 000
Gross profits 10 000 22000 32000
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Table 4.T.8 (continued)

Controlled Uncontrolled Aggregate
Transactions Transactions Transactions
Operating expenses 13 000 15000 28 000
Operating profit (3 000) 7 000 4000
Operating profit
margin -3% 7% 2%

4.59.4 An analysis considering multiple year data is sometimes better able
to take into account the effects on profits of product life cycles and short-term
economic conditions. Different countries may take different views about
when multiple year data should be analyzed and indeed whether that is
allowed under a country’s domestic law; see multiple year data analyses at
the examples at 4.5.5.3 and 4.5.5.4. Use of an arm’s length range should also
be considered, to reduce the effects of differences between the controlled and
uncontrolled entities. However, the use of a range may not sufficiently take
into account circumstances where the profits of a taxpayer are affected by a
factor unique to that taxpayer.

4.5.10

4.5.10.1
>

4.5.10.2
>

Strengths and Weaknesses of the Transactional Net
Margin Method (TNMM)

The strengths of the TNMM include the following:

Net margins are less affected by transactional differences than
price and less affected by functional differences than gross mar-
gins. Product and functional comparability are thus less critical
in applying the TNMM;

Less complex functional analysis is needed, as the TNMM is
applied to only one of the related parties involved;

Because the TNMM is applied to the less complex party, it can
be used even though one of the related parties holds intangibles
for which comparable returns cannot be directly determined;

The TNMM is applicable to either side of the controlled trans-
action (i.e. to either the related party manufacturer or the dis-
tributor); and

The results resemble the results of what could be referenced as a
modified RPM or CPM of analysis.

The weaknesses of the TNMM include the following:

Net margins are affected by factors (e.g. variability of operating
expenses) that do not have an effect, or have a less significant
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effect, on price or gross margins. These factors affect net profits
and hence the results of the TNMM but may have nothing to do
with the company’s transfer pricing. It is important to consider
these (non-pricing) factors in the comparability analysis;

Information challenges, including the unavailability of informa-
tion on profits attributable to uncontrolled transactions;

Measurement challenges, as these may make it difficult to deter-
mine sales revenue, operating expenses and assets relating only
to the relevant controlled transactions or functions in order to
calculate the selected profit level indicator. For example, if a
related party distributor purchases products from both a related
party and an unrelated enterprise for resale it may be impossible
to determine sales revenue, operating expenses and assets attrib-
utable to only the controlled transactions to reliably perform a
net margin method of analysis. Furthermore, if the companies
are engaged in different activities it may also be very difficult to
allocate sales revenue, operating expenses or assets between the
relevant business activity and other activities of the tested party
or the comparables. This measurement problem is an important
consideration in practice;

The TNMM is applied to only one of the related parties involved.
The arm’s length net margin found may thus result in an extreme
result for the other related parties involved in the controlled
transaction (e.g. operating losses to one of the parties while

the other party is guaranteed a net profit). This weakness also
applies to the CPM and RPM but may be more important under
the TNMM because net margins are affected by factors that may
have nothing to do with transfer pricing. A check of the results
of all related parties involved may therefore be appropriate;

It may be difficult to “work back” to a transfer price from a deter-
mination of the arm’s length net margins; and

Some countries do not recognize the use of TNMM.
Consequently, the application of TNMM to one of the parties
to the transaction may result in unrelieved double taxation
when the results of the TNMM analysis are not accepted for the
other party.

When to Use the Transactional Net Margin Method
(TNMM)

TNMM is usually applied with respect to broad comparable

functions rather than particular controlled transactions. Returns to these
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functions are typically measured by a PLI in the form of a net margin that may
be affected by factors unrelated to arm’s length pricing. Consequently, one
might expect the TNMM to be a relatively disfavoured method. Nevertheless,
TNMM is often applied when two related parties engage in a continuing
series of transactions and one of the parties makes a less complex and more
routine contribution to profits than does the other. In fact, it has become the
most commonly applied transfer pricing method in cross-border disputes,
largely because of the unavailability of good transactional comparables in
many circumstances.

4.5.11.2 TNMM may also be appropriate for use in certain situations in
which data limitations on uncontrolled transactions make it more reliable
than traditional methods. TNMM may be more attractive if the data on gross
margins are less reliable due to accounting differences (i.e. differences in the
treatment of certain amounts as cost of goods sold or operating expenses)
between the tested party and the comparable companies for which no adjust-
ments can be made as it is impossible to identify the specific costs for which
adjustments are needed. In such a case, it may be more appropriate to use
TNMM to analyze net margins, a more consistent measured profit level indi-
cator than gross margins in case of accounting differences.

4.5.11.3 Consider the example in Table 4.T.9. below, where the related party
distributor earns a gross profit margin of 20 per cent while the comparable
distributor earns a gross profit margin of 30 per cent. Based on the RPM one
could conclude that the transfer price of the related party distributor is not at
arm’s length. However, this conclusion may be incorrect if, due to account-
ing inconsistency, the related party differs from the comparable distributor
in allocating costs between cost of goods sold and operating expenses.

4.5.11.4 For example, it may be the case that the related party distributor
treats warranty costs as cost of goods sold while the comparable distributor
treats such costs as operating expenses. If the warranty costs of the compa-
rable distributor can be identified precisely, then appropriate adjustments on
the gross profit level can be made. In practice, however, such detailed informa-
tion about independent enterprises cannot be obtained from publicly available
information. It may then be more appropriate to perform a net margin method
of analysis where such accounting inconsistency has been removed. The result
of applying the TNMM is that the net profit margin of 10 per cent for the
related party distributor is similar to that of the comparable distributor. The
transfer price is therefore considered to be at arm’s length based on the TNMM.

4.5.11.5 Also, if the available comparables differ with respect to products
and functions, making it difficult to reliably apply the CPM or RPM at gross
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profit level, it may be more appropriate to apply the TNMM (at operating
profit level) because net margins are generally less affected by such differ-
ences. For example, in performing a benchmarking analysis for the purposes
of the CPM or RPM it may appear that exact product and functional compa-
rables cannot be found. In fact, the comparables differ substantially regard-
ing product and functional comparability. In such a case the TNMM might
be more reliably applied using such comparables.

4.5.11.6 Finally, TNMM may be attractive if the data are simply not availa-
ble to perform a gross margin method of analysis. For example, this may be
the case if the gross profits of comparable companies are not published and
only their operating profits are known. The cost of goods sold by companies
may also not be available, therefore only a net margin method of analysis can
be applied.

4.5.11.7 In addition to the three situations mentioned above, the TNMM is
also used in practice by tax authorities to identify companies for an audit by
analyzing their net profit margins. Furthermore, the TNMM is often applied
to check and to confirm the results of traditional transactional methods. For
example, the TNMM may be used in combination with the RPM to deter-
mine an arm’s length compensation for a distribution company.

Table 4.T.9
Accounting Differences: The Resale Price Method (RPM) as Compared
with the Transactional Net Margin Method (TNMM)

Related Party Distributor | Comparable Distributor
Selling price 100 100
Cost of goods sold 80 70
Gross profit 20 30
Operating expenses 10 20
Operating profit 10 10
4.6 Transactional profit methods: Profit Split Method (PSM)

4.6.1 Introduction to PSM

4.6.1.1 Transactional profit methods analyze the profits arising from
particular controlled transactions in order to determine whether the transfer
price is at arm’s length. Transactional profit methods can be divided into two
categories; the Transactional Net Margin Method (TNMM) and the Profit
Split Method (PSM). This section covers the PSM.

177



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

4.6.1.2 The PSM is a useful, but often complex method of determining
transfer prices based on an allocation of the relevant, combined profits made
by the related parties in relation to the transaction(s).

4.6.1.3 'The PSM seeks to eliminate the effect on profits of special conditions
made or imposed in a controlled transaction (or in controlled transactions
that it is appropriate to aggregate) by determining the division of profits that
independent enterprises would have expected to realize from engaging in the
transaction or transactions.

4.6.1.4 'The PSM may be appropriate where:

»  each related party to the transaction makes unique and valuable
contributions; and/or

»  the business operations of the related parties are so highly inte-
grated that they cannot be reliably evaluated in isolation from
each other; and/or

»  the parties share the assumption of economically significant risk
or separately assume closely related risks.

See section 4.6.3 et seq.

4.6.1.5 The PSM starts by identifying the relevant profits, or indeed losses
in relation to the controlled transactions. It then seeks to split those prof-
its or losses between the associated enterprises involved on an economi-
cally valid basis in order to achieve an arm’s length outcome for each party.
Typically, the split should reflect the relative value of each enterprise’s contri-
bution, including its functions performed, risks assumed and assets used or
contributed.

4.6.1.6 The PSM is also referred to as the transactional PSM. It can be distin-
guished from global formulary apportionment approaches in the following
ways. The PSM typically does not start with the global or total combined
profits of the entire MNE group. Rather, it begins from the relevant prof-
its in relation to particular transactions between two or more associated
enterprises. Moreover, in order to comply with the arm’s length principle,
the way in which the method is applied should not be arbitrary, but rather
should approximate the results achieved had the parties been independent
of each other. In particular, the factors by which the relevant profits are split
between the associated enterprises to the transaction are typically based on
measures of their relative contributions to value creation rather than an arbi-
trary formula.
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4.6.2 Strengths and Weaknesses of the Profit Split Method

4.6.2.1 The strengths of the PSM include:

» It can provide a solution in cases where one-sided methods
are not appropriate because each party to the transaction
makes a unique and valuable contribution which cannot be
benchmarked;

» It can be used where the level of integration, or the sharing of
risks between the related parties means that the contribution
of each party cannot be evaluated in isolation from those of
other parties;

»  Asitisatwo-sided method, all relevant parties to the transaction
are directly evaluated, helping to ensure an arm’s length result
for each entity based on the relative value of its specific contribu-
tions, even in cases where there may be specific or unique facts
and circumstances which may not be present in transactions
between independent enterprises; and

»  Itis able to deal with returns to synergies between contributions
or profits arising from economies of scale.

4.6.2.2 The weaknesses of the PSM include:

The PSM is often complex to apply. It may be difficult to measure the relevant
revenues and costs to be split between the related parties. In addition to meas-
urement difficulties, the method is typically highly reliant on detailed data
from the MNE (see also Chapter 12 of this Manual, which deal with transfer
pricing documentation). Determining an appropriate way to split the profits
can also be challenging. Care must be taken to ensure the application of the
PSM is as objective as possible. Since reliable, direct information on the allo-
cation of profits in comparable independent transactions is relatively rare, the
PSM often relies on less direct information or proxies (e.g. relative value of the
contributions of each party) in its application of the arm’s length principle.

4.6.3 When to Use the Profit Split Method (PSM)

4.6.3.1 As with any transfer pricing method, the profit split should be used
where it is found to be the most appropriate method to the circumstances of
the case. Primarily, this determination is based on the nature of the accu-
rately delineated transaction in the context of its circumstances. The anal-
ysis to determine the accurately delineated transaction should consider the
commercial and financial relations between the related parties, their func-
tions performed, assets used or contributed, and risks assumed, and how the
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activities of the parties impact the transaction given the market context in
which the transaction occurs.

4.6.3.2 While as noted above, the PSM can be a complex method to apply
reliably, the determination of when it is the most appropriate method should
be done as objectively as possible. That is, the PSM should not simply be
regarded as a method of last resort. Moreover, while the method may require
relatively more, or more detailed information from the taxpayer and its
associated enterprise(s) than other methods, where it is indeed found to be
the most appropriate method, reasonable efforts should be made to gather
such necessary information which, after all, will typically be in the hands
of the MNE.

4.6.3.3 While it is not possible to be prescriptive, as noted above, indicators
that a profit split may be the most appropriate method include:

»  Where each related party to the controlled transaction makes a
unique and valuable contribution; and/or

»  Where the business operations of the related parties are so highly
integrated that the contributions of the parties cannot be reliably
evaluated in isolation from each other; and/or

»  Where the related parties either share the assumption of the key
economically significant risks associated with the transaction(s),
or separately assume closely related economically significant
risks associated with the transactions.

4.6.3.4 The presence of any one or more of these indicators suggests that the
profit split may be the most appropriate method.

4.6.3.5 Where one or more of the above indicators is present, it is highly
unlikely that reliable comparable transactions will be available. However, a
lack of comparables per se is insufficient evidence to conclude that a profit
split will be the most appropriate method. That is, the PSM should not
become a convenient method to be applied in every case where close compa-
rables cannot be identified.

4.6.3.6 In contrast, where none of the indicators are present and the accu-
rate delineation of the transaction shows that one of the related parties to
the transaction performs functions, uses or contributes assets and assumes
risks that can be reliably benchmarked by reference to uncontrolled compa-
rables, a profit split is unlikely to be the most appropriate method. In such
cases, it is likely to be more reliable to apply a transfer pricing method
making use of the uncontrolled comparables, even in cases where ‘perfect’
or closely comparable uncontrolled transactions are lacking (see 4.1.2.9). As
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with any other method, pricing practices used between independent parties
engaged in similar transactions in the same industry or market can provide
information relevant to the analysis of the most appropriate transfer pric-
ing method.

4.6.3.7 It is sometimes argued that since the PSM is seldom used among
independent enterprises, its application in controlled transactions should
be similarly rare. Whether or not the premise of this argument is correct,
where the method is found to be the most appropriate to the circum-
stances, this should not be a factor. Transfer pricing methods, including
the PSM, are not necessarily intended to replicate the way in which inde-
pendent parties establish prices among themselves; rather, they are a way
in which the arm’s length principle can be applied in order to determine
appropriate transfer prices in controlled transactions. That said, if there
is evidence (e.g. from a joint venture or similar arrangement) that inde-
pendent parties in comparable circumstances use a PSM among them-
selves, this may suggest that a profit split will also be the most appropriate
method in relation to the controlled transactions.

Unique and Valuable Contributions by Each Party

4.6.3.8 Perhaps the clearest indicator that the PSM may be the most appro-
priate method involves situations in which each party to the controlled trans-
action makes unique and valuable contributions. Such contributions (e.g.
functions performed, assets used or contributed, including intangibles) will
be “unique and valuable” where:

(i) they are not comparable to contributions made by uncontrolled
parties in comparable circumstances; and

(ii) they represent a key source of actual or potential economic ben-
efits in the business operations.

Together, these factors mean that the application of other transfer pricing
methods may not be capable of reliably determining an arm’s length outcome
because neither related party can be reliably benchmarked by reference to
comparables.

4.6.3.9 When evaluating whether certain contributions are unique and
valuable such that a PSM may be the most appropriate, a consideration of
the context of the transaction, including the industry and market in which
it occurs and the factors which affect business performance in that context
are particularly relevant. See section 6.2.2 et seq. in relation to unique and
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valuable intangibles. See also section 6.3.4.2 in relation to transfers of fully
developed intangibles and section 6.5.4 in relation to transfers of partially
developed intangibles or intangibles whose future profit potential is very
uncertain.

4.6.3.10 Example—Unique and Valuable Intangibles

Example: Company A and Company B each Contribute a Unique and
Valuable Intangible

Company A, a resident of country A has developed, by its own efforts,
a trademark and associated brand for an over-the-counter seasonal hay
fever medicine, “Seritum”. The Seritum trademark and brand are well
known throughout the A-B region. The trademark and reputation of the
brand allows Company A to charge a premium for Seritum hay fever
medicine over the chemically equivalent generic product.

Company B, an associated enterprise of Company A resident in country
B, has developed, by its own efforts, a version of the generic hay fever
medicine that is also effective for other allergies, such as those triggered
by cats and dogs. This modification is sufficiently different and innova-
tive that B has been granted a patent for its modified compound. Clinical
trials conducted on the modified compound show it to be safe and effec-
tive, and to provide symptomatic relief for people allergic to cats and
dogs, as well as seasonal hay fever.

Company A enters into an agreement with Company B to market the
modified allergy medicine under the trademark “AllSeritum” in the A-B
region. A marketing strategy is devised and a campaign undertaken
by Company A to market the new product in region A-B based on the
familiarity of the “Seritum” brand as well as the expanded application
and efficacy of the new product.

AllSeritum turns out to be highly successful. It can access a previously
untapped market for allergy medicines; the pharmacological compound
has the benefit of patent protection for the following 10 years; and cus-
tomers were already familiar with and trusted the Seritum brand.

In this case the most appropriate method is determined to be a profit
split method since both A and B make unique and valuable contribu-
tions: the unique and valuable trademark and associated brand in the
case of A, and the unique and valuable patent in the case of B.
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4.6.3.12 Example —Material But Not Unique and Valuable

Example: Unique and Valuable DAEMPE Functions

Dades Enterprises, a resident of country G is in the business of
software development and provides tailored software solutions to
customers. Dades Enterprises has developed certain proprietary soft-
ware relating to 3D mapping of underground aquifers. Subsequently,
Dades Limited, a resident of country I and a member of the same
MNE as Dades Enterprises, enters into an agreement with Client M,
an independent party, for the supply of similar software, tailored to
the mapping of underground liquid hydrocarbons. Dades Enterprises
provides Dades Limited with access to the relevant code, software
designs and know-how developed in the original project. The legal
agreement between the entities states that Dades Enterprises will
retain legal ownership in any and all resulting software based on the
original product.

Dades Limited engages its own engineers to further develop and
enhance the original software. The resulting product is largely based
on the original proprietary software developed by Dades Enterprises,
but contains material enhancements.

The transfer pricing analysis shows that both Dades Enterprises’
and Dades Limited made unique and valuable contributions to the
development of the enhanced software developed for Client M. Dades
Enterprises’ contribution was in the form of the unique and valuable
proprietary software, and Dades Limited in the form of unique and
valuable contributions to the development and enhancement of that
software. As a result of this, the profit split is determined to be the
most appropriate method in this case.

DAEMPE Functions

Example: Material But not Unique and Valuable DAEMPE Functions

The facts are the same as in 4.6.3.11 above, except that the development
and enhancement activity conducted by Dades Limited is less significant
and relates only to enhancing the original proprietary software so that it
accepts a wider range of data input formats. In this case, the contribution
of Dades Limited is found not to be unique and valuable, and as a result,
a one-sided method is likely to be the most appropriate way of determin-
ing an arm’s length price for the transaction.
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Highly Integrated Operations

4.6.3.13 All MNEs have business operations which are integrated to some
degree. However the PSM is likely to be the most appropriate method only
in those cases where the integration is so significant that the way in which
each party performs functions, uses assets, and assumes risks is interlinked
with and cannot be reliably evaluated in isolation from the way in which
another related party to the transaction performs functions, uses assets and
assumes risks.

4.6.3.14 One example of highly integrated operations which may warrant
the determination that the profit split is the most appropriate method could
be where the related parties perform functions jointly, use common assets
jointly and/or share the assumption of economically significant risks, and
do so to such an extent that their respective contributions cannot be evalu-
ated in isolation.

4.6.3.15 Another example may be where the integration between the related
parties takes the form of a high degree of inter-dependency. For instance, a
profit split may be found to be the most appropriate method where, under
a long-term arrangement, each party has made a significant contribution
(e.g. of an asset) whose value depends in large degree on the other party. In
such cases, a profit split approach could allow for pricing which appropri-
ately takes into account and varies with the outcome of the risks assumed by
each party.

4.6.3.16 Example— Significant Integration

Stefanelli Enterprises Inc (SEI), incorporated in country M and Stefanelli
Enterprises Corporation (SEC), a resident of country N are members
of an MNE group specializing in providing trade facilitation for agri-
cultural commodities and bulk chemicals. The prices for the products
themselves are largely determined based on exchange-quoted prices.
Stefanelli’s customers may be either suppliers or purchasers of the prod-
ucts and tend to operate in both country M and country N. Customers
expect the same standard of service in both countries and rely on the
integrated nature of Stefanelli’s operations in each country to provide
a seamless service in moving products from and to the two countries.
Customers contract with either SEI or SEC depending on the country
in which the trade originates. Functions associated with marketing and
customer relations are undertaken by SEI or SEC, depending on the
location of the customer. A functional analysis shows that SEI and SEC
perform similar activities in fulfilling customer contracts, including
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arranging transportation and warehousing where required, as well as
facilitating customs clearance in the exporting and importing countries,
irrespective of which enterprise holds the contract with the customer.
Therefore, both SEI and SEC support each other and provide services to
one another in fulfilling their respective contracts. SEI or SEC may also
source supplies for buyers or seek out customers on behalf of suppliers,
but they do not take positions on the purchase and sale of the products
on their own account. Instead, they either act as an agent, or enter into
simultaneous purchase and sale agreements.

SEI and SEC perform a similar range of functions and must cooperate
extremely closely in order to effectively and efficiently provide services to
the group’s customers. The two entities jointly use and contribute to the
further development of the group’s economically significant assets, being
its know-how, customer and supplier relationships, and its I'T systems.
The group markets itself to customers based on its efficiency and ability
to provide seamless, integrated services in both countries M and N.

Although market data exists about fees charged for trade facilitation ser-
vices, it is found that the level of integration between SEI and SEC is so
significant that their operations cannot be reliably evaluated in isolation
from each other. As a result, the profit split is determined to be the most
appropriate method in this case.

4.6.3.17 Example — Complementary But Discrete Activities

Schol Manufacturing, a resident of country A, is a fully-fledged manufac-
turer of plastic products for the food service industry. Schol Distribution,
an associated enterprise of Schol Manufacturing located in country
B, imports these products and distributes them in the local market to
food processing companies, restaurants, caterers, retail food outlets etc.
Schol Distribution only purchases products from Schol Manufacturing
and is wholly dependent on the latter for its supply of products. Schol
Distribution provides customer feedback to Schol Manufacturing, but
does not otherwise participate in the design or production process. A
functional analysis shows that Schol Distribution does not make any
unique and valuable contributions. For instance, it has not developed
a highly valuable trademark or tradename for the plastic products in
the market.
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Schol Manufacturing is also highly dependent upon Schol Distribution
since it does not have any sales or distribution functions in country A.
Without Schol Distributions, it would find it very difficult to sell its prod-
ucts into the country A market.

While Schol Manufacturing and Schol Distribution are highly depend-
ent upon each other, an appropriate arm’s length remuneration for each
of them can be determined without the need to consider their activities
together. For example, the distribution activities of Schol Distribution
might be able to be reliably benchmarked through the application of the
transactional net margin method and looking to comparable uncon-
trolled distributors. In this case therefore, the profit split is unlikely to be
the most appropriate method.

Shared Risks

4.6.3.18 A further indicator that the profit split may be the most appro-
priate method is where the parties to the controlled transaction share the
assumption of the economically significant risks in relation to the transac-
tion (see 14.4.4.). It may also be the most appropriate method in cases where
the parties separately assume risks that are so closely related or inter-linked
that the playing out of the risks of each party cannot be reliably isolated from
the risks assumed by the counterparties.

4.6.3.19 The relevance of risk-sharing to the determination of the most
appropriate transfer pricing method will depend greatly on the extent to
which the risks concerned are economically significant such that each
party should be entitled to a share of the relevant profits associated with the
controlled transaction(s) had the transaction occurred at arm’s length.

4.6.3.20 Example — Shared Assumption of Risks

Global trading of financial instruments often occurs under an integrated
trading model where each enterprise or location within the MNE per-
forms the full range of trading and risk management functions. That is,
the entities comprising the MNE jointly perform the same key functions,
use the same key assets and assume the same economically significant
risks. Moreover, each enterprise or location cannot act independently
and instead must co-operate with others in order to successfully enter
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into transactions and manage and control the risks related to those
transactions.

Bank B operates as a global trader of financial instruments. The head-
quarters of the bank has a number of subsidiaries and branches around
the world which underwrite and distribute financial products, act as
market-makers in securities and derivative instruments and perform
brokerage functions for clients trading on stock and commodities
exchanges around the world. As a result of these activities, Bank B
mainly earns income in the form of interest and dividends from the
inventories it holds to be a market-maker on physical securities, (net)
gains on the trading of financial instruments, income from derivatives
and fees from clients.

Bank B operates its global trading business using an integrated trading
model. That is, traders in each of its main trading centres in countries
X, Y and Z (each of which is in a time zone which is at least five hours
different from the other) set prices and trade off a portfolio of positions
(the “book”) while the market is open in that country. When the mar-
kets in a particular country close, responsibility for trading the book is
passed on to the main trading centre in the next time zone. Traders in
each main trading centre have full control over the book and may close
positions passed to them and open new ones. However, the legal own-
ership of the book does not change with the handover in control. The
overall parameters and limits for allowable trades are set by a committee
which comprises roughly equal numbers from each of the main trading
centres, however, in each location, traders enter into transactions with
customers based on their own professional decision making. The func-
tional analysis shows that the main trading centres in countries X, Y
and Z use the assets of the business jointly, and they jointly assume the
economically significant risks. Each trading location undertakes broadly
the same functions or activities and must cooperate with the others in
order to successfully undertake their business and manage and control
the risks associated with those transactions.

Significant additional efficiencies and profit opportunities arise from the
ability of Bank B to trade its book on a 24-hour basis. Traders in each
location receive a base salary together with performance pay based on a
share of a bonus pool determined according to the overall profitability
of the book.

In this example, the main trading centres, through their close co-oper-
ation and joint performance of activities, share the assumption of the
economically significant risks. As a result, the profit split method is
found to be the most appropriate method.
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Availability of Information

4.6.3.21 It will often be the case that where the profit split is found to be the
most appropriate method, direct comparable transactions that may other-
wise be used to price the transaction will not be found. However, informa-
tion from uncontrolled transactions may still be relevant to the application of
the PSM, for example in terms of the how the relevant profits should be split
amongst the parties, or in the first part of a residual profit split. See 4.6.5.10
et seq. and 4.6.4.7, respectively; see also section 4.6.3.6 on the relevance of
market information.

4.6.4 How to Apply the Profit Split Method (PSM)

4.6.4.1 As was noted at the beginning of this section, in general, a PSM
first determines the relevant profits, being the total profits in relation to the
controlled transactions under examination, and then splits those profits
on an economically valid basis. There are a number of different approaches
as to how those relevant profits are allocated between the associated enter-
prises, including the contribution and residual analysis approaches. These
are discussed in more detail below.

4.6.4.2 As with all transfer pricing methods, care should be taken to avoid
the use of hindsight in the application of the PSM (see section 4.6.5.10).
In general, where it is found to be the most appropriate method, the PSM
should be applied consistently to transactions over time, irrespective of the
amount of the relevant profits (or indeed if there are losses). Applications
of the method which vary depending on the amount of the relevant profits
may be found to be arm’s length in some cases, but would be less common. If
there are significant unforeseen developments which would have resulted in
a renegotiation of the agreement between the parties had they been at arm’s
length, a different application (going forward) may be warranted. For exam-
ple, a different way of determining the relevant profits or how to split them
might be agreed. In such cases, documenting the reasons for the different
application would be essential.

4.6.4.3 When applying or evaluating the use of the PSM it is important to
ensure that the complexity of the process does not result in losing sight of
the intended result: an arm’s length outcome for each related party involved.
In some cases therefore, particularly where the process relies on multiple
assumptions or complex calculations, it may be useful to perform a ‘reality
check’ of the outcomes using alternative methods or means.

4.6.4.4 There are several ways in which the PSM can be applied.
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Contribution Analysis

4.6.4.5 Under a contribution analysis, the relevant profits are allocated
between the associated enterprises engaged in the controlled transactions
in a way that aims to reflect a reasonable approximation of the divisions that
would have been agreed by independent enterprises in similar circumstances.
Relevant external market data, i.e. from comparable independent transac-
tions between unrelated enterprises or between the taxpayer and an unre-
lated enterprise, should be used to support this allocation where available.
However more commonly, such external data will not be obtainable. In such
cases, the arm’s length principle can be applied by using data internal to the
taxpayers themselves to determine the relative value of the contributions
of each party to the controlled transaction(s). For example, this might be
done by comparing the nature and degree of each party’s contributions to
the controlled transactions and assigning a percentage based on that relative
comparison (and any external market data that may be available).

4.6.4.6 The way in which the value of such contributions is measured will
depend on the facts of each case. The determination of appropriate profit split-
ting factors is discussed in more detail below (see section 4.6.5.10 et seq). Note
that if the relative value of the contributions can be determined, then calculat-
ing the actual value of the contribution of each enterprise may not be required.

Residual Analysis

4.6.4.7 While a contribution analysis takes the relevant profits in relation
to the transaction and splits them between the parties in a single step, the
PSM can be applied using a staged approach under a residual analysis. Such
an approach is likely to be appropriate where one or more parties to the
controlled transaction(s) makes a contribution(s) which is routine and could
be benchmarked based on comparables.

4.6.4.8 Step 1: allocation of an arm’s length profit to each enterprise to
compensate it for its routine or benchmarkable contributions. Typically this
is done by the application of one-sided transfer pricing methods such as the
TNMM and consideration of the returns earned by independent enterprises
engaged in activities which are comparable to those routine or benchmarka-
ble contributions. In this first step, other contributions, such as those which
are unique and valuable, are not taken into account. Each related party is
allocated an appropriate ‘routine’ return from the pool of relevant profits.

4.6.4.9 Step 2: allocation of residual profit (i.e. remaining relevant profits
after the Step 1 allocation) on an economically valid basis. In the second
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step, other contributions not already accounted for, including those which
are unique and valuable, are considered. As was described above in relation
to a contribution analysis, this allocation must be done on an economically
valid basis, and aim to achieve a reasonable approximation of the divisions
that would have been agreed by independent enterprises in similar circum-
stances. The second step allocation will thus typically consider the relative
value of the contributions of each party to the residual profits, supplemented
where possible by external market information on how independent parties
would have divided such profits in similar circumstances.

4.6.4.10 Ashas been noted above, since reliable, direct information on how
profits would have been allocated in comparable uncontrolled transactions
might not be available, care is required in applying the PSM. The residual
approach to the application of the method aims to reduce possible subjec-
tivity by confining, to the extent possible, the more difficult step 2 allocation
(which is typically not based directly on comparables data).

Company X manufactures components using unique and valuable
intangibles and sells these components to a related party, Company Y.
Company Y then uses the components, together with its own unique and
valuable intangibles, to manufacture final products, which it sells to inde-
pendent customers. The first step of the residual analysis would allocate
a basic, ‘routine’ or benchmarkable arm’s length return to Company X
for its manufacturing function, and a basic, ‘routine’ or benchmarkable
arm’s length return to Company Y for its manufacturing and distri-
bution functions. The relevant profits from the transactions, less the
amounts of the basic or ‘routine’ returns to Company X and Company
Y, will be the residual profit. This residual profit is then split between the
parties based on the relative value of their respective unique and valu-
able contributions. This second step of splitting the residual profits need
not, and typically does not, depend on the use of comparables.

4.6.4.11 'The following approaches have been specified in some jurisdic-
tions to determine the relative value of each company’s contributions of
intangibles:
»  External market benchmarks reflecting the fair market value of
the intangible property;
»  The capitalized cost of developing the intangibles and all related

improvements and updates, less an appropriate amount of amor-
tization based on the useful life of each intangible;*® and

40 A disadvantage of this approach is that cost may not reflect the market value
of the intangible property. This example is intended simply to illustrate the mechan-
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»  The amount of actual intangible development expenditures
in recent years if these expenditures have been constant over
time and the useful life of the intangible property of all parties
involved is broadly similar.

4.6.4.12 'The residual approach is used more in practice than the contri-
bution approach for two reasons. Firstly, the residual approach breaks up a
complicated transfer pricing problem into two manageable steps. The first
step determines a basic return for routine or benchmarkable functions based
on comparables and the application of a one-sided method or methods. The
second step analyzes returns to unique and valuable contributions or other
elements which are un-benchmarkable. Rather than trying to determine
absolute values for these contributions based on comparables, the method
focuses on their relative value which may often be determined more reliably.
Secondly, potential conflict with the tax authorities is reduced by using the
two-step residual approach since it reduces the amount of profit that is to be
split in the potentially more controversial second step.

4.6.4.13 Example — Application of Residual Profit Split

XYZ is a corporation that develops, manufactures and markets a line of
products for use by the police in Country A. XYZ’s research unit devel-
oped a bulletproof material for use in protective clothing and headgear
(Stelon). XYZ obtains patent protection for the chemical formula for
Stelon. Since its introduction, Stelon has captured a substantial share of
the market for bulletproof material.

XYZ licensed its Asian subsidiary, XYZ-Asia, to manufacture and
market Stelon in Asia. XYZ-Asia is a well-established company that
manufactures and markets XYZ products in Asia. XYZ-Asia has a
research unit that adapts XYZ products for the defence market, as well
as a well-developed marketing network that employs brand names that
it has developed.

ics of the application of a residual approach under the profit split method. No
inference should be drawn from this example as to the appropriateness of the profit
splitting factors (or other parameters) to any superficially similar cases. In particu-
lar, the relative capitalized, amortized expenses of the intangibles may not always
reflect the relative contributions to value made by the parties; where this is the case,
an alternative means of evaluating those contributions will be required.
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XYZ-Asia’s research unit alters Stelon to adapt it to military specifica-
tions and develops a high-intensity marketing campaign directed at the
defence industry in several Asian countries. Beginning with the Y1 tax-
able year, XYZ-Asia manufactures and sells Stelon in Asia through its
marketing network under one of its brand names.

For the Y1 tax year XYZ has no direct expenses associated with the
license of Stelon to XYZ-Asia and incurs no expenses related to the mar-
keting of Stelon in Asia. For the Y1 tax year XYZ-Asia’s Stelon sales and
pre-royalty expenses are $500 million and $300 million, respectively,
resulting in net pre-royalty profit of $200 million related to the Stelon
business. The operating assets employed in XYZ-Asia’s Stelon business
are $200 million. Given the facts and circumstances, it is determined
that a residual profit split is the most appropriate method and will pro-
vide the most reliable measure of an arm’s length result. Based on an
examination of a sample of Asian companies performing functions simi-
lar to the routine functions of XYZ-Asia it is determined that an arm’s
length return on XYZ-Asia’s operating assets in the Stelon business is 10
per cent, resulting in a profit on those routine functions of $20 million
(10% x $200 million) for XYZ-Asia’s Stelon business, and a residual profit
of $180 million.

Since the first stage of the residual profit split allocated profits to XYZ-
Asia’s contributions other than those attributable to unique and valuable
intangibles, it is assumed that the residual profit of $180 million is attrib-
utable to the unique and valuable intangibles related to Stelon, i.e. the
Asian brand name for Stelon and the Stelon formula (including XYZ-
Asia’s modifications). To estimate the relative values of these intangibles,
the ratios of the capitalized value of expenditures as of Y1 on Stelon-
related research and development and marketing over the Y1 sales
related to such expenditures are compared.

As XYZ’s protective product research and development expenses support
the worldwide protective product sales of the XYZ group, it is neces-
sary to allocate such expenses among the worldwide business activities
to which they relate. It is determined that it is reasonable to allocate the
value of these expenses based on worldwide protective product sales.
Using information on the average useful life of its investments in pro-
tective product research and development, XYZ’s protective product
research and development expenses are capitalized and amortized. This
analysis indicates that the capitalized research and development expen-
ditures have a value of $0.20 per dollar of global protective product sales
in the Y1 tax year.
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XYZ-Asia’s expenditures on Stelon research and development and mar-
keting support only its sales in Asia. Using information on the average
useful life of XYZ-Asia’s investments in marketing and research and
development XYZ-Asia’s expenditures are capitalized and amortized
and from this it is determined that they have a value in Y1 of $0.40 per
dollar of XYZ-Asia’s Stelon sales.

Thus, XYZ and XYZ-Asia together contributed $0.60 in capitalized
intangible development expenses for each dollar of XYZ-Asia’s protec-
tive product sales for Y1, of which XYZ contributed a third (or $0.20 per
dollar of sales) and XYZ-Asia contributed two thirds (or $0.40 per dollar
of sales). Accordingly, it is determined that an arm’s length split of the
residual profits would see one third of those profits being allocated to
XYZ and two thirds being allocated to XYZ-Asia.

Comparable Profit Split Method (PSM)

4.6.4.14 In some countries, reference is made to the Comparable PSM. This
application of the PSM relies on a comparison of the allocation of profits
between independent enterprises engaged in comparable activities under
comparable circumstances to those of the controlled transaction(s). That is,
it relies heavily on external market data to determine how the relevant prof-
its should be split between the related parties. As has been noted above, such
information may be very useful, but is rarely available in practice.

4.6.5 Determining the Profits to be Split

4.6.5.1 The relevant profits to be split under the PSM are those which arise
to the associated enterprises as a result of the controlled transaction(s) under
examination. It will be important to consider the level of aggregation of trans-
actions in this regard (see 3.3.3.1 to 3.3.3.5) and then to examine the relevant
income and expense amounts of each party in relation to those transactions.

4.6.5.2 In most cases, since the relevant profits will be comprised of income
and expense amounts from more than one related party in more than one
jurisdiction, the relevant financial data of the entities will need to first be put
on a common basis, including with regard to the accounting practice and
currency used. As this can materially affect the application of the method,
consistency over time is important in this regard.

4.6.5.3 Other than in cases where the profit split covers all the activities
of each of the related parties, the financial data will need to be segmented
in accordance with the accurately delineated transaction(s) covered by
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the profit split approach. In cases where reliable product-line or divisional
accounts are available, these may be useful to the determination of the rele-
vant profits to be split.

Measures of Profit

4.6.5.4 The PSM is most commonly used to split net or operating prof-
its. Applying the method in this way means that all the related parties are
exposed to both the income and expenses associated with the relevant trans-
actions in a consistent manner. However, depending on the accurate delin-
eation of the transaction, other measures of profits may be appropriate. For
own operating expenses. Such an application may be appropriate where the
parties do not share the risks associated with the operating expenses relat-
ing to the controlled transaction, but do share the risks associated with
the volume of sales and prices charged, as well as those associated with the
production or acquisition of the goods or services.

Example: Measures of Profit

Accelory Corp designs, develops and manufactures complex industrial
machinery products. A new generation of one of its key product lines
uses an innovative powertrain system that was designed, developed
and manufactured by TurboAcc Limited, an associated enterprise of
Accelory. The system was tailored specifically for Accelory machines and
would not be compatible with machines produced by other manufactur-
ers without significant further modifications.

While Accelory Corp products are well established in the market and
the company’s products are considered to be market leaders in the sector,
the innovative powertrain system developed by TurboAcc becomes a key
selling point for the new generation of products. The success or other-
wise of the new generation products relies to a significant degree on the
performance of the powertrain systems made by TurboAcc.

The powertrain systems were developed entirely by TurboAcc. TurboAcc
also assumed all of the risk in relation to the development of the systems,
with no direct involvement by Accelory in the making of any significant
decisions in this regard.

Accelory assumes all of the risks in relation to the overall production
and sale of the new generation of products. In this example, although
Accelory and TurboAcc each assume separate economically significant
risks, those risks are highly interdependent. As a result, the profit split
is found to be the most appropriate method. In this case, while the
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overall fortunes of the companies are highly interdependent, each com-
pany operates very independently and has no involvement in or control
over the operations of the other. Therefore, a profit split of revenues
from Accelory’s sales of the product or the relevant gross profits of both
Accelory and TurboAcc from the transactions may be the most appro-
priate way to apply the profit split method. In this way, each party will
bear the financial consequences of the playing out of risks relating to
their own operating expenses (and cost of sales in the case of a split of
revenues).

Actual or Anticipated Profits

4.6.5.5 'The PSM is most commonly applied to split the actual relevant prof-
its of the related parties in relation to controlled transactions. Since actual
profits will reflect the playing out of the risks which affect the transactions,
such a split will typically result in each related party being subject to those
risks. It would thus be appropriate where the accurate delineation of the
transaction shows that each related party shares such risks. For example,
where the parties to the controlled transaction share the assumption of the
economically significant risks, or separately assume closely-related econom-
ically significant risks in relation to the controlled transactions, it would be
expected that a split of actual profits would apply.

4.6.5.6 On the other hand, where the profit split is found to be the most
appropriate method but the accurate delineation of the transaction shows
that one or more of the related parties does not share in the assumption of
the economically significant risks, a split of anticipated profits is likely to be
more appropriate.

4.6.5.7 A common application of an anticipated profit split is in the use of a
discounted cash flow valuation technique, which might be used, for example, to
determine the present value of a transferred intangible or other asset. For exam-
ple, Company A transfers all the rights in a fully developed unique and valua-
ble intangible, intangible X, to Company B, its associated enterprise. Company
B has its own unique and valuable intangibles which are expected to comple-
ment intangible X. Company A expects to have no ongoing involvement in the
exploitation of intangible X, as these activities will be wholly undertaken and
controlled by Company B. In this case, assume it is determined that the profit
split is the most appropriate method since both Company A and Company B
make unique and valuable contributions. However, since Company A will not
be involved in the ongoing exploitation of the intangible after the transfer, and
it does not assume any risks relating to those exploitation activities, at arm’s
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length, its return should not be subject to those risks. Instead, it should receive a
share of the anticipated profits from Company B’s exploitation of the combined
intangibles of Companies A and B, discounted to reflect its present value at the
time of the transfer. This amount might be calculated using a discounted cash
flow valuation technique which analyzes the present value of the likely income
from the exploitation of intangible X. The ongoing risks relating to the exploi-
tation of the intangibles are solely assumed by Company B and no adjustment
to the remuneration due to Company A needs to be made should the intangi-
ble actually be more or less successful than anticipated.

4.6.5.8 It should be noted that measures of profits which vary to some
degree with the playing out of risks, without being fully exposed to such
risk, can also be used. In all cases, the measure of relevant profits to be split
should be aligned with the accurate delineation of the transaction in order to
produce an arm’s length outcome.

4.6.5.9 Even where a profit split of actual profits is used, the method should
be applied without hindsight. That is, unless there are significant unforeseen
developments which would have resulted in a renegotiation of the agreement
had it occurred between independent parties, the basis for determining how the
relevant profits should be calculated and how they should be split amongst the
associated enterprises should ordinarily be determined based on information
known or reasonably foreseeable at the time of, or prior to the transaction(s).
This is the case even though it may only be possible to apply the actual calcula-
tions some time thereafter. For example, Company E and its associated enter-
prise, Company F are so highly integrated that the PSM is found to be the most
appropriate method to evaluate the controlled transactions between them. The
way in which the relevant profits from their transactions should be determined
is established ex ante, that is, at or prior to the time they engage in the trans-
actions. At that time, they also determine that the residual PSM of actual net
profits should be applied, and that the residual profits should be split between
them on the basis of the value of current year marketing expenses of each party,
after having allocated basic or ‘routine’ returns on the routine sales and distri-
bution activities conducted by both Companies E and F. In this example, the
way in which the PSM is to be applied is determined at the start of the period.
However, the agreed method can only be applied at year end, once the amount
of sales, marketing expenses, and the amount of the relevant actual net prof-
its has been determined. If, in a subsequent period, these intragroup transac-
tions are subject to a transfer pricing audit, the tax administration would not
be precluded from examining the selection of the transfer pricing method or
the way in which it was applied in order to confirm compliance with the arm’s
length principle. In doing this, the tax administration may also examine what
information was actually known or reasonably foreseeable at the time of the
transaction.
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Profit Splitting Factors

4.6.5.10 The PSM aims to determine transfer prices by reference to the
manner in which independent parties would have divided profits amongst
themselves had they engaged in comparable transactions. However, informa-
tion on comparable profit splits or similar arrangements is often not availa-
ble, so the method is more often applied by reference to some other measure
of the relative contributions to those profits of each associated enterprise, as
a way of approximating the outcome that would have been achieved between
independent parties.

4.6.5.11 It would not be appropriate to provide prescriptive guidance as to
the measure or measures to be used to split the relevant profits, as this will
depend on the facts of each case. However, whatever factor(s) are selected,
they should be capable of objective measurement and not themselves subject
to non-arm’s length pricing or valuation. The measures should also be verifi-
able and supported by data. While these considerations need to be borne in
mind, amounts based on the taxpayer’s own internal information (e.g. from
their financial accounts) are commonly used.

4.6.5.12 In some cases, a multi-factor approach to splitting profits may be
adopted. However, it may also be the case that a single measure of the key
contributions to value of each enterprise to the transaction will be sufficient
as a proxy for the relative value contributed.

4.6.5.13 Inthis regard, information from the functional analysis is likely to
be particularly important. Other information in the taxpayer’s local file may
also be useful. In addition, where the master file is available, the information
therein on key value-drivers, considered in the context of the business and
industry environment, may also be helpful to the extent that the value driv-
ers for the transactions under examination are similar to those for the MNE
or business line that is the subject of the master file.

4.6.5.14 Depending on the circumstances, profit splitting factors might be
based on the value of (certain types of) assets or capital, where there is a
strong correlation between tangible assets or intangibles, or capital employed,
and the creation of value in the controlled transaction. In such cases, care
should be taken to ensure reliable and consistent measures of the value of the
asset(s) concerned.

4.6.5.15 In other cases, cost-based factors may be found to be appropriate,
e.g. costs related to the unique and valuable contributions such as R&D, engi-
neering, design, marketing, etc., or the development of unique and valuable
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intangibles. Note that although cost is often a poor measure of the absolute
value of unique and valuable intangibles, the relative costs incurred by each
party may provide a reasonable approximation of the relative value of their
respective contributions. In some instances, it may be appropriate to adjust
the cost amounts, e.g. where they are incurred in different periods, to ensure
they represent reliable measures of the respective contributions of each party.

4.6.5.16 Other examples of profit splitting factors could include incremen-
tal sales, employee remuneration or bonus payments, time spent, headcount,
etc. Such factors may be found to be appropriate where they provide a strong
and sufficiently consistent correlation to the creation of value represented by
the relevant (residual) profits.

4.6.5.17 Example

Company A designs and manufactures electronic components, which
it transfers to a related Company B. Company B uses the components to
manufacture an electronic product. Both Company A and Company B use
unique and valuable innovative technological designs, which they have
each developed themselves, to manufacture the components and electronic
product, respectively.

Company C, a related Company, distributes the electronic products to
unrelated customers. An arm’s length transfer price for the transactions
between Company B and Company C is determined based on the most
appropriate method, the RPM. The PSM is found to be the most appropriate
method to determine the arm’s length transfer price between Company A
and Company B because the contributions of both companies are found to
constitute unique and valuable intangibles.

In step 1 of the residual analysis, a basic return for the respective man-
ufacturing functions is determined for Company A and Company B.
Specifically, a benchmarking analysis is performed to search for comparable
independent manufacturers which do not own or use unique and valuable
intangibles. The residual profit, which is the relevant profits of Company
A and Company B in relation to the transactions after deducting the basic
(arm’s length) return for the manufacturing functions, is then split between
Company A and Company B. It is found in this case that an economi-
cally valid way to split the residual profits would be based on relative R&D
expenses, since these are found to provide a reliable measure of the relative
value of each company’s unique and valuable intangibles. Subsequently, the
net profits of Company A and Company B are calculated in order to work
back to a transfer price.
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Example: Profit Splitting Factors

Company A is a designer, developer and manufacturer of construction
and earthmoving equipment. Company B, an associated enterprise of
Company A, has developed, by its own efforts a unique and valuable
trademark and tradename to support the sale of the construction and
earthmoving equipment. The brand developed by Company B hinges
on the reliability of the equipment produced by Company A, as well as
the extensive programme of customer support provided by Company B
(including proactive maintenance, guaranteeing supplies of spare parts
for equipment used in all, including remote, locations). A transfer pric-
ing analysis determines that each party makes unique and valuable
contributions and as a result, a residual profit split is found to be the
most appropriate method. In determining how the relevant residual
profits should be split, the key contributions of Companies A and B are
considered. As a result of that analysis, reliable profit splitting factors
based on those categories of R&D expenses (for Company A) relating
to the unique and valuable intangibles embedded in the products; and
marketing and customer support expenses (for Company B) are used.

4.7 The “Sixth Method” or “Commodity Rule”

4.7.1 Introduction

4.7.1.1 Transfer pricing rules require associated enterprises to price their
intragroup transactions in accordance with the arm’s length principle. The
five methods described at sections 4.2 to 4.6 inclusive of this Practical Manual
are used to calculate or test the arm’s length nature of intragroup prices or
profits earned from intragroup transactions. As described at 4.1.2.1, the
starting point in selecting a transfer pricing method is an understanding of
the controlled transaction (inbound or outbound) based on the comparabil-
ity (including the functional) analysis. This is necessary regardless of which
transfer pricing method is selected. The CUP Method is a suitable method
when prices from comparable transactions of the same or similar products
are available. For instance, the quoted prices on a commodities market or
exchange may be comparable uncontrolled prices for transactions involving
commodities performed by related parties under comparable circumstances.
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4.7.1.2 Taxauthorities may find themselves unable to successfully determine
whether a controlled transaction between associated enterprises is compara-
ble with uncontrolled transactions observed in the market if the taxpayer
does not provide sufficient supporting documentation to its controlled trans-
actions. For developing countries this concern may be even more pressing
than for developed countries, as the former countries may not have data
on companies doing business in their countries to perform a comparability
analysis in addition to potentially having limited know-how and resources to
conduct transfer pricing studies.

4.7.1.3 In view of this difficulty, several countries have a rule in place that
is generally referred to as the so-called “sixth method” or “commodity rule”
although the name of the rule or the method applied may differ from coun-
try to country. Historically this approach has been used for commodities by
several countries. The common feature of these rules is that they rely on the
quoted prices on the commodities market to price commodity transactions
between associated enterprises. For practical purposes, in this section the
approach will be referred to as the “sixth method”.*!

4714 Because versions of the “sixth method” have been more widely
adopted and applied in recent years, this section discusses the rationale for and
country experiences with the “sixth method”. However, this section does not
seek to address the relationship between the sixth method as implemented in
any particular domestic legislation and the arm’s length principle as defined
under Article 9 of UN Model Convention. The workings of the sixth method
may resemble the Comparable Uncontrolled Price (CUP) Method. The sixth
method generally considers certain characteristics and substance require-
ments, as defined in relevant domestic practices, for the method to be applica-
ble to a particular transaction. Absent reliable and timely confirmation from
the taxpayer about the relevant characteristics of the controlled transaction,
some countries apply a default rule which includes the application of a transfer
price based on publicly available pricing information and typically an assump-
tion of the time the relevant tested transaction took place (which corresponds
to the commodity price listing used). Despite its more general title, consider-
ing its operation, the sixth method—depending on how it is applied—could
be considered as an anti-abuse rule, an abuse-deeming rule or even presumed
to be a form of safe harbour. Some countries consider the sixth method an
(imperfect) application of the CUP Method.*? This section will refer to the

41 As the rule is referenced as the “sixth method” in Argentina where it seems
to have originated, for all practical purposes this title and wording will be used in
this section.

42Brazil applies a similar sixth method approach to loan operations. For
details, see chapter 15.
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practice as “the sixth method” without addressing whether the term method,
anti-abuse rule or abuse-deeming rule or safe harbour is more appropriate or
legally more correct.

4.7.1.5 'The sixth method approach has benefits and disadvantages. A bene-
fit of the sixth method is its relative certainty and relative ease of application
for the tax authorities and its tax collection efficiency. Some disadvantages
of the sixth method include that it is not one of the traditional transaction
methods or traditional transactional profit methods described in this chapter
and thus may not be recognized by the country of the associated enterprise
at the other end of the transaction. Disadvantages also include its inaccuracy
considering the general standards of application of the arm’s length principle,
that the method does not consider the economic circumstances of the actual
transaction that is being tested, and that the method may result in overcom-
pensation of one associated enterprise to the detriment of another associated
enterprise and therefore may give rise to potential double taxation. Benefits
and disadvantages are discussed further in section 4.7.5.

4.7.1.6 'This chapter describes the so-called sixth method as it is observed
in practice in several countries. It also discusses OECD guidance and an
Inter-American Center of Tax Administrations (CIAT) study relevant to this
method or approach that generally is used to tackle abusive transfer pric-
ing practices. The chapter aims to provide a basic description of the applica-
tion of the so-called sixth method in case of commodity transactions and a
description of steps that can be taken to mitigate some identified disadvan-
tages of using the sixth method.

4.7.2 Practical Operation of the Sixth Method

4.7.2.1 Atthedateofdraftingthissection, the sixth method hasbeen adopted
in countries such as Argentina, Bolivia, Brazil, Costa Rica, Dominican
Republic, Guatemala, Honduras, Peru, Uruguay and some Caribbean coun-
tries. Practical experience with the rule exists mainly in Argentina, Brazil,
Ecuador and Uruguay.*> However, it should be noted that the method is
not applied unequivocally in the same manner in all these countries. In
Argentina, the method was first introduced in 2004. Other countries have
followed in implementing (a version of) the sixth method since its first imple-
mentation in Argentina.

4.72.2 'The fact pattern traditionally targeted by the sixth method is
one where associated enterprises engaged in the business of exporting

43 According to CIAT, the rule may be in place in several countries but practi-
cal experience with application of the rule is still quite limited.
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commodities such as grains, oil and oilseeds, oil and gas, mining and fishing
products, invoice an associated enterprise related to the sale of the commod-
ities yet ship the commodities to a jurisdiction (and party) different from
the associated enterprise that is being invoiced by the seller. The actual ship-
ment date usually is at a later point in time than the date of the original
sale between the associated enterprises and the inter-company invoice date.
In general, the associated enterprise being invoiced is a trading entity that
obtains title to the shipped goods only for a limited period of time and the
later shipment is to a destination determined by an unrelated party that has
bought the commodities from the associated trader (not to the residence of
the associated trading entity).

4.7.2.3 If based on clear criteria that can be readily ascertained it is estab-
lished that the associated trading entity has insufficient substance to perform
relevant functions related to the acquisition and sale of commodities and
the trading entity is located in a low tax jurisdiction, there is a risk that the
associated trading entity transaction will erode the tax base of the jurisdic-
tion of the seller of the commodities. This may result from paying a price for
the commodities that is lower than that received by the associated trading
entity from a third-party in a later sale, despite the fact that the trading entity
does not have the substance to perform the trading functions. To curtail that
risk, the sixth method determines the intragroup price by reference to the
quoted price of the commodities on the shipment date, i.e. it looks through
the intermediary trading entity as if the transaction had taken place between
the seller and the third-party customer. The sixth method in some countries
specifies that the intragroup sales price will be deemed to be the higher of
either the exchange price of the commodity on the intragroup sale date or on
the shipment date of the commodities to the unrelated buyer. Applied under
these circumstances and in this way the sixth method can be considered to
function as an anti-abuse rule.

4724 As stated earlier, several countries that have implemented the sixth
method have implemented it differently. CIAT describes the respective
permutations of the sixth method observed in practice related to the differ-

ent aspects that make up the rule as follows:**

44CIAT (2013). The Control of Transfer Pricing Manipulation in Latin America
and the Caribbean. Panama City: CIAT. Available from https://www.taxcompact.
net/sites/default/files/resources/2013-05-1TC-CIAT-Control-Transfer-Pricing-
Manipulation-LAC.pdf
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Implementation of the Sixth Method

Aspect

Adopted approach

Transactions covered

= Only export transactions;
= Only import transactions;
» Import and export transactions.

Nature of the measure

= A way of applying the CUP Method.
= A way to arrive at an arm’s length price;
= No specific determination.

Products or goods subject to the
measure

= Renewable natural resources;
» and/or non-renewable natural resources;
= and/or goods with known quoted prices in
transparent markets;
= not expressly established by regulation.
= Some regulations allow tax administrations
to extend the measure to other goods pro-
vided that those meet certain requirements:
@ the international intermediary does not
have economic substance;
@ and/or the tax agency considers it
appropriate.

Relation condition

The condition by which the exporter and the
intermediary trader and/or the actual intended
recipient of the goods are related parties may
be established in some countries, but not in all.

At least one country (Brazil) applies the
method whenever the foreign company is resi-
dent in a listed jurisdiction (non-cooperative,
low tax jurisdiction, or under a privileged tax
regime), regardless whether the companies
involved are related enterprises.

Condition that there should be
an international intermediary

The condition that there needs to be an inter-
national intermediary having no economic
substance for the measure to be applied is
expressly established in some countries, while
it is not a requisite in others.

Hierarchy of the method

= Mandatory if the conditions established in
the regulation are met;

= Optional, either this measure or the CUP
Method may be applied;

= Not expressly established by the regulation.
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Prices to be considered

= The higher price between the quoted price
of the goods in the transparent market on
the day they are loaded (for shipment) and
the price agreed upon with the intended
intermediary;
= Export and imports are afforded different
treatment;
= For exports: research on international
prices in accordance with the terms agreed
upon by the parties as of the last shipment
date unless there is evidence that it was
agreed on another date;
= For imports: the price may not exceed the
price based on international parameters as
of the date on which they were originally
purchased.
@ Multiple criteria in a single regulation:
(i) price on the transparent market on
the loading or unloading date; (ii) aver-
age price over a 4-month period or 120
days prior to unloading or after loading;
(iii) price as of the date on which the
agreement was executed; (iv) average
price over a 30-day term after the agree-
ment was executed; (v) quoted price on
the transparent market on the loading
date, that of the prior date in which a
quoted price was available or that of the
first day the goods are loaded (the crite-
rion adopted caries by country).
= Some countries accept the price agreed
upon by the parties when the agreement
is filed with the tax agency or with any
other government agency a few days
after it has been signed.

Comparability adjustments

Some countries allow for comparability adjust-
ments to the publicly available price so as to
take into account market circumstances, con-
tract terms and conditions, and product qual-
ity and specifications whereas other countries
do not accept comparability adjustments.
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Exceptions to applying the Some measures implemented in the region pro-

measure vide the local taxpayer with the possibility to
evidence that the intermediary has economic
substance, even though the criteria are not the
same in every case.

4724 Considering that the arm’s length principle requires prices between
associated enterprises to be comparable with those used between unrelated
parties, it would generally be required that market prices be used that would
apply in the same or similar circumstances as those that apply to the transac-
tion between associated enterprises. Where the sixth method offers taxpay-
ers the opportunity to provide evidence that the intragroup transactions are
not abusive and the prices are at arm’s length, and the method allows compa-
rability adjustments as need be, it may be more generally consistent with
the arm’s length principle and provide for legal certainty. It can also help by
providing the tax authorities with more transparency as regards the transac-
tion between the associated enterprises.

4,73 OECD Guidance

4.73.1 The Group of Twenty (G20) and OECD countries have exam-
ined the transfer pricing aspects of cross-border commodity transactions
between associated enterprises as part of Action 10 of the BEPS Action Plan.
As a result, Chapter II of the OECD Transfer Pricing Guidelines has been
amended to include new guidance especially applicable to commodity trans-
actions.* The new guidance includes a clarification of the existing guidance
on the application of the CUP Method to commodity transactions. The new
guidance states that:

1) The CUP Method would generally be an appropriate transfer
pricing method for commodity transactions between associated
enterprises;

2) Quoted prices can be used under the CUP Method, subject to a
number of considerations, as a reference to determine the arm’s
length price for the controlled commodity transaction; and

450ECD (2015). OECD/G20 Base Erosion and Profit Shifting Project: Aligning
Transfer Pricing Outcomes with Value Creation, Actions 8-10—2015, Final Reports.
Paris: OECD Publishing.
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3) Reasonably accurate adjustments should be made, when needed,
to ensure that the economically relevant characteristics of
the controlled and uncontrolled transactions are sufficiently
comparable.

4.7.3.2 The guidance also includes a provision on the determination of
the pricing date for commodity transactions that, under certain condi-
tions, provides for tax administrations to impute a pricing date. This provi-
sion acknowledges the difficulties that can arise for tax administrations in
verifying the correct date for pricing the goods sold and serves to prevent
taxpayers from using pricing dates in contracts that enable the adoption of
the most advantageous quoted price. Although the price-setting date used
by the parties is the prima facie date, in certain circumstances, for example
if there is no evidence available as to what that date really is, the tax author-
ities can impute a pricing date, (e.g. the shipment date) in a manner similar
to the sixth method.

4.7.3.3 Tax authorities in developing countries may find it easier to test
the arm’s length nature of intragroup commodity transactions if taxpayers
are required to provide more information on such transactions. The OECD
guidance referenced above emphasizes that taxpayers can assist tax admin-
istrations in conducting an informed examination of their transfer pricing
practices related to commodity transactions by providing:*®

»  Documentation on the price-setting policy for commodity
transactions;

»  The information needed to justify price adjustments based on
the comparable uncontrolled transactions or comparable uncon-
trolled arrangements represented by the quoted price; and

»  Any other relevant information, such as pricing formulas used,
third-party end-customer agreements, premiums or discounts
applied, pricing date, supply chain information and information
prepared for non-tax purposes.

4.7.3.4 The date of pricing commodity transactions is particularly relevant
in determining whether such transactions between associated enterprises
are priced appropriately. Tax administrations should determine the price for
commodity transactions by reference to the pricing date agreed by associ-
ated enterprises, where the taxpayer can provide reliable evidence of the pric-
ing date agreed by such associated enterprises in the controlled commodity

46 QECD (2017). Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations. Paris: OECD Publishing. Available from https://doi.
org/10.1787/tpg-2017-en. See para. 2.21, section on commodity transactions.
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transaction. Such evidence should include:

»  The time the transaction was entered into (e.g. proposals and
acceptances, contracts or registered contracts, or other docu-
ments setting out the terms of the arrangements may constitute
reliable evidence), and

»  That this is consistent with the actual conduct of the parties or
with other facts of the case.

4.7.3.5 If the pricing date specified in any written agreement between the
associated enterprises is inconsistent with the actual conduct of the parties
or with other facts of the case, tax administrations may determine a differ-
ent pricing date consistent with those other facts of the case and what inde-
pendent enterprises would have agreed in comparable circumstances (taking
into consideration industry practices). When the taxpayer does not provide
reliable evidence of the pricing date agreed by associated enterprises in the
controlled transaction and the tax administration cannot otherwise deter-
mine a different pricing date under the guidance on accurately delineat-
ing the transaction, tax administrations may deem the pricing date for the
commodity transaction on the basis of evidence available to the tax admin-
istration. Such evidence may include the date of shipment as evidenced by
the bill of lading or equivalent document depending on the means of trans-
port. This would mean that the price for the commodities being transacted
would be determined by reference to the average quoted price on the ship-
ment date, subject to any appropriate comparability adjustments based on
the information available to the tax administration. It would be important
to permit resolution of cases of double taxation arising from application of
the deemed pricing date through access to the mutual agreement procedure
under the applicable treaty.*’

4.7.4 CIAT Guidance

4.74.1 CIAT conducted a study to analyze the operation of the so-called
sixth method 10 years after its introduction in Argentina.*® In particu-
lar, it conducted a comparative analysis of the implementation of the sixth
method in other Latin American countries. The study notes that transfer
prices are calculated using the methods developed under the OECD Transfer
Pricing Guidelines and that the methods are based on comparability of the
transactions under analysis and that of other similar transactions carried
out between or with independent parties. It also notes that a main problem

47 Ibid. See para. 2.22, section on commodity transactions.

48Hereafter referenced as “the CIAT study”. Available from https://www.ciat.
org/the-so-called-6th-method/?lang=en

207


https://www.ciat.org/the-so-called-6th-method/?lang=en
https://www.ciat.org/the-so-called-6th-method/?lang=en

UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

encountered is the difficulty in assessing useful and timely information for
carrying out such a comparison.

4.74.2 The CIAT study notes that authorities may react differently to distor-
tions caused by companies being under common control. Some authorities
may wish to disregard a legal entity making use of a substance-over-form
analysis in case an enterprise is under the control of another enterprise in
economic, financial and corporate terms. Other authorities may wish to
make use of transfer pricing rules and determine the inter-company price
that should apply by eliminating any pricing distortions that result from the
influence of being associated enterprises. Although the traditional approach
to the arm’s length principle may be preferred, the CIAT study also notes that
the complexity and practical difficulty in applying the transfer pricing meth-
ods and with finding comparables should allow for consideration of alterna-
tives for developing countries, which may have limited resources to address
the complexity that these exercises present or overcome practical difficulties
in this respect.

4.74.3 When considering the legal nature of the sixth method, the CIAT
study points out that the characterization of the method under domestic law
may have consequences as regards the application of a treaty for the avoid-
ance of double taxation. That is, to the extent the sixth method qualifies as
a transfer pricing method, the workings of the Associated Enterprises arti-
cle, usually Article 9 of a treaty for the avoidance of double taxation, may
govern the international consequences of its application and to the extent it
is seen as being a domestic anti-avoidance rule it may fall outside the scope of
such a treaty and taxpayers may be unable to successfully claim avoidance of
double taxation. If the method is characterized as an anti-abuse rule or a safe
harbour, it will be relevant to get a treaty partner to acknowledge that, before
a treaty can successfully be availed of to reduce any potential double tax.

4744 In many cases, the sixth method may have been incorporated into
domestic law to help prevent tax base erosion and facilitate the collection of
corporate taxes. The method is most often applied to intragroup exports and/
or imports of commodities and applies the publicly available market price
of the commodity on the actual date of shipment as the transfer price. The
method generally disregards whether the buyer or seller pays for the ship-
ping costs and at what date delivery of the goods finally takes place. The
method may also apply a cruder standard of comparability, in that the grade
or quality of the commodity and sometimes even the volume shipped may
not need to be the same as applies in a standard contract traded on the
exchange. However, some countries and authorities allow for comparabil-
ity adjustments to correct for this. The lack of substance of the intermediary
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is generally a given for the method to apply, although in practice there also
are countries where the method is applied to all exports and imports regard-
less of (i) foreign intermediaries and/or (ii) the involvement of associated
intermediaries.

4.74.5 The CIAT study goes further than the original sixth method in
that it considers the position of the associated intermediary that makes the
third-party sale. It reccommends that tax authorities try to obtain an under-
standing of the value chain related to the commodity and its subsequent
processing or transformation to help with determining the arm’s length
compensation for the functions performed, and risks assumed by the entities
involved in that value chain.

4.7.5 Considerations for Use of the Sixth Method

4.7.5.1 Use of the sixth method offers some benefits but also carries with
it some disadvantages as discussed above. The sixth method, in its most
rudimentary form, operates as a price-setting mechanism that may roughly
resemble the CUP Method. However, depending on how it is applied, it may
not meet the rather strict requirements that the CUP Method tradition-
ally requires for its application. Some countries consider it a benefit that the
method can be used when no exact transfer price or comparable transaction
is available for the commodities or products involved. This approach may
serve as a practical means to raise revenue and requires relatively limited
audit activity related to taxpayers engaged in intragroup commodity trad-
ing activities. A disadvantage of the approach is that, depending on how the
sixth method is applied, there is a potential risk of divergence from the arm’s
length principle and resulting double taxation. Another disadvantage of the
approach is that it does not apply a traditional transaction method or trans-
actional profit method and hence may not be recognized by the country at
the other end of the transaction. As a country’s tax system and tax authori-
ties develop and benefit from more transfer pricing-related know-how and
resources, the sixth method may not or may no longer be necessary, or it may
be adjusted or updated to achieve greater consistency with the arm’s length
principle.

4.7.5.2 It should be unequivocally clear in what situations the sixth method
applies; this will avoid disadvantaging taxpayers and will foster legal certainty.
If a (lack of) substance test applies, clear and objective criteria should be
provided. Where a substance test is applicable, only when the taxpayer clearly
fails to meet the test should the sixth method approach be applied. Potential
double taxation resulting from application of the sixth method approach can
also be a disadvantage. This disadvantage could be mitigated to the extent tax
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authorities would allow any double taxation resulting from the application of
the sixth method to be eligible for potential relief under an applicable treaty.

4.7.5.3 Publicly available prices may be based on standardized agreements
setting forth basic aspects of the transaction, such as quality, quantity and
terms of delivery of the commodities marketed. A reliable application of the
CUP Method would require that the raw materials being compared are suffi-
ciently similar. Therefore, a closer application of the arm’s length principle
can be achieved to the extent that the sixth method allows for comparabil-
ity adjustments to be made to the quoted prices for features such as physical
characteristics and the quality of commodities as well as the volumes traded,
the terms and conditions of the contracts, other relevant variables, the deliv-
ery date and conditions (CIF, FOB etc.) and whether the transaction between
the associated enterprises is carried out at the same level of the supply chain
as the one that served to set the publicly available price.

4.7.5.4 As stated earlier, the application of the sixth method in some coun-
tries is generally conditioned on the lack of (evidence on) substance of the
intermediary trading entity. To the extent taxpayers may provide evidence
as to the substance of (their associated) intermediary entities to opt out of
the application of the sixth method, it could be expected that taxpayers will
make an effort to provide the requisite additional information. As a result,
the more accurate and arm’s length income allocation may become that
which applies between the associated enterprises.

4.7.5.5 Allowing for evidence or proof of substance is not uncommon with
this approach. Doing so adds an administrative burden on taxpayers and
tax authorities, however. As an example, one country’s law and regulations
provide in relevant part:

“the [sixth] method does not apply if and when: (a) the (associated) enterprise
that constitutes the international intermediary, demonstrates effective pres-
ence in the jurisdiction of residence, having a commercial office or prem-
ises where the business is managed, complying with the legal inscription and
filing of balance sheets; the assets, risks and functions undertaken by the
international intermediary are adequate in view of its commercial opera-
tions; (b) the international intermediary’s main business does not consist of
receiving passive income or the trading of goods to or from the country of
origin of the commodities or with other members of the economic group*’;
(c) the international intermediary’s cross-border trade with other members
of the same multinational group does not exceed 30% of the total annual
transactions conducted by the intermediary.”

49“Economic group” may be more extensive than an MNE.
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4.7.5.6 Considering the observations resulting from the CIAT study
mentioned in the previous paragraphs and the guidance issued by the OECD
with respect to commodity transactions, to encourage access to treaty provi-
sions providing potential relief from double taxation two observations can
be made: First of all, in those situations where the rule considers the status
of (foreign) intermediaries, it would be preferable if taxpayers are allowed to
present evidence that their intermediaries have the requisite substance in the
other jurisdiction(s). Second, taxpayers could be allowed to provide evidence
that their intragroup pricing is at arm’s length and appropriate and reason-
able adjustments to publicly available commodity prices could be allowed in
order to reflect possible transaction and product differences. This is impor-
tant as commodity prices are known to fluctuate significantly and be highly
dependent on grade, quality and specifics of the respective commodity. In
addition, import/export conditions are likely to influence prices.

4.7.5.7 The less arbitrary the sixth method and its criteria for applica-
tion can be, the more legal certainty may result and the more efficient and
successful audits of transactions and taxpayers subject to the method can
be. Clarifying the definition of intermediaries subject to the sixth method
(if and when it refers to intermediaries), specifying the transactions subject
to the sixth method and specifying the criteria for its application will assist
in reducing uncertainty and potential tax disputes. To the extent taxpayers
can provide evidence as regards to the necessary substance of intermediaries
and what would constitute an arm’s length price, and the legislation includes
provisions for adjustments to the publicly available commodity prices to
assure improved comparability, the sixth method becomes more sophisti-
cated and in line with the arm’s length principle. Taxpayers may benefit from
(improved) access to avoidance of double taxation in that event as well.
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5 Intragroup Services

5.1 Introduction

5.1.1 This chapter considers the transfer prices for intragroup services
within an MNE. Firstly, it considers the tests for determining whether charge-
able services have been provided by one or more members of an MNE to
one or more associated enterprises for transfer pricing purposes. Secondly, if
chargeable intragroup services have been provided, it considers the methods
for determining an arm’s length consideration for the services. The chap-
ter also considers the circumstances in which tax authorities may provide
taxpayers with the option of using a safe harbour for low value-adding
services or for minor expenses.

5.1.2  Under the arm’s length principle, if a chargeable intragroup service
has been provided between associated enterprises, arm’s length transfer
prices should be charged to group members. The test for determining whether
chargeable intragroup services have been provided between associated enter-
prises is whether one or more associated enterprises have received or are
expected to receive an economic benefit from the activity. Such an economic
benefit exists if an independent entity in the same or similar circumstances
would be willing to pay for the services or perform the activity itself. This
principle is referred to in this chapter as the “benefit test” and is considered
in more detail below (section 5.2.2).

5.1.3 A transfer pricing analysis of intragroup services should be consid-
ered from both the perspective of the service-provider and of the associated
enterprise receiving the services. The tax authority in the country of the
service provider would seek to ensure that if chargeable intragroup services
have been provided, the associated enterprise benefitting from the service is
paying an arm’s length price for such services. The tax authority of the service
provider would be concerned if there were no payments for the intragroup
cross-border services or if the charges for such services were below arm’s
length prices. It would also be concerned if the service provider incurred
costs for the benefit of foreign associated enterprises without reimbursement
or with less than arm’s length consideration.
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5.1.4 On the other hand, the tax authority in the country of the recipient
would be seeking to ensure that the services in question satisfy the bene-
fit test and that the recipient was being charged no more than arm’s length
prices for the intragroup services. A tax authority of the service recipient
would consider making an adjustment if it considered that the services either
did not in fact meet the benefit test to the local payer, or alternatively, if the
services provided a benefit but the service charges were excessive. Given the
scale of business operations of an MNE, service costs incurred and service
charges may be significant and any misallocation of service costs or charges
within an MNE will affect the profit or loss position of group members.

5.1.5 It should be noted that the requirement that chargeable services be paid
for on an arm’s length basis is distinct from the question whether such arm’s
length payments are deductible under the domestic law of the associated enter-
prise receiving the service. Transfer pricing rules require the payment of arm’s
length transfer prices for chargeable services. Principles of domestic law are then
applied to determine if such payments may be deducted by the associated enter-
prise making the payment in determining its taxable income. In some countries,
although an expense may satisfy the arm’s length principle, the deduction may
be denied, in full or in part, by domestic rules restricting deductions.

5.1.6 MNEs in a globalized economy may have highly integrated business
operations. The associated enterprises comprising such groups may seek
business advantages from exploiting information, technology and commu-
nications systems and other assets on a combined basis. Intragroup services
may play an important role in MNEs as they seek to obtain needed services at
the lowest price to maintain or improve their competitive position. Transfer
pricing analyses of such service relationships should recognize that MNEs
seek to maximize their profitability and competitive positions and they do
not generally incur costs without a business purpose.

5.1.7 Many of the services that MNEs require may either be performed
within the group or acquired by the group from one or more independent
service providers. Many types of services are not within the company’s core
business but are nonetheless necessary for the MNE’s business operations.
The performance of service activities required by members of the group
may be centralized in one group member or dispersed among many group
members. In some cases MNEs may outsource services to independent enter-
prises and then charge out the cost of the services on a pass-through basis to
those associated enterprises receiving the benefit(s).

5.1.8 Most intragroup services are easily identifiable. For example, where
one member of the group performs hiring activities and manages payroll
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for another group member, it may be clear that a specific service has been
provided. In some situations, a service may be connected with the provi-
sion of goods. For example, an associated enterprise might be provided with
goods and it might also receive services to assist in the use of the goods. In
other cases intragroup services may also be provided in conjunction with or
embedded in intangibles or other assets.

5.2 Analysis of Intragroup Services

5.2.1 Types of Intragroup Services

5.2.1.1 Many types of intragroup services may be provided between the
associated enterprises comprising an MNE. UNCTAD has noted in its
World Investment Report 2004: The Shift towards Services, that it is “difficult
to formulate a clear-cut definition of services. No commonly accepted defi-
nition exists.”*® A detailed list in Annex 1 at the end of this chapter (drawn
up by the European Commission) sets out some of the types of intragroup
services that are common in MNEs. The list is intended to be illustrative
and is not comprehensive. Activities can generally be divided into chargeable
services and non-chargeable activities. Chargeable services can be divided
into low value-adding services and other services. Simplified transfer pric-
ing approaches may be used for low value-adding services (see section 5.5.2)
while a full transfer pricing analysis may be required for other services.

5.2.1.2 'The profit margin which an associated enterprise may derive under
the arm’s length principle from providing intragroup services varies. A
lower profit mark-up is appropriate for low value-adding services such as
clerical or administrative services. Such services are necessary for the effi-
cient operation of the international operations of an MNE but they do not
create significant value. On the other hand, services associated with an MNE
group’s core business activities, which are incurred to maintain or improve
the MNE’s profitability, viability or market position, may create greater value
and appropriately carry a higher profit margin.

5.2.2 The Benefit Test

5.2.2.1 'The benefit test is used to determine whether a member of the MNE
has received a chargeable service from an associated enterprise. The benefit
test has two requirements both of which must be satisfied. Firstly, it must be
anticipated that the activity will provide the service recipient with economic

50 UNCTAD (2004). World Investment Report: The Shift Towards Services. New
York UN Publishing: Available from http://unctad.org/en/docs/wir2004_en.pdf
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or commercial value to enhance or maintain its business position. Secondly,
it must be shown that an independent entity in the same or similar circum-
stances as the service recipient would have been prepared to pay for the services
or perform the services itself. Once the benefit test has been satisfied, there
remains the question of the arm’s length price for the service (see section 5.3).

5.2.2.2 An examination of the facts and circumstances will be required
to determine whether the benefit test has been satisfied for an enterprise
receiving an intragroup service. The level of detail covered by such a factual
examination, and the amount and nature of documentation required to
demonstrate satisfaction of the benefit test, should be based on the material-
ity of the service charges.

5.2.2.3 The underlying notion of the benefit test is that, in order to be
chargeable, the service must provide or be expected to provide the recipi-
ent with commercial value to enhance its actual or expected commercial
position in an identifiable way. For example, a marketing programme may
be designed by one member of an MNE to be used by associated enterprises
operating as fully-fledged distributors with the expectation that all desig-
nated associated enterprises will benefit in each of their markets. Although
the marketing strategy is a success in most countries, it may fail to deliver
all of the expected benefits in some jurisdictions. As long as each associated
enterprise within the MNE taking up this marketing strategy has legitimately
expected a benefit, they have received a benefit for the purpose of the benefit
test, despite the fact that some of these enterprises do not fully achieve the
expected results. The benefit test is satisfied only if an independent distributor
would be expected to pay for the marketing services under similar circum-
stances, or would need to perform the marketing services activities itself.

5.2.2.4 Whether or not the benefit test is satisfied does not depend on the
level of risk that the expected benefit will or will not be achieved. Some intra-
group services, such as research and development, may involve a higher
level of risk than other services, such as accounting or bookkeeping services.
Notwithstanding the risk involved, intragroup research and development
services are chargeable if an independent party would have been expected
to pay another independent party for the research and development services
in the same or similar circumstances or it would have performed this activ-
ity itself. Provided the recipient associated enterprise expects a potential
economic benefit from the research and development, the benefit test is satis-
fied and a chargeable service has been provided, even though the activity may
not always actually result in benefits.
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5.2.3 Service Activities for the Specific Needs of an Associated
Enterprise

5.2.3.1 Associated enterprises may request the provision of specific intra-
group services. Services provided specifically to one member of the MNE and
designed specifically for its operations or requirements will generally satisfy
the benefit test. For example, an associated enterprise which is part of an
MNE involved in telecommunications may suffer reputational damage and
a potential loss of business if information technology (IT) problems prevent
customers from using its telecommunications system. If an IT problem arises
and direct assistance is provided promptly to the associated enterprise by
another member of the MNE specializing in the provision of IT services, the
service would satisfy the benefit test as the associated enterprise has received
an economic benefit to maintain its business operations.

5.2.3.2 Similarly, if an associated enterprise seeks assistance in the design
of a targeted marketing campaign from a related party which specializes in
marketing strategies and practices, the associated enterprise providing the
marketing strategy advice is providing a service designed to meet the specific
needs of the recipient. The benefit test would generally be satisfied in such a
circumstance because the associated enterprise expects a commercial bene-
fit from the service, and an independent enterprise in the same or similar
circumstances would be willing to pay for the provision of such services or
would undertake such activities itself.

5.2.4 Centralized Services

5.2.4.1 An MNE will often centralize certain business functions within an
associated enterprise operating as a service provider to the rest of the group
or to a subgroup of associated enterprises, such as a regional subgroup, for
their benefit. A wide variety of services may be centralized in this manner,
including both low and high value-adding services. Each associated enter-
prise benefitting from the services provided by a centralized service provider
should be charged an arm’s length price for the services it acquires, though
the manner in which the arm’s length charge is calculated may vary, depend-
ing on the facts of the case. The economic benefit is apparent if an associated
enterprise would otherwise have to perform the activity itself or engage an
external service provider.

5.2.4.2 There are numerous reasons for an MNE to provide intragroup
services on a centralized basis. Services may be provided by an associated
enterprise for the rest of the group in order to minimize costs through econ-
omies of scale. This may allow the MNE to increase its profits or improve its
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competitive position by being able to reduce the prices charged to customers.
Centralizing services may allow for specialization within an MNE which may
also involve the creation of centres of excellence. Some MNEs may central-
ize services in a regional management company for associated enterprises in
a particular geographic region in order to align functional and management
responsibilities. In some cases, an associated enterprise may not have the
skills or resources locally in-house for the service it requires and may rely on
specialists that are responsible for providing the same type of services across
a wider geographic or functional grouping of entities. Another potential
benefit of having centralized services for an MNE is the certainty that such
services will be available when required and that the quality of the services is
consistent within the MNE.

5.2.4.3 Example 1: Airline Business®'

An MNE carries on an airline business in 5 countries (Countries A, B,
C, D and E) with the parent of the group being located in Country A.
Customers of the airline in these countries are provided with the option
of calling staff by telephone to book travel and receive advice where nec-
essary. The MNE decides to create a centralized call centre for the group
to exploit economies of scale. The low cost of telecommunications and
the ability to share business information among group members allows
for the centralized call centre to be located in any country in which the
MNE operates. The call centre can operate on a 24-hour basis in provid-
ing call services to all time zones in which the MNE carries on busi-
ness. The MNE concludes that centralizing call centre functions in its
subsidiary in Country E will allow the group to take advantage of both
economies of scale and low costs. The call centre services provided by the
subsidiary in Country E to the parent company and other group mem-
bers satisfy the benefit test. Without the call centre the group members
would either have to establish their own call centres or engage an inde-
pendent party to provide call centre services on their behalf.

5.2.4.4 In the preceding example of a centralized call centre, a centralized
facility operating on behalf of the businesses in each country replaces the
individual local facilities for booking by phone in each country. A distinct
and relatively small part of the businesses in each country is replaced with
a centralized but still distinct part of the business. The change does not

51The examples contained in this chapter are some illustrations of the principle
being considered.
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affect the fundamentals of the businesses; for example, how the businesses
contract with customers, or how the businesses generate demand through
marketing strategies. In some situations, however, the centralizing of activi-
ties can affect the fundamentals of the businesses receiving the services, and
those situations can be challenging to analyze for transfer pricing purposes.
Depending on the facts, one such situation is that of centralizing sales or
marketing activities. The section provides guidance on some of the factors
that are likely to be relevant in analyzing centralized sales or marketing
activities, so that the arrangements actually performed can be accurately
delineated and evaluated in the context of the business of the MNE. Such an
objective is common to all transfer pricing analyses, but offshore marketing
companies are often an indicator suggesting further investigation in section
13.2.2.16 and the attribution of sales and marketing functions and risks to
a centralized entity should be carefully analyzed, especially if the arrange-
ments are not common between independent enterprises in the industry or
the potential for profit shifting is significant because of the taxation regime
to which the centralized entity is subject.

5.2.4.5 Commercial objectives for centralizing sales or marketing activities
involve the general aims outlined in section 5.2.4.2 above, but more specifi-
cally can also involve cost savings (avoiding the duplication of costs in smaller
markets by coordinating and aggregating activities), coordinating marketing
activities and developing and exploiting marketing intangibles consistently,
standardizing processes, prices and terms, responding to regional or global
customers that may have similarly centralized their activities, and managing
stock levels and warehousing more efficiently. In some cases, a centralized
sales company may perform a range of activities: it may be responsible for
fulfilling the orders solicited by the local in-market company; the centralized
company may determine the sales and marketing strategy, develop and use
its own marketing intangibles, assume inventory and pricing risk, and direct
the activities of the local in-market company. In other cases, the centralized
sales and marketing activity may provide a support function to the local
in-market enterprises which remain responsible for performing a range of
activities.

5.2.4.6 In analyzing arrangements involving the centralizing of sales and
marketing activities, the first task is to understand those arrangements in the
context of the business of the MNE and the nature of the transactions being
undertaken. One important aspect may be to distinguish clearly between a
centralized sales function and a centralized marketing function. Centralized
sales functions may involve the order to cash processes, including centralized
administration of invoicing and payments; and centralized sales functions
may also involve the logistics of getting products to customers, including
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storage and transport. Centralized marketing functions may involve iden-
tifying the market opportunities, differentiating the offering in the market,
and creating and maintaining consumer preferences. Either or both func-
tions can be centralized, and a transfer pricing analysis requires clarity about
the nature of the relevant functions, the extent to which centralization of
functions has in practice taken place, the identification of risks and attri-
bution of risks to the parties to the arrangements, and an evaluation of the
contribution of the activity to how the MNE generates value.

5.2.4.7 Some businesses in which customers can find alternative products
without repercussions may be characterized by a greater focus on marketing
as a differentiator and contributor to performance. For example, the branded
consumer goods sector may require extensive local in-market activities
if the business requires very specific local market knowledge and bespoke
marketing campaigns to compete with other sellers in the market; there
may be differences in similar products around the world because of differ-
ent consumer preferences in different markets; and there may be differences
in sales channels because of consumer preferences or market maturity. In
practice, the local in-market company may contribute local knowledge about
the market and how to target sales and devise marketing campaigns, may
propose sales channels, price points, inventory levels, and product ranges,
and may be the only point of contact with customers. In such a case, the
centralized sales function may provide support to the in-market companies
through standardizing processes and saving costs on administrative and
finance functions by centralizing those activities.

5.2.4.8 In other sectors, including the commodities sector (or sectors
involving commoditized goods), the product may be identical or almost iden-
tical in all markets, the customers may be highly specialized and centralized,
terms and conditions for contracts may be similarly specialized, inventory
levels may be set globally, pricing and other terms may be negotiated or
established centrally, and the sales and marketing strategies may be devel-
oped on a global basis, and may be limited if the business is characterized by
longer term contracts with a relatively small number of customers. Storage
and delivery may be a key aspect of the sales process (particularly for goods
that require specialized facilities or processes such as ripening). In such a
case, the contribution made locally is likely to be different to the branded
consumer goods example and may be limited to developing or managing a
relationship with a small number of customers, whereas the selling activity is
conducted by the centralized company.

5.2.49 A typical evidentiary issue relating to centralized sales and
marketing activities concerns the relative decision-making responsibilities
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of the local in-market company, other associated enterprises such as the
producing company, and the company providing centralized services. One
aspect may involve which party, the local in-market company, other associ-
ated enterprises such as the producing company, or the company providing
centralized services, controls significant risks associated with the sales
activities through the performance of relevant decision-making (see section
3.4.4.33 to 3.4.4.35). Another aspect may involve determining which party
performs important functions associated with the development/acquisi-
tion, enhancement, maintenance, protection, and exploitation of marketing
intangibles (see section 6.3.4). In situations where the non-resident central-
ized sales company is responsible for concluding sales in the local market,
then it may be appropriate to consider whether those activities create a
deemed permanent establishment under Article 5 of the UN Model Double
Taxation Convention.

5.2.4.10 The principles found in the guidance on centralized procure-
ment activities, which can be found at the end of this Chapter (section 5.6 et
seq.) may also be instructive when analyzing centralized sales and market-
ing activities. In particular, this guidance may assist in analyzing situations
where the local in-market company sells to an intermediary group company.

5.2.5 On-call Services

5.2.5.1 Intragroup on-call services apply in a situation where an associ-
ated enterprise agrees to provide a particular type of service immediately or
within a short period of time. In order to do so it must maintain the staff
necessary to provide such services promptly as requested, even though some
staff members may not be fully utilized by the MNE at all times. On-call
services may also be called “call-off contracts” and “stand-by contracts”.
The expected economic benefit to the recipient of being able to call on such
services without delay when needed may be a sufficient business advantage
to satisfy the benefit test, even if the contingency requiring the service never
arises and actual services are never or infrequently provided. An associated
enterprise that is a potential recipient of such on-call services would there-
fore be expected to pay the service provider for maintaining the necessary
staft to provide the service, even during times when the potential recipient
does not call on the associated enterprise to provide the service. The exist-
ence of an economic benefit for on-call services will need to be considered
on a case-by-case basis to ensure that an associated enterprise is actually
receiving a benefit from having a service provider on-call and that an inde-
pendent enterprise in the same or similar circumstances would have been
willing to pay.
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5.2.6 Non-chargeable Activities

5.2.6.1 Certain intragroup service activities do not meet the benefit test for
one or more associated enterprises, and so would not warrant charges. It is
emphasized that a determination of whether an intragroup service has been
provided to a particular associated enterprise depends on an analysis of the
facts and circumstances of each case. The following section deals with four
situations in which the benefit test is not met.

Shareholder Activities

5.2.6.2 Shareholder activities are activities undertaken to provide an
economic benefit only to the shareholder company (ultimate parent company
or any other shareholder such as an intermediary holding company, depend-
ing on the facts of the case) in its capacity as shareholder. Accordingly, the
cost of shareholder activities should be borne exclusively by the shareholder.
Shareholder activities performed by an associated enterprise on behalf of
its parent company should be charged to the parent company on an arm’s
length basis.

5.2.6.3 Shareholder activities may include the following:

»  The preparation and filing of reports required to meet the juridi-
cal structure of the parent company;

\4

The appointment and remuneration of parent company directors;

»  The meetings of the parent company’s board of directors and of
the parent company’s shareholders;

»  The parent company’s preparation and filing of consoli-
dated financial reports, reports for regulatory purposes and
tax returns;

»  The activities of the parent company for raising funds used to
acquire share capital in subsidiary companies; and

»  The activities of the parent company to protect its capital invest-
ment in subsidiary companies.

5.2.6.4 Company law usually requires that a company should be managed
by a board of directors. A company’s board of directors is required to make
the key business, investment and policy decisions of the company. The role
of company directors is usually to act in good faith in the best interests of
the company. A jurisdiction’s company law will usually prescribe the legal
duties of a board of directors. The cost of a parent company’s board of direc-
tors may constitute shareholder expenses and in that case the cost cannot
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be attributed to associated enterprises. In this situation, the only enterprise
in an MNE that would satisfy the benefit test is the parent company. The
non-chargeable directors’ costs would include the directors’ fees and the
cost of holding meetings. If a parent company in an MNE is supervising its
investments in the group through a supervisory board, the cost of the super-
visory board may be a shareholder expense that cannot be attributed to an
associated enterprise.

5.2.6.5 Directors of a company may also engage in other activities in
connection with the parent’s ownership interests and these expenses would
also be treated as shareholder expenses. However, directors may also provide
services that result in the provision of material and recognizable benefits
to members of an MNE other than the parent company. In this situation,
the determining factor is whether a service has been provided to associ-
ated enterprises. If it is determined that a service has been provided, the
next issue to consider is which group members satisfy the benefits test for
the service.

5.2.6.6 Another example of a shareholder expense is the cost of obtaining
financing by the parent of an MNE to acquire a company; as such costs fail
to provide an immediate benefit to the acquired entity. If a parent company
raises funds from an independent lender on behalf of an associated enter-
prise that is a regional headquarter company to acquire a new company, this
activity can be a chargeable financial service to the regional headquarter
company. It would satisfy the benefit test if an independent party would have
been willing to pay for the financial services in comparable circumstances.
In this situation a service charge from the parent company to the associated
enterprise on behalf of which the funds are raised would be appropriate, as
the parent company has provided services in the form of being the associated
enterprise’s agent to raise finance.

5.2.6.7 Example 2: Listed Company

Controller Co. is a resident of Country A and it is the parent company
of an MNE. Controller Co. is listed on the stock exchange in Country
A, and it is required by the stock exchange and securities regulators to
report its financial position periodically. The reporting requirements
include the MNE’s consolidated profit and loss statements and balance
sheet prepared in accordance with International Financial Reporting
Standards. Subsidiary Co. is a subsidiary company resident in Country B
and maintains its own accounting function to support the operation of its
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business. Subsidiary Co. is required under the domestic law of Country
B to prepare its accounts in accordance with International Financial
Reporting Standards and to annually file statutory financial statements.
Subsidiary Co.’s chief financial officer provides certain reports and finan-
cial statements to Controller Co. for inclusion in the MNE’s consolidated
financial statements. The incorporation of this material into Controller
Co.s consolidated financial statements is an action that Controller Co.
carries out as a shareholder of Subsidiary Co. Therefore Controller Co.
cannot impose a service charge on Subsidiary Co. for reviewing and
incorporating its financial statements into the MNE’s consolidated
financial statements that Controller Co. is required to file, as these activ-
ities do not provide Subsidiary Co. with a benefit. These activities are
exclusively attributed to the obligations imposed on Controller Co. as
a listed company. If Subsidiary Co. incurs costs in preparing financial
statements required for the MNE’s consolidated financial statements
that exceed what is necessary to meet the financial reporting require-
ments in Country B, Controller Co. should compensate Subsidiary Co.
on an arm’s length basis for the additional activities.

Duplication of Activities

5.2.6.8 Duplication of services occurs when a service is provided to an
associated enterprise which has already incurred costs for the same activ-
ity performed either by itself or on its behalf by an independent entity.
Duplicated activities are usually not chargeable services. The determination
of duplication must be made on a case-by-case basis. There are some circum-
stances in which duplication may provide an associated enterprise with a
benefit if an independent party would have been willing to pay for the dupli-
cated services in similar circumstances. For example, this situation may arise
if an associated enterprise receives in-house accounting advice on an issue
but chooses to get a second opinion to minimize the risk of being penalized
for failing to comply with accounting standards.

5.2.6.9 At times an MNE may engage in service functions which have the
same name but represent different services, or, the functions are performed
at different levels and therefore do not involve duplication. These functions
may be carried out at the group, regional or local level. For example, stra-
tegic marketing functions are performed at the group level as they are for
the benefit of the entire group, while at the local level a subsidiary engages
in marketing analysis of the local market conditions. In this situation the
marketing services are not duplicated as they are different types of services.
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5.2.6.10 Example 3: Use of Group IT Services

Company X, resident in Country X, is part of an MNE. Company X
uses the group’s integrated IT system which is supported by IT ser-
vices provided by a group service provider, Company T. Assume that
these services meet the benefit test for Company X. It is determined
that an arm’s length charge for Company X for these services is 60. As
a result, Company X’s accounts include a charge for “IT services” paid
to Company T of 60. Company X also sources IT services from a third-
party supplier in Country X in order to customize its IT system to local
requirements. As a result, Company X’s accounts include a further
charge, also described as “IT services”, of 40.

In this example, despite being described the same way in Company X’s
accounts, the two charges refer to different services and both would be
allowable since the intragroup charge refers to services which meet the
benefit test and are at an arm’s length price, and the other services are
also at arm’s length.

If the IT services relating to the localization of Company X’s systems
were instead sourced from an associated enterprise, assuming both
kinds of services meet the benefit test and constitute an arm’s length
amount, the same outcome would apply.

5.2.6.11 When an activity is in the process of being centralized for an MNE,
acceptable duplication may occur during the transition phase. For example,
an MNE may decide to centralize its human resources function for the group
and this alteration would require the closure of each associated enterprise’s
human resources department after the necessary data has been provided to
the centralized human resources database. This process is likely to involve a
period of overlap and acceptable duplication during the transition phase. In
this situation an independent entity would have a period of duplication if it
were in the process of outsourcing its human resources function to an inde-
pendent service provider. Nevertheless, care should be taken in determining
whether a situation involves acceptable duplication.

5.2.6.12 Example 4: Agribusiness Subsidiary of MNE

Subsidiary Co., a company resident in Country A, is part of an MNE.
The group’s business is growing primary produce and distributing it in
local markets. The parent company is Parent Co. in Country B. Parent
Co. oversees treasury functions for the group. Parent Co.s treasury
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function ensures that there is adequate finance for the group and moni-
tors the debt and equity levels on its books and those of its subsidiar-
ies. Subsidiary Co. maintains its own treasury function and manages
its finances on an independent basis. It manages its treasury operations
and ensures that it has finance available either in-house or externally.
A functional analysis indicates that Subsidiary Co. carries on its own
treasury functions in order to ensure that it has adequate debt capital to
finance its operations. In this situation duplication arises as Subsidiary
Co. is performing treasury functions necessary for its operations and
Parent Co. is performing the same treasury functions for Subsidiary Co.
Accordingly, Parent Co.s treasury activities are duplicated activities that
fail the benefit test. Under the arm’s length principle, Parent Co. cannot
charge a service fee to Subsidiary Co. for Parent Co.’s treasury functions.

5.2.6.13 Example 5: Treasury Services

An MNE has its Parent Company in Country A. Parent Company per-
forms treasury functions for itself and its subsidiaries. The treasury
functions include raising capital, obtaining financing and cash manage-
ment. Subsidiary Company is an associated enterprise in Country B and
does not perform any treasury functions itself. In this situation there is
no duplication as Subsidiary Company does not perform treasury func-
tions. In this case, Subsidiary Company is considered to obtain a benefit
from the functions performed by Parent Company.

5.2.6.14 Example 6: Services Related to IP Rights

An MNE has a parent company called Controller Company in Country
A. Controller Company has in-house legal advisers with expertise in
intellectual property. The expertise includes registering patents and pro-
tecting intellectual property rights. Property Company is an associated
enterprise in Country B and it is the legal and economic owner of patents
that it has developed itself for its own benefit. Property Company has a
dispute with one of its customers over the improper use of its intellectual
property. Property Company attempts to discuss the dispute with the
customer but the customer denies that there is a breach of the licence
agreement and refuses to negotiate. Property Company does not have
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in-house legal counsel and engages an independent legal firm in Country
B to provide it with advice on whether it is entitled to damages from the
customer for the purported breach of the agreement.

The legal advice is that the customer is in breach of the license agreement
and that Property Company should take legal action to recover substan-
tial damages from the customer. As litigation is expensive, Property
Company seeks a second opinion from Parent Company on whether it
should take legal action against the customer. Country A and Country
B have similar legal systems in respect of intellectual property. Parent
Company uses its in-house legal counsel to provide advice on whether
Property Company is entitled to damages for the breach of agreement
as well as assessing the extent of the damages. In this situation the legal
advice provided by Parent Company has provided Property Company
with an economic benefit as it provides the comfort of a second opinion.
In this situation there is no duplication and the use of a second legal
opinion is a justified measure for dealing with the dispute with the cus-
tomer. Independent entities involved in legal disputes regularly seek a
second opinion to assess a legal dispute.

Passive Association

5.2.6.15 Benefits to members of an MNE may arise solely as a result of an
associated entity’s membership in the MNE. Such benefits are attributable
to the entity’s passive association with the MNE. The benefits of association
with an MNE are not a chargeable service for members of the MNE. For
example, independent enterprises transacting with an enterprise that is a
member of an MNE may be willing to provide goods or services to it at prices
that are below the prices charged to independent buyers. These discounts
may be provided because the independent supplier hopes that it will be able
to generate future sales to other group members if it provides favourable pric-
ing and good service. Moreover, the associated enterprise may be viewed by
the independent supplier as a low risk customer that is unlikely to default on
any trade credit. It is emphasized that in this situation the independent enter-
prise has made an assumption on credit risk as it cannot take legal action
against the parent company if the subsidiary defaults, because the parent has
not provided the enterprise with any formal guarantee or undertaking to
cover the amount owing by the subsidiary.

5.2.6.16 Under these circumstances, the associated enterprise’s member-
ship in the MNE does not result in a chargeable service being provided to the
associated enterprise by the parent company or any member of the MNE. The
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key feature of this type of incidental benefit is that it is passive and cannot
be attributed to an overt action taken by another member of the MNE. In
contrast, if a member of an MNE provided an explicit, formal guarantee of
an associated enterprise’s trade credit, the formal guarantee may be a charge-
able service provided that an independent entity would have been willing to
pay for a formal guarantee in similar circumstances. (Guidance on intragroup
financial guarantees can be found at Chapter 9). Another example of a situa-
tion in which a chargeable service may occur is where an associated enterprise
is able to get additional discounts from an independent supplier on condition
that other MNE members commit to additional purchases from that supplier.

5.2.6.17 The passive association of an associated enterprise with its MNE
may improve the associated enterprise’s credit rating. There are circumstances
where an associated enterprise that is part of an MNE may enjoy a higher credit
rating from lenders on the basis of its membership in the MNE. That is, if the
associated enterprise were assessed on a purely stand-alone basis (i.e. as if it had
no associated enterprises), it would be expected to receive a lower credit rating
from the lender. In this case, the associated enterprise has received an inciden-
tal benefit from its passive membership of the MNE. In this situation there is
no chargeable service. This incidental benefit cannot be subject to a service
charge from other group members. On the other hand, if the parent company
provided a lender with a formal guarantee for a loan made to an associated
enterprise, the parent may be actively seeking the advantage of a lower finance
charge for the associated enterprise and the guarantee may, accordingly, qual-
ify as a chargeable service for transfer pricing purposes requiring the payment
of an arm’s length guarantee fee. See 2.5.5 for further discussion of the relation-
ship between group synergies and passive association benefits and Chapter 9
for guidance on intragroup financial guarantees.

Incidental Benefits

5.2.6.18 There are other situations in which one associated enterprise
may provide an intragroup service to another associated enterprise under
circumstances where that service also incidentally gives rise to benefits being
received by other members of the MNE other than the primary beneficiary
of the service. Whether follow-on benefits to other group members may
support the payment of service fees by the incidental beneficiaries depends
on the facts. The determination of whether a service fee should be paid by
the incidental beneficiaries of the service depends on whether an independ-
ent party in the same circumstances would have been willing to pay for the
intragroup service. In some cases, the incidental follow-on benefits that an
associated enterprise receives may be remote and would fail the benefit test as
an independent party would not be willing to pay for the service.
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5.2.6.19 Example 7: Marketing and Distribution Services

Motorcycle manufacturing MNE X has an associated enterprise that
serves as a distribution company in Country A, which is incurring
losses. The parent company’s marketing department is asked for assis-
tance and advice as to how to make the associated enterprise in Country
A profitable. After studying Country A’s consumer market and compar-
ing that market with other markets where MNE X motorcycles are sold,
the parent company’s marketing department develops a marketing cam-
paign for Country A where specifically adorned and highly decorated
motorcycle helmets are given away for free together with motorcycles
sold in Country A. There is no law requiring the use of motorcycle hel-
mets in Country A.

The marketing campaign is a success and sales in Country A increase
over the next year. The helmets are actually quite popular due to their
specific designs and adornments. In the following year, an independent
study shows that motorcycles of MNE X are less likely to be involved in
deadly accidents. This study boosts the sales of MNE X’s motorcycles in
Country A. The associated enterprise in Country A is allocated the cost
of the marketing campaign by the parent company.

As a result of the independent study on motorcycle safety, however, the
sales of MNE X motorcycles go up in Countries B, C and D as well. These
countries also have no laws that require the use of motorcycle helmets
when riding a motorcycle. The issue is whether the marketing campaign
cost incurred by the parent company’s marketing department perhaps
ought to be allocated to associated enterprises in Countries B, Cand D as
well. The increased sales in Countries B, C, and D appear to be incidental
benefits of the marketing campaign developed for Country A specifically
and allocation of costs to the associated enterprises in Countries B, C
and D would therefore not be in line with the arm’s length principle.

5.2.6.20 Example 8: Corporate Services

Assume that an MNE has an Asia Pacific regional headquarters com-
pany that requests the management of its parent company to review
the structure and operations of associated enterprises in that region
to ensure the regional group maintains its profitability. The manage-
rial review of the associated enterprises may result in the decision to
terminate certain business activities which are failing to meet profit
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expectations and are unlikely to improve. The reduction in profitability
may be the result of structural market changes caused by technological
developments. In this situation, the review would satisfy the benefit test
at the level of the regional holding company. An independent enterprise
in the same circumstances would be willing to receive advice from an
independent management enterprise. The resulting decision on which
business lines to retain and discard may provide incidental benefits for
associated enterprises which are regional headquarters in other regions,
such as South America. If the business lines of the associated enter-
prises in other regions are similar to the Asia Pacific region, then the
benefit test has been satisfied and a service charge may be imposed on
these associated enterprises. On the other hand, if the business lines in
the other regions are dissimilar, these associated enterprises cannot be
subject to a service charge for the follow-on benefits resulting from the
managerial review. In this circumstance, the benefit test would fail to be
satisfied if an independent party would be unwilling to pay for an evalu-
ation of business lines not relevant to its business.

5.2.6.21 There are some cases where a service performed by an MNE
member benefits or is expected to benefit only certain MNE members, but
incidentally provides benefits to other members. Examples could be analyzing
the question of whether to reorganize the group, to acquire new members or
to terminate a division. These activities could constitute intragroup services
to the particular MNE members involved; for example, those members who
will make the acquisition or terminate one of their divisions, but they also
may produce economic benefit for other MNE members not involved in the
decision by increasing efficiencies, economies of scale or other synergies. The
incidental benefits ordinarily would not cause these other MNE members to
be treated as receiving an intragroup service because the activities producing
the benefits would not be ones for which an independent enterprise ordinar-
ily would be willing to pay.

5.3 Determining an Arm’s Length Charge

5.3.1 Functional Analysis

5.3.1.1 If chargeable intragroup services have been rendered, the next step
is to determine the arm’s length service charges for transfer pricing purposes.
Under the arm’s length principle, charges for the services should reflect the
charges that would be paid or received by independent entities in the same or
similar circumstances. The arm’s length price for services should be considered
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from both the perspective of the service provider and the perspective of the
service recipient. In this respect, relevant considerations include the value of
the service to the recipient and how much a comparable independent enterprise
would be prepared to pay for that service in comparable circumstances (given
the extent of the benefit it expects to receive from the service), as well as the
costs of providing the service incurred by the service provider.

5.3.1.2  As can be seen from a review of the types of services listed in the
overview in Annex 1 at the end of this chapter, services that may be provided
between associated enterprises vary widely both in nature and value. Some
services may be routine or administrative in nature and can appropriately
be compensated at prices approximating the cost of the service plus a small
mark-up. Other services may be unique, require significant skill to perform,
involve the use of valuable intangibles of the service provider, and may be key
contributors to the profitability of the MNE. At arm’s length, such services may
command prices that result in significant profits for the provider of the service.
Accordingly, no single approach to determining arm’s length prices will be
appropriate in all situations. Specifically, the CPM will not always yield the best
estimate of the arm’s length value of the services provided.

5.3.1.3 To determine an arm’s length charge for intragroup services, a func-
tional analysis should be undertaken. The functional analysis would consider
the functions performed, the assets used or contributed and the risks
assumed by the service provider. The functional analysis would also consider
any involvement of the service recipient and the use the service recipient
makes of the service in conducting its own business. The functional analysis
would provide evidence of the economic benefit expected or received from
the services by the recipient and it would also provide assistance in determin-
ing the reliability of available comparables. If a service activity is a separate
activity engaged in for the benefit of the group, the functional analysis of the
service provider may be relatively simple. If the services are connected with
the provision of know-how or other intangibles, the analysis may be more
complex. Intangibles are considered in Chapter 6.

5.3.1.4 An example of a chargeable service activity would be the provision
of marketing services for an MNE by an associated enterprise. The functional
analysis of that activity may involve an analysis of the activities of the associ-
ated enterprise’s staff in designing and implementing the marketing services.
This consideration would also involve the skill and expertise of the staff of
the service provider and the time involved in developing the marketing
strategy. The assets used or contributed may include the business premises
as well as an office and computer equipment. The intangibles involved may
include knowledge of independent enterprises providing advertising services,
customer lists and know-how developed through other marketing campaigns.
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A marketing strategy may involve an element of risk as a prediction can only
be made on the expected outcomes of the campaign.

5.3.2 Charging Approaches

5.3.2.1 There are two general approaches that may be used in charging for
services, the direct charge and the indirect charge.

5.3.2.2 The direct charging approach requires that, for specific services
provided, the beneficiary of the services and the price for those services must
be identified. In general, any of the transfer pricing methods identified in the
following section may be applied to identify an arm’s length price under a
direct charging approach. For example, a foreign subsidiary may be directly
charged for a two-day visit of a software engineer who is employed by the
parent company and who may have visited the foreign subsidiary’s site at the
latter’s request to render certain consultancy or advisory services. In such a
case the parent company can charge the specific costs for these consulting
services with or without a profit mark-up (as may be appropriate) directly to
the foreign subsidiary.

5.3.2.3 A direct charging approach may be difficult to apply and the admin-
istrative cost of direct charging may be an administrative burden which is
disproportionate to the services provided, particularly where services may
be provided to more than one recipient within the group. Many MNEs have
developed indirect charging approaches based on apportionment to reflect
the relative benefit that each associated enterprise is expected to receive
from the provision of intragroup services. A sound indirect charge approach
would use allocation keys based on objective factors which are proxy meas-
ures for the relative economic benefit each associated enterprise receives
from centralized services. The allocation keys are considered in section 5.4.8.
Allocation keys are acceptable provided they reasonably comply with the
arm’s length principle. The main feature of indirect approaches is that the
allocations are estimates of the relative benefits that associated enterprises
expect to receive from services. The allocation may be based on a single factor
or several factors used in combination. For example, if human resources
services are centralized for an MNE, the allocation may be based on the
number of employees in each associated enterprise. For services related to
marketing, an appropriate allocation key may be turnover.

5.3.2.4 Insome cases, it may be difficult to measure the expected economic
benefit of some centralized services within an MNE. For example, it would
be difficult to estimate the benefit of a promotional campaign at a major
national sporting event which has a worldwide television audience. Once the
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promotion rights are obtained and a payment made, the MNE is required
to allocate the cost of the centralized promotion prospectively on the basis
of the expected economic benefit for MNE members. Tax administrations
of developing countries often find it difficult to verify the validity of these
types of fees. Furthermore, determining whether the applied allocation is
in accordance with the arm’s length principle is another practical difficulty
since intragroup services are mostly charged by applying an indirect charge
approach, utilizing various allocation keys. When the parent company of
an MNE is located overseas, the local subsidiary companies can often only
provide information regarding their own operations instead of an overall
understanding of the entire intragroup services structure. Potentially rele-
vant information could be whether associated enterprises in other countries
that similarly benefit from the services follow the same methodology to pay
the service fees and the actual amount of the service fees charged to the vari-
ous associated enterprises.

5.3.2.5 Generally, the direct charge approach is preferred over the indirect
charge approach in cases where the services rendered by an associated enter-
prise to other MNE members can be specifically identified and quantified. In
many circumstances, MNEs will not have an option but to use indirect cost
allocation. In such cases, intragroup services charged on an allocation basis
will be acceptable if the allocation is a reasonable reflection of the expected
benefits (see section 5.4.8).

5.3.3 Provision of Assets and Ancillary Services

5.3.3.1 It may be necessary to distinguish between the transfer of tangi-
ble or intangible assets and the provision of ancillary services. For example,
services may include the provision of training or advice on the use and
operation of machinery and equipment. In the case of intangible assets, the
services may be training and assistance on the use of technology protected
by patents, copyright or know-how. If the provision of intragroup services
is separate from the provision of tangible or intangible assets then a sepa-
rate arm’s length service charge may be appropriate. Determining whether a
service is connected to the transfer of tangible or intangible assets depends
on the facts and circumstances of the transaction.

5.3.3.2 If a payment for tangible or intangible assets already includes the
price for accompanying ancillary services, a separate service fee may be inap-
propriate as this would involve a second charge for the same services. The
transfer price for such transactions may be supported by comparables in
which similar ancillary services are provided, such as internal comparables.
It may be difficult to obtain external comparables. On the other hand, if the
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transfer price for the transfer of a tangible or intangible asset did not cover
the provision of services, it would be appropriate for a separate service charge
to be made.

5.3.3.3 Example 9: Crimson Co.

Crimson Co. is a resident of Country A and the parent of an MNE that
carries on a business of mining and processing minerals. Violet Co. is an
associated enterprise resident in Country B and also carries on a busi-
ness of mining and processing minerals. Crimson Co. has developed a
processing system for minerals which reduces the cost of processing and
the processing time. The processing system is know-how and Crimson
Co. has not sought a patent for it. Crimson Co. agrees to provide a
licence to Violet Co. for the right to use its know-how for the process-
ing of minerals. The royalty fee for the licence to use the know-how is
three per cent of Violet Co.’s income from sales of minerals to independ-
ent customers. Under this arrangement, Crimson Co. agrees to provide
ancillary services to the staft of Violet Co. on the use of the know-how. A
functional analysis has been carried out by Crimson Co. and appropri-
ate comparables have been identified in setting the three per cent royalty
fee, and in confirming the fee is arm’s length. In addition to providing a
licence to use similar intangibles, the comparables provide the same or
similar ancillary services, the fees for which are embedded in the royalty
fee. In this situation, Crimson Co. has been fully remunerated for the
provision of know-how and any ancillary services by the three per cent
royalty fee. It would be inappropriate for the tax authority in Country
A to claim that the royalty payment only applies to the licence of the
intangibles and that Crimson Co. should receive a further payment for
the provision of ancillary services. The fees for the ancillary services
are embedded in the transfer price relating to the licence for use of the
know-how. Consequently, it would be inappropriate for any additional
service charges for the ancillary services to be imposed on the associ-
ated enterprise.

5.4 Calculating Arm’s Length Consideration

5.4.1 Introduction

5.4.1.1 For both direct and indirect charging approaches, the transfer pric-
ing methods in this Manual at Chapter 4 may be used to determine arm’s
length prices for intragroup services provided that they are reliable. If there
is a disagreement between the tax authorities of the service provider and the
service recipient on intragroup service charges, double taxation may occur.
See Chapter 4 for a detailed discussion of the transfer pricing methods that
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can be appropriate for intragroup services, i.e. the Comparable Uncontrolled
Price (CUP) Method, the Cost Plus Method (CPM), the Transactional Net
Margin Method (TNMM) and, in some circumstances, the Profit Split
Method (PSM).

5.4.2 Comparable Uncontrolled Price (CUP) Method

5.4.2.1 The CUP Method (see 4.2.1) requires a high degree of comparabil-
ity between controlled and uncontrolled transactions. If an MNE’s service
provider renders the same services in comparable circumstances to inde-
pendent entities as it provides to associated enterprises, these may qualify
as internal comparables allowing it to apply the CUP Method. In addition,
the service provider would have a charging system in place. Similarly, if an
associated entity receives the same or similar services from both an associ-
ated enterprise and from independent service providers, that entity may be
able to use these as internal comparables for the CUP Method. If the service
provider only provides centralized services to intragroup members, external
CUPs may in some cases be available. A potential CUP may be used provided
it is comparable to the intragroup services. However, for the CUP Method to
be applicable, an analysis of the types of services provided in controlled and
uncontrolled transactions is required.

54.2.2 The CUP Method may not be applicable if services are only provided
within an MNE and there are no comparable uncontrolled transactions
between independent parties. In performing the comparability analysis, the
controlled and uncontrolled transactions should be compared based on the
comparability factors discussed in Chapter 3. As the CUP Method requires
a high degree of comparability, details on the services rendered, functions
performed, assets used or contributed and the risks assumed in controlled
and uncontrolled transactions may be needed. In addition, comparability may
be affected if provision of the services involves the use of intangibles. Other
comparability factors may have an effect on the prices charged in uncontrolled
transactions such as quantity discounts and contractual terms, including those
which may provide extended periods for payment of services rendered and
associated guarantees.

5.4.2.3 If there are material differences between controlled and uncon-
trolled service transactions, reasonably accurate comparability adjustments
are required. If such comparability adjustments cannot be made, the reliabil-
ity of the CUP Method will be reduced and the CUP Method may not be the
most appropriate method. While comparable service transactions between
independent parties may take place, it is unlikely that the critical informa-
tion on these transactions (such as the prices charged, functions performed,
assets used or contributed and risks assumed by the parties) will be available

235



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

for comparison. This type of information on uncontrolled transactions is
often confidential and unlikely to be publicly available.

5.4.2.4 Example 10: Logistics and Shipping Services

Grain Co. and Shipper Co. are associated enterprises. Grain Co. is resi-
dent in Country A and produces wheat for export. Shipper Co. is resident
in Country B and carries on a business of providing grain shipping ser-
vices. Shipper Co. provides grain shipping services to four independent
enterprises and approximately 60 per cent of its business is made up of
performing shipping services to these independent customers. 40 per
cent of its business consists of performing similar shipping services for
Grain Co. In this situation it is likely that Shipper Co. would be able to
use the CUP Method as it has internal comparables to use in setting its
transfer prices for Grain Co. The reliability of the comparables depends
on a comparability analysis. Assume that there is a high level of compa-
rability in terms of the type of service provided, the volume of transac-
tions, the contractual terms and the economic conditions. In this case,
Shipper Co. would be able to use the internal comparables in setting its
transfer prices for shipping services provided to Grain Co.

5.4.2.5 Example 11: Shipping Services Provider That Also Provides
Services to Third Parties

The facts are the same as Example 10, except that 90 per cent of Shipper
Co.’s business is providing shipping services to Grain Co. The remaining
10 per cent of its business is providing shipping services on an ad hoc
basis to independent customers. Assume further that the independent
customers only use Shipper Co. in times of acute shortage of shipping
capacity by other independent shipping enterprises. In these cases, ship-
ping services may be more costly than when there is no shortage. In
this situation, the comparability analysis is likely to lead to the conclu-
sion that the comparables need to be adjusted for the significant dif-
ferences between the controlled and uncontrolled transactions which
would affect the shipping charges, or that the transactions are in fact
not comparable.

The main differences on the facts are the volume of business (90 per
cent of volume originated by Grain Co. and 10 per cent by independ-
ent entities), the market situation and the regularity of providing grain
transporting services that must be taken into account as they would
be expected to have a material effect on the transportation charges. If
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reasonably accurate adjustments for material differences between the
controlled and uncontrolled transactions cannot be made, the reliability
of the CUP Method will be reduced and the CUP Method may not be the
most appropriate method.

5.4.3 Cost Plus Method (CPM)

5.4.3.1 In practice, it is often the case that the CUP Method is inapplica-
ble. In this situation, an MNE may consider using the CPM, which is less
dependent on similarity between the controlled and uncontrolled service
transactions than the CUP Method. As stated in 4.4.2.1, the financial ratio
considered under the CPM is the gross profit mark-up. The aim of the CPM
is to set the appropriate cost plus mark-up on the cost base so that the gross
profit in a controlled services transaction is appropriate in light of the func-
tions performed, risks assumed, assets used or contributed and market
conditions. The CPM focuses on the service provider as the tested party. The
CPM is used to determine arm’s length service charges based on the gross
profit mark-up on costs earned by comparable independent service providers.
The CPM is often used for determining transfer prices for services.

5.4.3.2 Although the CPM is less dependent on similarity between the
controlled and uncontrolled services under the CUP Method, the services
in controlled transactions and comparable uncontrolled transactions should
be similar. If material differences arise between the controlled transactions
and the comparables, adjustments are required provided they are reasona-
bly accurate.

5.4.3.3 The cost base of services for controlled and uncontrolled transac-
tions should be comparable. The application of the CPM depends on ensuring
that the cost base of the associated enterprise and the comparables are the
same as there is the possibility of differences between the cost bases arising
from the use of different indirect expenses in the cost base. A list of the types
of direct and indirect costs is set out below at 5.4.4.1. Differences between the
cost bases can arise from the use of different indirect expenses in the cost and
may make the CPM unreliable.

5.4.3.4 While in principle the appropriate mark-up for the CPM should
be based on available comparables from independent service providers, as
a matter of simplicity it may be appropriate to use the safe-harbour option
for low value-added services (such as administrative services) considered
at section 5.5.2 below. The cost of finding appropriate comparables for the
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purposes of the CPM may be disproportionate to the tax liability at stake and
thus the safe harbour provides a compromise that limits compliance costs
and imposes an appropriate fixed mark-up. In addition, the task of finding
comparable gross profit margins may prove challenging in many jurisdic-
tions, as gross profit margins are not reported.

5.4.4 Total Service Costs: Direct and Indirect Costs

5.4.4.1 Total services costs means all costs included in calculating the
operating income. The items that would be expected to be included in the
direct cost base are: salaries of the staff providing services; bonuses; travel
expenses; materials used in providing services; and communication expenses
attributable to the provision of services. Indirect expenses may include the
following items: depreciation of equipment and buildings; rent for leased
items or immovable property; property taxes; occupancy and other overhead
costs; maintenance costs; insurance; personnel costs, accounting and payroll
expenses; and other general, administrative and managerial expenses. Total
services costs do not include interest expenses, foreign income taxes or
domestic income taxes.

5.4.4.2 Example 12: On-call Group Services

5.4.5 Transactional Net Margin Method (TNMM)

A company that is a member of an MNE provides an on-call service to its
associated enterprises and the service satisfies the economic benefit test.
Once it is established that an on-call service provides a benefit to group
members the next issue for consideration is the service fee that may be
charged. The fee for an on-call service may include part of the capital
costs of providing the service, such as business premises and equipment
as well as a profit margin. If the premises and equipment are leased, the
charge would be a proportion of the annual lease fees. If the premises
and equipment are purchased, it would be appropriate to allocate depre-
ciation expenses to the recipients. An independent enterprise providing
such services would be expected to consider these expenses in the prices
it charges its customers.

5.4.5.1 The TNMM may be used for services (see 4.5 for more details on
the TNMM). The TNMM examines the net profit margin of an associated
enterprise (the tested party) from the controlled transactions, relative to an
appropriate base. The TNMM focuses on net profit rather than gross profit
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margins and looks at comparable net profit margins for uncontrolled trans-
actions. The TNMM may be based on internal comparables, such as those
from uncontrolled transactions into which the associated enterprise enters.
Alternatively, the profit margins may be obtained from transactions by inde-
pendent parties.

5.4.52 The TNMM may be used for intragroup services if the CPM cannot
be used because reliable information on gross profit margins is unavailable
for comparable service providers or because the cost base used for controlled
and uncontrolled transactions is different. As the method is based on net
profit levels, the TNMM has a greater tolerance for accounting inconsisten-
cies arising from cost base differences between controlled and independent
service providers.

5.4.5.3 The profit level indicator that may often be appropriate for intra-
group services provided by an associated enterprise would be the ratio of
the operating profit to the cost base of providing the services, referred to as
the “Return on Total Services Costs”. The Return on Total Services Costs
earned by independent service providers carrying on comparable activities
may be available and may provide reliable comparables to be used in apply-
ing the TNMM.

5.4.5.4 Example 13: Marketing Services

Service Provider Co. in Country A is a member of an MNE and it pro-
vides marketing services for the group. Service Provider Co. is requested
by an associated enterprise Seller Co. in Country B to design a market-
ing programme for a new product. Following research, Service Provider
Co. has concluded that the CUP Method and the CPM are inapplicable.
In applying the TNMM to Service Provider Co., the costs of providing
services and operating expenses are known. The unknown variable is the
arm’s length charge for the intragroup service.

A comparability analysis is then carried out to determine the appropri-
ate arm’s length net profit margin for Service Provider Co. If we assume
that the direct costs of providing the service are $80,000 and the associ-
ated operating expenses are $20,000, the total direct and indirect costs
of providing the services are $100,000. Assume that Service Provider Co.
makes a net profit to costs ratio of 5 per cent.
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A search of comparable independent marketing enterprises has revealed
they are reporting a net profit to costs of providing services of three to
eight per cent. Country A accepts the range of indicative comparables.
The comparables are marketing enterprises which are listed on the stock
exchange in Country A and provide similar marketing services to those
provided by Service Provider Co. In this situation, Service Provider Co.’s
net profit of 5 per cent is within the arm’s length range of the net profit
to the cost of providing the services. The service provider is treated as
making a net profit of $5,000 from providing intragroup services to an
associated enterprise.

5.4.6 Profit Split Method

5.4.6.1 The Profit Split Method may in certain circumstances be used for
services (see 4.6 for more details on the Profit Split Method). The Profit Split
Method is a two-sided analysis which applies to the profits of two or more
associated enterprises engaging in controlled transactions. The Profit Split
Method may be the most appropriate method when both sides to controlled
transactions make unique and valuable contributions to the transaction, e.g.
in the form of unique and valuable intangibles; in cases where the business
operations of the parties are highly integrated; or where the parties share
the assumption of economically significant risks. The aim of this method
is to allocate profits on the basis that independent enterprises would have
used in comparable independent transactions. Profits would be split on an
economically rational basis that would reflect the relative value of functions
performed, risks assumed and assets used or contributed by each associated
enterprise. The Profit Split Method may be applied on the basis of a contribu-
tion analysis or a residual analysis (see section 4.6.4 for further elaboration).

5.4.6.2 Example 14: Service Provider with Highly Integrated Operational
Subsidiaries

YZ Corporation is an MNE group engaged in the business of a logis-
tics service provider offering a comprehensive portfolio of international,
domestic and specified freight handling services. The group has two
operating entities, Companies Y and Z, operating in country Y and
country Z, respectively. The business activities of Y and Z involve enter-
ing into contracts with third parties for moving their cargo from its
source to destinations abroad. The execution of the job involves lifting
cargo from the location of the customer in one country, sending it to
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the country of destination, collecting it from a port or airport and then
supplying it to the ultimate buyer.

Companies Y and Z undertake all the relevant activities in their own
territories and do so in a highly integrated manner. Companies Y and Z
are highly interdependent for the performance of all customer contracts
since customers may be based in (and contract with) either Company
Y or Company Z. The two entities also perform similar marketing,
sales and customer relationship functions, and they have jointly devel-
oped and operate an integrated cargo tracking system. YZ Corporation
markets itself to customers on the basis that its network of subsidiaries
provides seamless integration across jurisdictional boundaries to cus-
tomers, irrespective of their location.

In this example, the business operations of Company Y and Company Z are
highly integrated and interdependent, such that neither could be reliably
evaluated in isolation from the other. As a result, the Profit Split Method is
found to be the most appropriate method in this case. The method might
be applied by combining the total expenses incurred in all countries and
then deducting these from total gross receipts, the residual amount being
shared in the ratio of 50:50 between Company Y and Company Z.

5.4.7 Pass-through Costs

54.71 In some circumstances an MNE may decide to outsource some
services to an independent entity with one associated enterprise acting as
an agent for the group to pay the accounts and to then allocate the charges
to its associated enterprises. Such costs may be called pass-through costs. As
an agent, the associated enterprise’s only role may be to pay the independent
service provider and to then allocate the total cost of services among group
members on an objective basis. In such a case, it may not be appropriate that
the associated enterprise receives a mark-up on the cost of the outsourced
services. Rather, the agent’s compensation could be based on the costs of the
agency function itself and the outsourced costs could be allocated among
members of the MNE without mark-up.

5.4.7.2 Example 15: Human Resource and Personnel Services

An MNE has a parent company, Controller Company, in Country A
and has an associated enterprise, Subsidiary Company in Country B.
Controller Co. has 10 subsidiaries in total around the world. The MNE
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has reviewed its operations and has decided that the activities in which
it has a comparative advantage will remain in-house functions and to
outsource activities that independent enterprises can provide at a lower
cost. The MNE has decided to outsource its human resources activities
to an independent enterprise, Independent Company, in Country B, for
the whole group. The MNE has decided to outsource the work through
Subsidiary Company as it is located in the same jurisdiction as the ser-
vice provider. The role of Subsidiary Company is to pay the independ-
ent enterprise and to recharge the costs it incurs in doing so to group
members. In this situation Subsidiary Company is operating as an agent.
Subsidiary Company passes on the service costs charged by Independent
Company without a profit mark-up to MNE members using an alloca-
tion key based on full time employee equivalents. The charge is on a
pass-through basis as Subsidiary Company is not adding value and is
merely used for convenience to distribute the human resource costs of
outsourcing to Independent Company. In addition, Subsidiary Company
may provide a service in paying Independent Company and allocating
the cost to MNE members.

5.4.8 Allocation Keys

5.4.8.1 The use of allocation keys can provide an effective proxy for estimat-
ing the proportional share in the expected benefits from the activities, and
accordingly for allocating the costs or value of services within an MNE, once
the benefit test has been satisfied. An allocation key should be determined
consistently for all associated enterprises concerned and should reasonably
reflect each associated enterprise’s relative share in the expected benefits
from the intragroup services. An example of an inconsistent allocation key is
one that uses different bases for allocating expenses for services to associated
enterprises in different tax jurisdictions.

5.4.8.2 When selecting an allocation key, consideration should be given
to the nature of the services and the use to which the services are put. For
example, if the services relate to human resource activities, the proportion-
ate number of employees may be an appropriate measure of the respective
benefit to each MNE member. In addition, there are situations in which the
proportion of services rendered to each beneficiary might not be easily identi-
fiable with reference to the exact quantum of benefit attained or expected (for
instance, in cases involving a centralized advertisement campaign). In such
cases, the allocation key would be an approximate value (e.g. proportional
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net sales of all the beneficiaries to allocate the cost incurred to implement the
centralized advertising campaign mentioned above).

5.4.8.3 From a compliance perspective, there is a trade-off between
precision and simplicity. A complex allocation key may place an excessive
compliance burden on MNEs with negligible improvements in allocating
expenses within an MNE. Any allocation will benefit from having supporting
evidence to justify that it allocates expenses within an MNE on an appropri-
ate basis. Determining whether an allocation key is appropriate requires an
analysis of an MNE’s facts and circumstances.

5.4.8.4 Inorderto comply with the arm’s length principle, an allocation key
should satisty the following requirements:

»  Be measurable;

»  Berelevant to the type of services, i.e. provide a reasonable proxy
for measuring the parties’ proportional share in the expected
benefits from the services at hand;

»  Be determined consistently within an MNE; and

»  Be documented.

Furthermore, care should be used where the allocation key is significantly
affected by other intragroup transactions. For example, allocating service
costs on the basis of the proportional third-party and related party sales of
the associated enterprises receiving the services may not be appropriate if
some of those associated enterprises make a large percentage of their sales to
associated enterprises. This is because prices of the latter may be subject to
adjustment under transfer pricing rules.

5.4.8.5 Examples of allocation keys include:

>  Sales;

»  Gross or net profit;

»  Units produced or sold;

»  Number of employees or full-time equivalents (FTEs);

»  Value of salaries and wages;

»  Number of information technology users;

>  Office or factory space;

»  Capital;

»  Operating expenses; and

»  The number of personal computers, tablets or other devices.
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5.4.8.6 The following non-exhaustive list contains allocation keys that are
commonly used by MNEs for certain types of services:> (see also the exam-
ple in Annex 1 of 5.14.4):

»  Information technology: number of personal computers, tablets
or other devices; number of users;

Business management software: number of licences;
Human resources: number of employees;

Health and safety: number of employees;

Staff training: number of employees;

Tax and accounting: sales or size of balance sheet;

Marketing services: value of sales to independent customers; and

YV VV V V V VY

Vehicle fleet management: number of cars; distance travelled.

These allocation keys are provided only as examples and other allocation
keys may be acceptable.

5.4.8.7 Example 16: Use of HR Allocation Key

Manufacturing Co., Distributor Co. and Personnel Co. are associated
enterprises in an MNE. Manufacturing Co. is the parent company
and is resident in Country A. Distributor Co. is resident in Country B.
Manufacturing Co. is in the business of manufacturing sporting goods.
Distributor Co.’s only business activity is to distribute Manufacturing
Co.’s goods in Country B. Personnel Co. is resident in Country C and
provides human resources services for the group.

The centralization of services is designed to exploit efficiencies of scale
and the relatively lower labour costs in Country C. Assume that Personnel
Co.s total cost of providing human resources services to Manufacturing
Co. and Distributor Co. is $454,545. Assume that a 10 per cent mark-up
is found to be arm’s length. The cost base includes direct and indirect
costs in accordance with the accounting standards used in Country C.
Therefore, the total service charge for human resources services provided
to Manufacturing Co. and Distributor Co. is $500,000. Manufacturing
Co. has 1,000 employees and Distributor Co. has 50 employees. These are

52 EC (2011). Guidelines on Low Value Adding Intra-group Services. Brussels:
EC. Available from https://ec.europa.eu/taxation_customs/system/files/2016-
09/c_2011_16_en.pdf.
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full-time equivalent employees. This MNE group uses an allocation key
for attributing the human resource service charge on the basis of number
of employees. This allocation key is chosen as it reflects the expected
benefits of the associated enterprises from the provision of intragroup
human resources services. The cost to be allocated per employee is
($500,000/1,050) $476.19. On this basis, the allocation key results in the
following allocation of the human resources service charge:

»  Manufacturing Co.: 1,000 employees, $476,190.00;
»  Distributor Co.: 50 employees, $23,809.50.

5.5 Safe Harbours

5.5.1 Introduction

5.5.1.1 It is often burdensome and costly to determine arm’s length prices
if an associated enterprise provides a range of intragroup services. A practi-
cal alternative for a tax authority is to provide taxpayers with the option of
using a safe harbour for certain low value-adding services, provided it results
in an outcome that broadly complies with the arm’s length principle. The safe
harbour may be based on acceptable mark-up rates for services. Several coun-
tries provide a safe harbour option for certain services. The advantages of a
safe harbour are that it provides certainty for taxpayers and tax authorities. In
addition, safe harbours can reduce the costs of complying with transfer pric-
ing requirements in a country. Moreover, any additional tax revenue that a
tax authority may receive from a transfer pricing adjustment of such services
may be outweighed by the administrative costs of applying the arm’s length
principle to such services. Accordingly, providing a safe harbour enables tax
authorities to use their resources to concentrate on transfer pricing reviews in
which the tax revenue at stake is more significant. The downside of a unilateral
safe harbour is that the service provider’s country may not provide for a safe
harbour and insist on a higher mark-up than the safe harbour mark-up and
this may result in double taxation. If a bilateral or multilateral safe harbour is
Wavailable, this is to be preferred as it reduces the risk of double taxation.

5.5.1.2 This chapter sets out two safe harbours that may be used by tax
authorities:

>  Low value services that are unconnected to an associated enter-
prise’s main business activity. This safe harbour is usually availa-
ble for low value-adding services. The rationale for a safe harbour
is that there may be difficulties in finding comparable transac-
tions for low value-adding services; and the administrative costs
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and compliance costs may be disproportionate to the tax at stake.
In addition, the safe harbour provides taxpayers and tax authori-
ties with certainty.

»  Safe harbours for minor expenses (i.e. amounts below a defined
threshold). These are for situations in which the costs of services
provided or received are relatively low, so the tax authority may
agree to not adjust the transfer prices provided they fall within
the acceptable range. The rationale for this safe harbour is that
the cost of a tax authority making adjustments is not commen-
surate with the tax revenue at stake and therefore the taxpayer
should not be expected to incur compliance costs to determine
more precise arm’s length prices.>

5.5.2 Low Value-adding Services Safe Harbour

5.5.2.1 Lowvalue-addingservicesare services which are not partofan MNE
group’s main business activities from which it derives its profits. They are
low value-adding services that support the associated enterprise’s business
operations. A determination of an associated enterprise’s low value-adding
services would be based on a functional analysis of the enterprise. The func-
tional analysis would provide evidence of the main business activities of an
associated enterprise and the way in which it derives its profits.

5.5.2.2 Low value-adding intragroup services are services performed by
one member or more than one member of an MNE group on behalf of one or
more other group members which:

»  Are of a supportive nature;

»  Are not part of the core business of the MNE group (i.e. not
creating the profit-earning activities or contributing to economi-
cally significant activities of the MNE group);

» Do not require the use of unique and valuable intangibles and do
not lead to the creation of unique and valuable intangibles; and

» Do not involve the assumption or control of substantial or sig-
nificant risk by the service provider and do not give rise to the
creation of significant risk for the service provider.

53These two safe harbours are based on the safe harbours in the Australian
Taxation Office’s Taxation Ruling 1999/1 Income Tax: International transfer pricing
for intra-group services, paras. 77-87. Available from https://www.ato.gov.au/law/
view/document?src=hs&pit=99991231235958&arc=false&start=1&pageSize=50&tot
al=123&num=10&docid=TXR%2FTR19991%2FNAT%2FATO%2F00001&dc=false&
stype=find&tm=phrase-basic-1999%2F1
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5.5.2.3 The following services are common examples of low value-adding
services for most MNE groups (i.e. provided they do not constitute the core
business of the group):

»  Human resources services;
Accounting services;
Clerical or administrative services;

Tax compliance services; and

vV V V VY

Data processing.

See also Annex 1 for the list of low value-adding services compiled by the
European Commission.

5.5.2.4 For an associated enterprise that is a distributor and marketer of
an MNE’s products, marketing services would fail to qualify as administra-
tive services as they are directly connected to the enterprise’s main business
activity. Similarly, for an MNE whose core business was recruitment and
human resources management, human resources services of a kind similar
to those provided to independent customers would not qualify for the low
value-adding safe harbour despite the mention of human resources services
in the section above.

5.5.2.5 The following services are examples of services that would typically
fail to qualify as low value-adding services:

»  Services connected with main business functions performed
by an MNE;

Extraction and exploration services;
Manufacturing services;
Construction services;

Financial services;

Research and development services;

VV V V V VY

Marketing and distribution services; and

»  Strategic management services.

5.5.2.6 The determination of whether services qualify as low value-adding
services may require a case-by-case analysis of the key business activities
of an MNE.

5.5.2.7 A safe harbour may contain the following requirements:
»  Identification of the service within the scope of the safe harbour;

» A fixed profit margin;
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»  Anassumption that the same profit margin is accepted in the
other country; and

»  Documentation requirements.

5.5.2.8 Example 17: Safe Harbour for Low Value-Adding Services

Manufacturing Co., Distributor Co. and Services Co. are associated
enterprises. Manufacturing Co. is resident in Country A and carries
on the business of manufacturing goods. Distributor Co. is resident in
Country B and is a distributor of goods purchased from Manufacturing
Co. The MNE group decides to centralize its human resources function
in Services Co. in Country C in order to obtain cost savings through
economies of scale and the relatively low labour costs in that country.
The total cost of human resources services provided to Distributor Co.
is $100,000 under a direct charging system and the agreed mark-up for
this function is 7.5 per cent in Country C; therefore Distributor Co. is
charged $107,500 by Services Co. under a direct charging system for
human resources services. Distributor Co. has total deductions of $2
million which include the services costs for Services Co. Country B pro-
vides an administrative safe harbour for low value-adding inbound and
outbound intragroup services.

Under the safe harbour provisions, a profit mark-up of 7.5 per cent is
allowable. A further requirement of the safe harbour is that the total
expenses claimed under the safe harbour cannot exceed 15 per cent
of the taxpayer’s total deductions. Distributor Co. chooses to use the
safe harbour for low value-adding administrative services and claims
a deduction of $107,500. Distributor Co. has documentation that it
received human resources services from Services Co. and that it used the
low value-adding services safe harbour.

On the facts, Distributor Co. would be entitled to use the low value-
adding services safe harbour as the human resources are less than 15 per
cent of its total expenses and the mark-up on services is in accordance
with the safe harbour requirements. On the basis that Distributor Co.’s
main business activity is distributing goods, human resources services
would qualify as administrative services.

5.5.3 Minor Expense Safe Harbour

5.5.3.1 Inthe minor expense safe harbour option, a tax authority agrees to
refrain from making a transfer pricing adjustment if the total cost of either
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receiving or providing intragroup services by an associated enterprise is below
a fixed threshold based on cost and a fixed profit mark-up margin is used.

5.5.3.2 'The aim is to exclude from transfer pricing examinations services
for which the charge is relatively minor. The rationale is that the costs of
complying with the transfer pricing rules would outweigh any revenue at
stake. It also considers the potential administrative savings for a tax authority
by avoiding transfer pricing examinations of minor expenses. An important
requirement is that the same fixed profit margin should be used for inbound
and outbound intragroup services for a country. The safe harbour provides
taxpayers and tax authorities with certainty. The minor expense safe harbour
may contain the following requirements:

» A restriction on the relative value of the service expense (e.g. less
than X per cent of total expenses of the associated enterprise
receiving the services) or alternatively, a restriction on the abso-
lute value of the service expense;

Y

A fixed profit margin;

»  The requirement that the same profit margin is used in the other
country; and

»  The documentation requirements that are expected.
5.5.3.3 An example of a safe harbour for services is set out as follows.

For inbound intragroup services:

»  The total cost of the services provided is less than X per cent of
the total deductions of the associated enterprises in a jurisdic-
tion for a tax year, or less than a defined absolute amount in the
local currency;

»  The transfer price is a fixed profit mark-up on total costs of the
services (direct and indirect expenses); and

»  Documentation is prepared to establish that the safe harbour
requirements have been satisfied.

For outbound intragroup services:

»  The cost of providing the services is not more than X per cent
of the taxable income of the associated enterprise providing
the services, or not more than a defined absolute amount in the
local currency;

»  The transfer price charged is based on a fixed profit mark-up on
the total costs of the services (direct and indirect expenses);
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»  The same profit margin is used in the other country; and

»  Documentation is created to establish that these safe harbour
requirements have been satisfied.

5.5.3.4 Example 18: Safe Harbour Rule for Minor Expenses

Assume that Subsidiary Co. is resident in Country A and receives mar-
keting services from its parent company, Parent Co., which is resident
in Country B. A minor expense safe harbour is available in Country A.
Under the Country A provisions, services expenses can qualify for the
safe harbour if they total less than $750,000 and constitute less than 15
per cent of total deductible expenses. A profit mark-up on direct and indi-
rect costs of up to 7.5 per cent is allowable under the safe harbour rules.
The total direct and indirect cost of providing the services is $500,000.

Subsidiary Co. decides to use the safe harbour option, as the costs of pre-
paring a comprehensive transfer pricing analysis for such services and
determining the arm’s length margin would be excessive given the mate-
riality of the services concerned. Subsidiary Co. does not acquire other
services from associated enterprises and its total deductible expenses
are $10 million. The total charge for services of $537,500 is below the
$750,000 threshold and the expense is 5.37 per cent of Subsidiary Co’s
total deductible expenses and thus below the 15 per cent threshold.
Accordingly, provided Subsidiary Co. satisfies the relevant documenta-
tion requirements, it can deduct the $537,500 amount paid to Parent Co
under the safe harbour rules.

5.5.3.5 Safe harbours may have unintended consequences and should be
carefully considered before they are implemented. If in the above example a
full transfer pricing analysis concluded that the arm’s length profit margin
is 5 per cent, the service charge would have been $525,000. Under the safe
harbour, Subsidiary Co. has been able to claim $537,500 as a deductible
expense in Country A for intragroup services. Moreover, Subsidiary Co has
not had to incur the costs of a full transfer pricing analysis (which may have
exceeded $12,500).

5.5.3.6  On the other hand, if the tax authorities in Country B are not aware
of the safe harbour, the application of the Country B transfer pricing rules
would require arm’s length services income of $525,000 to be reported, which
is $12,500 less than the amount claimed as a deductible expense by Subsidiary
Co. in Country A, effectively creating an amount of income that is not subject
to tax in either country. To avoid this result, consideration should be given to
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requiring a matching of income and costs under the safe harbour rules. Ideally,
safe harbours should also be considered on a bilateral or multilateral basis.

5.6 Group Procurement Activities: An Illustration of the
Operation of the Rules on Services

5.6.1 This section provides additional guidance on how to analyze
centralized procurement activities in an MNE, the factors that may affect
compensation for those activities, and the transfer pricing methods that may
be appropriate.

5.6.2 Additional guidance is appropriate because most MNEs operate
some form of centralized procurement function, but the precise nature of
the activities and their contribution to value can vary widely. This guidance
helps to identify the functions that may be involved in centralized procure-
ment activities, and the factors that can distinguish lower contributions to
value from higher contributions. Developing countries sometimes encounter
aggressive arrangements involving the insertion by an MNE of procurement
activities that seem to lack economic substance; in illustrating the commer-
cial objectives of centralized procurement activities and typical functions,
this guidance should help to identify features of substantive arrangements.

5.6.3 Procurement activities may attract the interest of tax administrations.
These activities are among those specified for disclosure in a country-by-
country Report® and are the subject of attention by the Forum on Tax
Administration in its Handbook on Effective Tax Risk Assessment, where
procurement is seen as a potentially mobile activity that could be located
in jurisdictions where the group does not have significant manufacturing
operations (i.e. the key markets for the procured goods) and used to reduce
the level of taxable income in the jurisdictions where goods are processed or
sold.> Offshore procurement is identified as an activity to be noted in a risk
assessment for further examination at 13.2.2.16.

5.6.4 However, procurement activities may be located outside key markets

540ECD (2015). Transfer Pricing Documentation and Country-by-Country
Reporting, Action 13-2015 Final Report, OECD/G20 Base Erosion and Profit Shifting
Project. Paris: OECD Publishing. Available from https://www.oecd.org/ctp/transfer-
pricing-documentation-and-country-by-country-reporting-action-13-2015-final-
report-9789264241480-en.htm

550ECD (2017). Country-by-Country Reporting: Handbook on Effective Tax
Risk Assessment. Paris: OECD Publishing. Available from https://www.oecd.org/
tax/beps/country-by-country-reporting-handbook-on-effective-tax-risk-assessment.
pdf. See paras. 70-71.
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because the activity, or some element of it, needs to be conducted in close
proximity to the sources of supply. For some industrial sectors, including
clothing or food ingredients as examples, those sources of supply may be
in developing countries for whom the products may represent a significant
proportion of export trade. Therefore, incorrectly evaluating procurement
activities can have detrimental tax consequences for both the jurisdiction
in which the activity generates income and the jurisdiction being charged a
fee. This guidance provides a framework in which to evaluate procurement
activities, irrespective of their location, and its application is illustrated by an
extended example at the end of the section (see section 5.14.4).

5.7 Cost-savings Issues Arising from Centralized
Procurement Functions

5.7.1 Centralized procurement activities are often associated with cost
savings, which is usually taken to mean per unit cost reductions of the
goods or services procured. However, as the following section explains (see
5.8.), there may be many commercial objectives driving the centralizing of
procurement activities within an MNE, and per unit cost savings may not
always be one of them. Procurement activities can and do provide value in
ways other than per unit cost reductions.

5.7.2  Where evidence of per unit cost reductions is provided by a taxpayer,
the impact of any volume effect will need to be considered, but it is important
not to jump to the conclusion that the reductions are caused solely or partly
by a volume effect. A supplier will not always be willing or able to reduce the
price in exchange for higher volumes, and the associated enterprises individ-
ually may already have sufficient volume to command the lowest price. In the
absence of a published price list, it will be difficult for tax administrations to
assess whether additional volume has caused additional discount. There may
be countervailing commercial pressures as well that drive a buyer to adopt a
multiple sourcing strategy and to spread its volume around multiple vendors
and reduce risk exposure, and similarly that may drive a vendor to avoid
over-reliance on one customer.

5.7.3  Evidence of per unit cost reductions may point not to a potential volume
effect, but rather to the interaction of the procurement activities with the
vendor that helps to reduce the vendor’s costs or risks which can then partly
be passed on to the buyer: for example, a procurement company might take
on transport coordination functions, or assume compliance with labelling
requirements. Significantly, procurement activities could be found to include
arranging for a range of products to be sourced from a particular vendor; some
seasonal, time sensitive, and with unpredictable demand; and some predictable
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items that can be produced throughout the year, so that the vendor can plan
production schedules more efficiently and reduce or eliminate down-time and
associated costs. A reduction in the vendor’s risks and costs in this manner can
drive a more favourable price for the buyer. In such a case, volume itself may
play little or no part in achieving the cost reductions for the buyer; instead the
cost reductions are achieved through the expert coordination of both vendor
and buyer requirements by the party providing the procurement activities.

5.74 Measurement of per unit cost savings is sometimes used in evaluating
the fee for procurement activities, as discussed further in section 5.14. This
can be a difficult measurement for tax administrations to analyze. It may be
possible to see that in Month 12 an MNE was paying 100 for an item, and
that in Month 13 following the introduction of a centralized group procure-
ment company, the MNE was paying 95 for the identical item on the same
terms. But as time passes, the relevance of using 100 as the base-line reduces
because other factors may have contributed to price changes, and the item
may no longer be identical. In such cases, measurement of cost savings in,
say, Month 37 may be presented by the taxpayer based on comparison with
a hypothetical price that the MNE would have paid in Month 37 had it not
received the services of the group procurement company. The hypothesis will
need to be presented rigorously by the taxpayer with supporting evidence,
and verification ultimately may be difficult for tax administrations. Thus,
where cost savings are relevant to evaluating a fee for procurement activities
they need to be supported by evidence that can be examined by tax admin-
istrations. It should not be forgotten that procurement activities can provide
value in the absence of per unit cost reductions.

5.7.5 In practice, the MNE may monitor and measure in various ways the
performance of procurement activities for commercial purposes in order to
assess their effectiveness, and those measures may be instructive in a trans-
fer pricing analysis. Depending on the commercial objectives of the MNE,
such monitoring and measurement may focus on quality, speed, stand-
ardizing the range of items, finding alternative sources of supply, working
capital management through vendor credit terms and inventory levels, order
processing costs, production disruption, integrating other divisions or newly
acquired businesses, meeting external and internal standards (for example,
ethical trading, traceability, safety), and specific improvement projects to
which the procurement function contributes.

5.8 Commercial Objectives In Centralizing Procurement
Functions

5.8.1 There may be various commercial objectives in centralizing procure-
ment activities. A pure volume effect may not be the most important objective,
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particularly when individual enterprises in an MNE may separately have
strong buying power. At its simplest level centralizing can reduce administra-
tive costs by coordinating and aggregating purchase orders, so that instead of,
say, 25 associated enterprises in an MNE, each separately purchasing from,
say, 10suppliers, thereby creating 250 orders each time, the purchase orders
are aggregated, so that there is only one order placed with each of the 10
suppliers. However, at this simple level, the individual members of the MNE
group continue to determine their requirements, and the central procure-
ment activity helps to manage and reduce the administrative costs of order
processing and accounts payable.

5.8.2 An additional commercial objective of centralizing procurement
activities might be to standardize buying terms; it may be that the 25 enter-
prises had each negotiated different terms with the suppliers in the past, and
the oversight of all purchasing that central coordination can bring enables a
sharing of the best terms for all associated enterprises. The central procure-
ment function remains administrative; it is not itself creating enhanced
terms but acting as the vehicle through which the members of the MNE
share information and best practice. In some circumstances, dealing with
one buyer may be helpful for the supplier since it is no longer dealing with 25
different buyers and may be able to share efficiencies with the MNE that arise
through reduction in numbers of purchase orders, standardization of terms,
and coordinated production scheduling and delivery.

5.8.3 Insome industries, for example producers or users of energy products,
centralizing procurement activities may be a response to the significant infra-
structure costs required to perform the procurement activities. Such costs may
involve electronic trading platforms and may also extend to transportation and
storage assets. A key commercial objective in centralizing procurement activi-
ties in such cases is to make the most efficient use of the investment.

5.8.4 In other situations, the centralizing of procurement activities may be
established, or may evolve, to take a more active and extensive role in manag-
ing procurement and sourcing for the MNE with the objective of improving
the group’s profitability and managing its risks. The role may be directed to
enhancing the relationship with vendors, to improving the performance of
the associated enterprises requiring the goods or services, or both.

5.8.5 A skilled buying team will likely analyze the supply chain and seek
to rationalize excessive numbers of vendors without creating unacceptable
exposure to a particular supplier, region, or currency; seek to deepen the
relationship with remaining vendors through collaboration in managing
production scheduling, demand forecasting, and specification improvements;
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monitor quality; select better or alternative sources of supply; and continu-
ally assess global trends that may affect availability of supply and prices. A
skilled buying team may also seek to understand and anticipate the require-
ments of the associated enterprises using the goods or services.

5.8.6 The buying team may work closely with the production teams or devel-
opment teams of the associated enterprises so that the buying team can suggest
alternative or cheaper components, and will seek to understand and contribute
to scheduling forecasts in order to avoid the costs and risks of over-stocking
as well as the potentially greater costs and risks of having insufficient supply.

5.8.7 In some sectors there are regulatory requirements concerning trace-
ability of items used in producing goods, and there may be consumer interest
in sustainability, environmental impact, and ethical concerns which can
have consequences for the reputation and ultimate success of the MNE. The
central procurement and sourcing function may have the commercial objec-
tive of coordinating or leading the efforts of the MNE in these matters.

5.8.8 In fulfilling these more active and extensive roles, the central
procurement activities are not simply administrative, but have the commer-
cial objective of improving the performance of the MNE’s operations. Since
such an objective for active and extensive procurement activities carries the
potential for a higher evaluation of the arm’s length compensation, a more
detailed explanation of the extent of the activities and how they contribute
to the MNE’s performance should be covered in the taxpayer’s transfer pric-
ing documentation.

5.9 Evaluating Compensation for Procurement Activities

5.9.1 Any evaluation of the compensation for centralized procurement
activities in an MNE should be based on a thorough understanding of the
accurately delineated transaction, as set out in section 3.3.2 of this Manual.
Three matters are likely to be particularly important to understand: (i) the
role and expertise of a procurement services provider; (ii) the nature of the
items procured and the commercial risks associated with those items; and
(iii) any risks that a service provider assumes. These matters are discussed in
the following sections.

5.10 The Role and Expertise of the Procurement Services
Provider

5.10.1 Procurement activities cover a range of functions and the particu-
lar functions actually performed in a particular case need to be specifically
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identified and their commercial objectives and contribution assessed. In
performing such an analysis, it can be helpful to consider two categories of
functions relating to procurement: purchasing and sourcing.

5.10.2 In providing a purchasing service, a centralized group procurement
company may be instructed by the associated enterprises about their require-
ments, and the instructions may include specifications for the product or
service, identification of the vendors, and parameters for volumes, pricing,
delivery scheduling and other terms. In performing such a purchasing func-
tion, a group procurement company may provide “execution only,” and it
may perform a largely administrative function relating to raising purchase
orders and managing accounts payable. The role may not require expertise
about the products or services procured, the needs of the recipients, or the
capabilities of the vendors. The role of centralized purchasing might include
relaying revised terms or other proposals to the recipients for approval, but it
might not actively seek improvements or alternatives. The commercial objec-
tives of a centralized purchasing function may include those outlined at 5.8.1
and 5.8.2.

5.10.3 A sourcing role is more extensive. The role of the centralized
procurement company in performing a sourcing function may involve work-
ing with the associated recipient enterprises jointly to draw up specifications,
to explore alternative specifications, identify potential sources of supply
taking into account advantages and disadvantages of particular sourcing
strategies, work with vendors to understand their capabilities and options,
propose a supply schedule and other terms taking into account production
forecasts. Such a role may require expertise about the products or services
procured, the needs of the recipients, and the capabilities of vendors. It is
not an “execution-only” administrative role, but determines the sourcing
strategy, and involves vendor management and demand forecasting. In addi-
tion to specialized know-how, such a sourcing activity may use proprietary
software tools to evaluate vendors and manage supply scheduling and inven-
tory levels. The commercial objectives of a centralized sourcing function may
include those outlined in 5.8.4 and 5.8.5.

5.10.4 Functionality and expertise are greater in a sourcing activity than in
an activity that is limited to purchasing. As a result, purchasing and sourc-
ing would generally be more valuable to the recipient enterprises than a
purchasing only service, and would be expected to command higher compen-
sation than that for purchasing alone. Therefore, in evaluating a particular
controlled transaction involving procurement activities, it is useful to prop-
erly understand the scope of purchasing activities and the scope of any
sourcing activities.
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5.10.5 Although purchasing functions have been considered separately to
sourcing functions to highlight differences that may affect levels of compen-
sation, in practice activities may include aspects of both categories. For
example, a purchasing function may include aspects of sourcing activities
with the result that the activity is not simply “execution-only,” and would
thus generally be more valuable to the recipient enterprises in such a case
than an activity limited to purchasing.

5.11 The Nature of the Items Procured and the Commercial
Risks Associated with Those Items

5.11.1 It is important to determine through the accurate delineation of the
actual transaction whether the goods or services procured by the central-
ized procurement company constitute core spend or non-core spend for the
recipient associated enterprises. Non-core spend, sometimes referred to as
indirect spend, covers goods and services that support the businesses of
the recipient associated enterprises and are not themselves converted into
a finished item or resold. Core spend, sometimes referred to as direct spend,
involves items that are converted or resold in the course of the business of the
recipient associated enterprises.

5.11.2 In the case of non-core spend, for example, stationery, office equip-
ment, telephone services, vans, or media space, an important factor that
needs to be tested in accurately delineating the actual transaction is that the
goods or services are unlikely to be a key risk for the recipient or a significant
contributor to business performance. The goods and services are likely to be
available from a range of suppliers, and so the pricing is already competi-
tive. Specifications are likely to be relatively standardized and options for
changes or improvements may be limited. The function of the centralized
procurement company in the case of non-core spend may be largely that of
a coordinator and aggregator, with the main commercial benefits being the
combining of purchasing power across the MNE and efficiencies in reducing
administrative costs for the MNE.

5.11.3 However, in the case of spend on core, business-critical items, for
example, lithium for a lithium-ion battery manufacturer, certain ingredi-
ents for a food manufacturer, or energy for a smelter, an important factor
that needs to be tested in accurately delineating the actual transaction is that
the goods or services may represent a significant contribution to business
performance and be associated with significant risks. The items may have
very limited sources, availability of supply may be unpredictable, prices may
be volatile, and there may be particular specifications to be met or worked
around. The function of the centralized procurement company in the case of
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core spend may require specialized expertise and may involve mitigation of
critical business risks for the recipient associated enterprises.

5.11.4 These factors suggest that procurement of goods and services consti-
tuting business critical core spend for the recipient associated enterprises
would generally be more valuable to the recipient enterprises than procure-
ment of goods and services constituting non-core spend, and, subject to
thorough determination of the actual functions performed, assets used or
contributed, and risks assumed in a specific controlled transaction, would
generally be expected to command higher compensation than that for
procurement of indirect spend.

5.12 Risks Assumed by the Group Procurement Company

5.12.1 Arguments are sometimes made that a centralized procurement
company should have a high level of compensation because of the risks
it claims to assume. While it is the case that the assumption of increased
risk would be expected to be compensated by an increase in the antici-
pated return, careful attention may need to be paid when examining risk
assumption by the associated enterprise performing centralized procure-
ment activities.

5.12.2 It may be asserted that a centralized procurement company assumes,
for example, risk associated with holding inventory (which may involve the
risk of changes in the value of inventory owing to market price changes or
obsolescence, or the risk of additional costs because of over-stocking), since
it is the contracting party that buys the goods or services procured and is
the contracting party that sells them to the recipient associated enterprises.
The insertion of the centralized procurement company in the flow of goods
or services is not likely to be a typical arrangement given the potential for
additional cross-border movements and complexities of customs duties and
additional transaction costs. In addition, vendors may require guarantees to
be provided by the parent or associated enterprises in order to sell directly
to a group procurement company that may present concerns about credit-
worthiness; in such a case, there may be additional intragroup transactions
to be examined. Where inventory is determined to be owned by the central-
ized procurement company, evaluation of the risk is required. It will be
relevant to determine whether the group procurement company takes “flash
title” only under back-to-back arrangements with the associated recipient
enterprises, thus significantly reducing or eliminating its inventory risk. In
practice the recipient associated enterprises may compensate the centralized
procurement company for any additional costs, thus insulating the central-
ized procurement company from the impact of inventory risk.
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5.12.3 It will also be relevant to consider whether the supply arrangements
with the vendors are flexible so that purchase volumes can be reduced as
demand falls, thus reducing or eliminating risk. Nevertheless, if the central-
ized procurement company could suffer additional costs as a result of the
impact of inventory risk it contractually assumes, then control of risk under
the guidance at 3.4.4.32 to 3.4.4.35 needs to be determined. If the centralized
procurement company does not control the inventory risk it contractually
assumes because, for example, it does not determine quantities purchased,
stocking levels, production scheduling, or manufacturing volumes, then
it is unlikely to be allocated the risk under that guidance for transfer pric-
ing purposes.

5.12.4 A centralized procurement company may assume contractually
a range of other risks. In such cases a similar analysis to that described
above under the guidance at 3.4.4.32 to 3.4.4.45 is required. A procurement
company could claim to assume price risk by undertaking to guarantee a
certain range of prices for the recipient associated enterprises, or to assume
volume risk by undertaking to supply a certain volume. However, such risks
may be reduced or eliminated if the terms agreed with the vendors in prac-
tice pass price or volume risk back to the vendors. A claim that a centralized
procurement company is exposed to the full impact of cyclical demand and
price risks should be examined carefully, as attention should be paid to
whether it has the expertise to evaluate the risk, makes decisions in relation
to the risk, and has the financial capacity to bear the risk.

5.12.5 Although the MNE procurement company may not assume risks
associated with the goods and services procured, it will be necessary to deter-
mine whether the group procurement company performs control functions
relating to risks assumed by associated enterprises, since such risk control
functions need to be taken into account in determining the appropriate
amount and form of the compensation (see 3.4.4.45). In the case of the sourc-
ing of core, business-critical items, in particular, the accurate delineation
of the actual transaction could show that availability of supply is a key risk
for the MNE and that the group procurement company directly mitigates
disruption risk through developing reliable sources of supply or exploring
alternative specifications.

5.12.6 Thus, as a general matter, recipient associated enterprises would be
prepared to pay more for a procurement service that reduces or eliminates
their risks, but care needs to be taken to ascertain that risks have in fact
been mitigated for the recipient associated enterprises, and that the group
procurement company contributes to such mitigation by performing risk
control functions.
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5.12.7 A centralized procurement company may have its own risk associ-
ated with developing and maintaining proprietary tools, systems, know-how,
and investment in physical assets.

5.13 Procurement from Associated Enterprises

5.13.1 It has been assumed in the foregoing that the most typical form of
intragroup procurement activities involves procurement from independent
vendors on behalf of recipient associated enterprises. It is possible, however,
that an MNE may use a group procurement company to purchase from
other associated enterprises in the group. The potential for reducing trans-
action costs and increasing efficiency through coordination and aggregation
could apply in such a case for the MNE similarly to the situation described
in section 5.8.1. Instead of dealing with 10 independent suppliers, as illus-
trated in that paragraph, the group procurement company could deal with
10 associated enterprises, but the efficiency effect of consolidating the order-
ing process and reducing the number of purchase orders continues to apply.

5.13.2 However, a claim that a group procurement company performs more
than an administrative role when acting as an intermediary in purchas-
ing from associated enterprises might not be supported by the evidence. A
claim that a group procurement company performs a sourcing role, involv-
ing the selection and management of vendors which are in fact associated
enterprises, is likely to be difficult to substantiate in the case of an integrated
MNE in which associated enterprises are aware of each other’s capabilities
and are organized to fulfil a specific role in the MNE’s supply chain. That
supply chain may benefit from other centralized management activities, but
any payment for finding a vendor that is already found and is part of the
design of the MNE’s supply chain would seem difficult to justify.

5.14 Pricing Methods

5.14.1 Overview

5.14.1.1 'The general principles set out in this chapter relating to the pricing
of intragroup services apply to pricing considerations for intragroup procure-
ment services, including the application of the direct and indirect charging
approaches (see 5.3.2). In general, where the centralized procurement activ-
ity provides services to multiple associated enterprises in the MNE, and the
services to each associated enterprise can be separately analyzed and quan-
tified, then a direct charge approach may be reliably applied. However, in
many instances of centralized procurement activities that provide services
to multiple associated enterprises, there may be no option but to use an
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indirect allocation of the fee to those associated enterprises. An appropri-
ate allocation key may be based on respective values of goods or services
procured for those associated enterprises. In applying an indirect allocation
of the fee, care should be taken to ensure that all the associated enterprises
receive the same kind of service. For example, it may be that the procurement
activity provides a purchasing service for some associated enterprises but a
purchasing and sourcing service for others; or it may be that the procure-
ment activity relates to non-core spend for some associated enterprises but to
core spend for others. In such instances, there may be different levels of fee
required depending on the category of services. It is important that any indi-
rect allocation of the fee takes these differences into account by, for instance,
identifying the associated enterprises using the same category of services
and allocating an indirect share of the fee relevant to that category of services
only to those associated enterprises.

5.14.1.2 Given the range of activities that may be involved in procurement
and sourcing activities, it is not surprising that a range of pricing structures
is seen in arrangements with independent, outsourced procurement provid-
ers. These pricing structures range from a fee related to the provider’s input
costs, which may be particularly appropriate where the decision to outsource
is motivated by a desire to reduce headcount and transfer people and asso-
ciated costs to the outsourced provider; fees which are set as a percentage of
managed spend (similar to a commission), and which may encourage invest-
ment by the service provider; to fees which are designed to incentivize the
outsourced procurement provider by sharing gains. In practice hybrid fee
structures may be seen, combining a commission on managed spend with a
gain-share element.

5.14.1.3 When determining the pricing for centralized procurement activities
within an MNE, transfer pricing methods can broadly mirror such industry
pricing structures. Pricing based on costs, plus an arm’s length mark-up under
the CPM or TNMM, may be appropriate; or comparable commission rates
under a CUP Method may be applied; or a form of benefits analysis may be
constructed which requires the gains achieved as a result of the procurement
activities to be measured and which then shares them between the centralized
procurement company and the associated recipient enterprises.

5.14.14 As in any transfer pricing analysis, the appropriateness of the
method depends crucially on the facts and circumstances of the controlled
transaction and the reliability with which the method can be applied. These
matters are discussed further below, but before doing so it is useful to remem-
ber that the application of one method rather than another method can yield
significantly different results, especially if applied over a number of years.
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5.14.2  Example of a Centralized Procurement Activity

5.14.2.1 The following facts are assumed, which shows the costs incurred in
performing the activities (“own costs”) and the costs of the goods or services
procured through those activities (“managed spend”):

Table 5.T.1
Example of a Centralized Procurement Activity

Year 1 Year 2 Year 3
Own costs (A) $5m $10m $10m
Managed spend (B) $200m $800m $1600m
Cost Plus approach
Tlustrative fee based on CPM (A plus
10 per cent mark-up) $5.5m $11m $11m
Profit $0.5m $1m $1m
Fee expressed as a percentage of B 2.75% 1.375% 0.6875%
CUP approach
Illustrative fee based on CUP (B x 2
per cent commission) $4m $l6m $32m
Profit ($1m) $6m $22m
Fee expressed as a mark-up on A N/A 160% 320%

For the purposes of the example, it is assumed that a CPM determines a
mark-up of 10 per cent and that a CUP determines a commission on managed
spend of 2 per cent.

5.14.2.2 In this example, there may have been some over-capacity or some
investment in technology by the centralized procurement company in its
initial year that meant a CUP Method results in a loss. However, as managed
spend ramps up, the gap between profits under the CPM and profits under
a CUP Method widens considerably. One method determines a 10 per cent
mark-up on costs, the other method results in a 320 per cent mark-up; one
method determines a commission of 2 per cent, the other method results in
a commission of less than 1 per cent. Expressed another way, the recipient
associated enterprises in Year 3 pay $32m to the centralized procurement
company under one method and $11m under the other method. A high
standard of evidence and analysis is usually required, therefore, to demon-
strate that the centralized procurement company contributes sufficiently to
business outcomes to justify the payment of that additional $21m. Because
the choice of method can lead to widely different outcomes, disputes between
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taxpayers and tax administrations about the pricing of centralized procure-
ment services may focus on differences of view about the appropriate method.

5.14.2.3 A CPM or TNMM on the basis of costs is likely to be an appropri-
ate method where the procurement activities are mainly purchasing rather
than sourcing, and any sourcing activity is limited in scope or relates to
non-core spend, largely executes instructions from the recipient associated
enterprises, and does not assume risks or perform risk control functions
relating to the goods or services procured. In such a case the value to the
MNE is mainly efficient deployment of resources, and a cost-based fee may
appropriately measure that value. The arm’s length mark-up may reliably be
based on comparable independent service providers. As for many intragroup
services that need to be benchmarked against independent service providers,
identical activities may be hard to identify. Nevertheless, it is expected that
independent service providers can be identified that provide broadly simi-
lar administrative services that would provide a sufficiently reliable range
of mark-ups. These cost-based methods should not necessarily be rejected
even if the activities are more extensive and require greater resources, greater
expertise, and perhaps investment in tools and software. In such a case, the
cost base for the centralized procurement company is likely to be greater, and
a mark-up on that greater base will generate a higher fee.

5.14.2.4 However, where the procurement activities involve significant
sourcing activities, relate to core goods and services, include business-critical
decisions, and involve some risk assumption or performance of risk control
functions, then the activities affect business outcomes and the value to the
MNE may correlate to revenues or profits. The reliability of comparing the
centralized procurement company to independent service providers under a
CPM or a cost-based TNMM may be reduced. Instead, the application of arm’s
length commission rates under a CUP Method is likely to be appropriate.

5.14.2.5 In other situations, there may be differences between the uncon-
trolled and controlled procurement activities; for example, the items procured
may relate to non-core spend rather than to core, business critical items; and
the relationship between rates of commission and volumes may not be reli-
ably ascertained. The reliability of the application of a CUP Method can be
improved in these situations by bearing in mind the concept that at arm’s
length recipient parties will only be prepared to pay a fee if they expect to
receive benefits from the outsourced procurement services provider that are
greater than the fee. In practice, therefore, the information about commis-
sion rates resulting from a CUP Method can be interpreted and tested for
reasonableness by an approach which seeks to identify the benefits derived
from the procurement activities, and to share them between the centralized
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procurement company and the recipient associated enterprises based on
their respective contributions, including any risk control functions.

5.14.2.6 The identification of benefits should not be speculative or created
for the transfer pricing analysis but should be rooted in commercial meas-
ures that the MNE uses to assess performance (see the illustrations in section
5.7.5). If benefits are not measured by the MNE independently of a transfer
pricing analysis, then this may suggest that the benefits are not commercially
important and the activity is not one that makes a significant contribution to
business performance (and consequently may suggest that a cost-based transfer
pricing method is more appropriate). Care should be taken in such an analy-
sis first to measure and deduct benefits arising from aggregation of volumes,
which should be allocated to the associated enterprises contributing the buying
power. The resulting share of benefits can corroborate commission-based fees
and narrow the range of fees potentially identified through a CUP analysis.
Evidence of gain-share agreements between independent parties can be diffi-
cult to use if it is not possible to determine reliably how the parameters for
measuring the gain have been set in uncontrolled arrangements, and how those
parameters might be adapted to apply to the controlled arrangement.

5.14.3  Application and Interpretation of Comparable
Uncontrolled Price (CUP) Method with Example

5.14.3.1 The following is an example of how the results of a CUP Method can
be interpreted, tested for reasonableness, and corroborated by an approach
which shares benefits. Assume that a centralized procurement activity of
Company A is responsible for sourcing and for managing the purchasing
process for the core spend of a related manufacturing company, Company
B. Company B purchases the goods directly from the suppliers sourced by
Company A, and so any price discounts attributable to Company B’s volume
accrue directly to Company B. Both companies are part of the ABC Group. The
spend managed by Company A represents 80 per cent of Company B’s costs of
goods. Company A incurs costs of 5 in performing its procurement activities.
Company B sells its finished products to third parties; the products are techno-
logically advanced, but the manufacturing process itself is not unique.

5.14.3.2 It is assumed that the comparability analysis has determined that
Company A’s activities contribute significantly to the business performance
of Company B and involve Company A using its know-how to work closely
with suppliers to improve specifications, monitor quality, evaluate alterna-
tive sources of supply, and ensure uninterrupted supply. Recently the ABC
Group has made public commitments to recycle and re-use components,
and Company A has led the initiative with suppliers to make the necessary
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changes and achieve the Group’s targets. The management of ABC Group
monitors closely the performance of Company A through key performance
indicators of Company B’s business and risks including inventory levels,
production down-time through supply problems, product failures in quality
checks, and recycling targets. Good performance by Company A can posi-
tively contribute to the revenues and costs, and therefore profits of Company
B; poor performance risks adversely affect the profits of Company B.

5.14.3.3 Itis further assumed that a CUP Method is appropriate. Potentially
comparable commission rates in uncontrolled transactions are identified
ranging between 1 per cent and 7 per cent of the managed spend. There are
differences between the potential comparables and the activities of Company
A, particularly because the comparables tend not to procure business-critical
items nor assume responsibility for delivering key initiatives in the way that
Company A does, and it is not possible reliably to determine how volume
may affect the commission rates.

Assume that Company B’s significant financials show the following:

Table 5.T.2
Application and Interpretation of the Comparable
Uncontrolled Price (CUP) Method

Sales to third parties 1000

Cost of Goods (500) Managed Spend by Company A is
400. Potential CUP range of 1 to 7
per cent equates to a procurement
fee range of 4 to 28

Other Costs (300)

Total Costs (800)

Profits before pro- 200

curement fee

Application of corroborating benefits share approach
as described in the following paragraphs.

(80) Benchmarked return to manufactur-
ing (10 per cent of total costs)

120 | Residual profits attributable to
Company B’s technology and
Company A’s procurement activities

(5.25) Routine procurement fee to
Company A (own costs of 5 plus a
mark-up of 5 per cent)
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Table 5.T.2 (continued)

Residual Profits 114.75

Hypothetical tech- (100) | Company B has developed the
nology royalty of 10 technology embedded in the prod-
per cent uct. A relief from royalty valuation

approach determines the hypotheti-
cal royalty payments that would be
saved through owning the asset, as
compared with licensing the asset
from a third party.

14.75 | Profits earned by Company B relat-
ing to procurement activities of
Company A

5.14.3.4 The profits before procurement fee of 200 are earned from Company
B’s manufacturing activities, to which Company A contributes through its
procurement activities. However, Company B’s manufacturing activities are
enhanced by the investment that it has made in research and development
resulting in the technological advances in the products. Company A has also
made investments in intangibles, particularly in developing its know-how
and proprietary systems. Assume that returns to routine manufacturing can
be benchmarked at total costs plus 10 per cent. Applying that mark-up to
total costs of Company B of 800 would give a profit of 80, leaving a residual of
120. Assume also that returns to routine procurement services can be bench-
marked at cost plus 5 per cent, determining a routine fee to Company A on its
costs of 5 of 5.25. The residual profit of 114.75 is attributable to a combination
of Company B’s technology and Company A’s additional contribution to the
business performance of Company B.

5.14.3.5 At this point it may be possible to share the residual profit of 114.75
in proportion to the investment of the two companies in intangibles if it is
determined that the categories of investment by Company A and Company
B are sufficiently similar in potential value to make such a sharing reliable.
As an alternative, assume that the value of Company B’s technology can reli-
ably be estimated by determining the royalty payments that would be payable
at arm’s length if Company B did not own the technology but instead had
to license it from a third party. Assume the valuation results in a royalty
of 10 per cent. The resulting profits of 14.75 are therefore profits earned by
Company B which relate to the additional contribution to its business perfor-
mance from the procurement activities of Company A.
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5.14.3.6 It may be possible to evaluate how the resulting profits of 14.75
should be shared between Company A and Company B by considering
the metrics ABC Group uses to monitor Company A’s performance. This
would likely require converting to an impact on profits the stated perfor-
mance measures relating to inventory levels, production down-time through
supply problems, product failures in quality checks, and recycling targets.
Conversion would likely require assumptions to be presented about base-line
performance and placing a value in terms of profits on variations to the
base-line. Such an analysis may be informative but may not be definitive.

5.14.3.7 Failing the above analysis, reasonable estimates need to be made
in order to appropriately share the resulting residual profits of 14.75 between
Company A and Company B. The analysis would immediately suggest that
paying 28 to Company A (a commission of 7 per cent at the top of the CUP
range on managed spend of 400) would attribute more than the residual
profit amount to procurement activities (Company A is already attributed a
routine return of 5.25, and so an additional 22.75 to arrive at a total fee of 28
would allocate nearly twice the residual to Company A). Instead, the analy-
sis suggests that a commission rate nearer the lower end of the CUP range
is more appropriate. If all the residual of 14.75 were allocated to Company
A, then the maximum commission would be 5 per cent (calculated as the
residual of 14.75 together with the routine return of 5.25 resulting in a
procurement fee of 20, which is 5 per cent of managed spend of 400). Paying
8 to Company A (representing a commission of 2 per cent on the managed
spend of 400) is towards the lower end of the CUP range, but would seem to
represent a more reasonable share of residual profits between the two compa-
nies given the fact that it is Company B that assumes the majority of risks.
Under the benefits share Company A has already been allocated 5.25 and the
additional 2.75 represents approximately a 20/80 split of the residual profits
of 14.75 in favour of Company B.

5.14.3.8 Itshould benoted thatafee of 8 in this example representsa mark-up
of 60 per cent on Company A’s own costs of 5. Such a mark-up is significantly
in excess of, for example, the rate of return for Company B’s manufacturing
activities. Such a relatively high mark-up does not undermine the outcome of
this example. The example is intended to be an illustration of the guidance in
section 5.14.2.4 which states that “where the procurement activities involve
significant sourcing activities, relate to core goods and services, include
business-critical decisions, and involve some risk assumption or perfor-
mance of risk control functions, then the activities affect business outcomes
and the value to the MNE group may correlate to revenues or profits.”
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5.14.3.9 The reliability of comparing the centralized procurement company
to independent service providers under a CPM or a cost-based TNMM
may be reduced. Instead, the application of arm’s length commission rates
under a CUP Method is likely to be appropriate. The example shows how,
in circumstances where a CUP Method is likely to be more reliable than a
cost-based method, the potentially wide ranges of commission rates under a
CUP Method can be narrowed, tested for reasonableness, and corroborated
through the application of an approach which shares benefits.

5.14.3.10 In summary, replication of pricing structures used by independ-
ent outsourced procurement services providers is rarely an option that can be
adopted in practice because of the difficulties in finding such data, in interpret-
ing it reliably in the context of the controlled arrangement, and in estimating
appropriate adjustments. The CPM or TNMM can be applied in most cases,
even in cases where the centralized procurement company provides expert
services and employs know-how and proprietary tools.

5.14.3.11 Where the activities contribute significantly to the commercial
performance of the MNE and involve control of economically significant
risks for the MNE, other methods may be appropriate. Commission rates
in third-party arrangements may be available, with the result that a CUP
Method can reliably be applied. Indicative commission rates under a CUP
Method may be corroborated by an approach which shares accurately meas-
ured commercial benefits between the group procurement company and its
associated enterprises. Reasonable estimates can be made under a benefit
share approach to interpret and test the appropriate positioning in the range
of commission rates indicated under the CUP Method.

5.14.3.12 'This section sets out guiding principles when one method might
be more appropriate than another in approximating the fee that the parties
would have agreed had they been independent of each other. An understand-
ing of the principles is necessary so that relevant distinctions of fact can be
identified, and conclusions consistent with those distinctions reached. The
application of those principles is important where there can be significantly
different outcomes depending on the pricing method selected. The scope
of significantly different outcomes is illustrated at 5.14.4; the example is a
contrived one but the point is likely to be relevant for procurement activities
when the amount of managed spend is so high relative to the cost of perform-
ing the activities that the gap in outcomes of the two approaches cannot
reasonably be bridged through adopting, for example, high mark-ups under
one method and low commission rates under another method. However, in
practice, it may not always be the case that there is a significant gap, and
there is usually little point in being dogmatic about the appropriate method if
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convergence of outcomes of each method is possible. Nevertheless, the exam-
ple at 5.14.4 is also a reminder that while convergence might reasonably be
achieved in Year 1, this would represent short-term pragmatism. The differ-
ence in outcomes does not remain static, and Year 2 and Year 3 indicate that
a principled approach is required so that the relevant distinctions of fact can
be made to determine which method is more appropriate in approximating
the arm’s length fee, as outlined in this guidance.

5.14.4  Extended Example

The following extended example is designed to illustrate application of
the guidance in this section by demonstrating the role and expertise of
the procurement service providers, the nature of the items procured and
the associated commercial risks, the risks assumed or controlled by the
group procurement companies, and the transfer pricing implications.

Assumed facts of the example

An MNE group involved in the manufacture of food products has cen-
tralized procurement activities in two companies, Company A, based
in Europe, and Company B, based in Africa. The operations of the two
companies are different, as described below, and lead to different conclu-
sions about the application of reliable pricing methods.

Company A employs 50 staff and it operates to enhance standardization
of products and services supplied to the group by independent vendors,
and to provide better oversight and control of costs. Analysis shows that
about 60 per cent of the spend it manages on behalf of the group involves
non-core spend relating to procurement of packaging, logistics services,
production machinery, information technology and communication
equipment and services, and office equipment and supplies. In fulfilling
its activities in relation to spend on non-core items it liaises with other
group companies to understand their needs, sources and selects vendors,
develops relationships with vendors, and negotiates terms. In practice
packaging vendors regularly communicate directly with the group’s Head
of Development and also with production personnel located in the group’s
manufacturing plants to discuss innovations, cost reductions, and regu-
lations. As a result, the role of Company A in relation to procurement
of packaging is to place orders to already agreed specifications and with
already selected and known vendors. The group recently experienced
supply problems following a change in its supplier of logistics services
following a tendering process organized by Company A. In accordance
with the group’s management controls, the decision to approve the new
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supplier was taken by the parent company with reference to analysis pro-
vided by Company A. The remaining 40 per cent of the spend it manages
on behalf of the group relates to core spend on food ingredients. However,
for these items Company A acts as a coordinator and aggregator of orders,
as notified by other group companies, and performs the administrative
functions of order processing and accounts payable. Company A assumes
no risk in relation to the goods and services it procures and does not con-
trol significant risks. The performance of Company A is measured by its
management on the basis of its order processing costs.

The MNE depends on the sustainability and quality of key ingredients
and another MNE member company, Company B, provides procure-
ment and sourcing functions for these core items. This company needs
constant contact with sources of supply and is based in Africa. It has
20 employees. The employees develop relationships directly with grow-
ers and provide guidance on growing techniques to improve yields and
quality. To increase the security of supply, Company B finds growers in
new regions willing to use the technological know-how Company B pro-
vides. Company B works closely with production companies in the group
to forecast demand as a result of changes in consumer preferences, and
also with the group’s development function in order that it can anticipate
demand for sourcing of new ingredients. Company B’s activities are criti-
cal to the group’s performance and to control of economically significant
risks. The performance of Company B is measured by its management
with reference to uninterrupted supply for the MNE and mitigation of
the effects of price volatility for the MNE. Company B reports regularly
to the parent company about trends, sourcing opportunities and risks,
and will seek approval for investment in new regions. Company B also
tulfils the group’s regulatory requirements in terms of traceability of the
items it sources. Company B performs administrative functions of order
processing and accounts payable, except for larger volume purchases, the
details of which are referred to and processed by Company A.

Interpretation of the assumed facts for transfer pricing purposes

Company A performs a useful function for the group, but it would not
seem to be a highly valuable one that contributes significantly to business
performance. Company A performs an “execution-only” administrative
function in relation to spend on business-critical core items, based on
decisions made elsewhere in the group. In relation to spend on non-core
items, these are not business-critical items, they are largely standardized
and can be sourced from a range of readily identifiable suppliers compet-
ing on price. The fact that a new logistics services supplier caused supply

270



PART B: INTRAGROUP SERVICES

problems for the group is not something that Company A is responsible
for, assuming its organization of the tendering process was not negligent.
Where deep knowledge of the products sourced is required, in the case of
packaging, Company A has no role, except to process orders.

If Company A were compensated through a commission fee (by refer-
ence to a percentage of spend under management) based on the applica-
tion of the CUP Method that resulted in profits many multiples of its
own cost base, then in the absence of further evidence concerns would
arise about why its activities justify such a valuation. There would also
be concern in the absence of appropriate evidence if compensation for
Company A included a share in savings made by the MNE based on its
activities. The performance of Company A is not measured by man-
agement by reference to savings, the calculation of any savings would
require a high standard of evidence, and Company A does not seem to
have any specialized input or control any risks that would justify a shar-
ing in any savings in the event that they could be reliably measured. The
CPM or the TNMM based on costs seems more likely to be appropriate
on the facts presented, subject to the reliability with which the methods
can be applied in any given case.

Company B is a smaller operation than Company A in terms of head-
count but it concentrates on business-critical aspects that can directly
affect group profitability. Company B is deeply involved in developing
sources of supply for core items and in working with its associated pro-
duction companies in forecasting and meeting their demand. It helps to
control economically significant risks for the group through influenc-
ing continuity of supply and resistance to price volatility, and the group
measures its performance in managing these risks.

If Company B were compensated through a fee based on its costs plus
a mark-up benchmarked by comparison with independent companies,
there might be concerns about the reliability of the comparison, and
particularly whether the potentially comparable independent companies
take responsibility for the sourcing of core, business critical items for their
clients. The outcome of a cost based method may understate the value
created by Company B as measured by the MNE. On the facts presented,
it is more likely that a method which takes into account the contribu-
tion to value by Company B would be appropriate. Commission rates in
third-party arrangements may be available, with the result that the CUP
Method can reliably be applied. Indicative commission rates under the
CUP Method may be corroborated using an approach which shares ben-
efits based on management’s commercial measurements of savings.
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Annex 1: Example List of Low Value-Adding Services

Example: List of Low Value-adding Services Developed by the EC

The following list of potential low value-adding intragroup services is based
on Annex I of the European Commission’s, Guidelines.>® For further infor-
mation on low value-adding services see section 5.5.2.

»  Information technology services:

>

>

>
>

Building, development and management of the informa-
tion system;

Study, development, installation and periodic/extraordinary
maintenance of software;

Study, development, installation and periodic/extraordinary
maintenance of hardware;

Supply and transmission of data; and

Back-up services.

»  Human resource services:

>

v VvV VY

vV VY Y

Legislative, contractual, administrative, social security and
fiscal activities connected to the ordinary and extraordinary
management of personnel;

Selection and hiring of personnel;
Assistance in defining career paths;

Assistance in defining compensations and benefit schemes
(including stock option plans);

Definition of personnel evaluation processes;
Training of personnel;
Supply of staft for limited period; and

Coordination of the sharing of personnel on a temporary or
permanent basis; and management of redundancies.

»  Marketing services:

>

>
>

Study, development and coordination of the marketing
activities;
Study, development and coordination of the sale promotions;

Study, development and coordination of the advertising
campaigns;

56 EC (2011). Guidelines on low value adding intra-group services. Brussels:
EC. Available from https://ec.europa.eu/taxation_customs/system/files/2016-
09/c_2011_16_en.pdf.
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Market research;
Development and management of Internet websites; and

Publication of magazines handed out to clients of the subsidi-
ary (even if concerning the whole group).

Legal services:

>

vV VY VYY

>
>
>

Assistance in the drafting and reviewing of contracts and
agreements;

Ongoing legal consultation;

Drafting and commissioning legal and tax opinions;
Assistance in the fulfilment of legislative obligations;
Assistance in the judicial litigation;

Centralized management of relationship with insurance com-
panies and brokers;

Tax advice;
Transfer pricing studies; and

Protection of intangible property.

Accounting and administration services:

>

>

>

Assistance in the preparation of the budget and operating
plans; keeping of the mandatory books and accounts;

Assistance in the preparation of periodical financial state-
ments, annual and extraordinary balance sheets or state-
ments of account (different from the consolidated financial
statement);

Assistance in compliance with fiscal obligations, such as
filing tax returns, computing, and paying taxes etc.; data
processing; and

Audit of the account of the subsidiary; and management of
the invoicing process.

Technical services, for example:

>

>

Assistance regarding plant, machinery, equipment, pro-
cesses etc.;

Planning and executing ordinary and extraordinary mainte-
nance activities on premises and plant;

Planning and executing ordinary and extraordinary restruc-
turing activities on premises and plant;
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v Vv

>
>

Transfer of technical know-how;
Providing guidelines for the products’ innovation;

Production planning to minimize excess capacity and meet
demand efficiently;

Assistance in planning and implementing capital
expenditure;

Efficiency monitoring; and

Engineering services.

»  Quality control services:

>

>
>

Providing quality policies and standards of the production
and provision of services;

Assistance in obtaining quality certifications; and

Development and implementation of client satisfaction
programmes.

»  Other services:

>

vVVVY VY VY VY VY YVYYVYY

Strategy and business development services in case there is a
connection with an existing (or to be established) subsidiary;

Corporate security;

Research and development;

Real estate and facility management;

Logistic services;

Inventory management;

Advice on transport and distribution strategy;
Warehousing services;

Purchasing services and sourcing raw materials;
Cost reduction management; and

Packaging services.
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6 Transfer Pricing Considerations for Intangibles

6.1 Introduction

6.1.1 Intangibles affect nearly every aspect of economic activity in the
twenty-first century. Intangibles have become a major source of sustainable
competitive advantage for many firms. The importance of intangibles in the
economy has been growing for decades in a number of sectors. The infor-
mation and communication technology (ICT) revolution has made some
technologies cheaper and more powerful, enabling improvement of busi-
ness processes and boosting innovation across virtually all sectors of the
economy. This technological evolution has made intangibles increasingly
important profit drivers in many individual businesses. It is therefore neces-
sary to give careful consideration to intangibles when conducting a transfer
pricing analysis.

6.1.2 Transfer pricing issues can arise in a number of different ways when
MNEs develop, acquire, exploit or transfer intangibles. Various entities
within an MNE may participate in the development of intangibles through
functions like research, development and marketing, providing funding
for acquisition and development of intangibles. When one member of the
MNE performs functions which contribute to the development of or enhance
the value of intangibles belonging to another MNE member, it should be
compensated on an arm’s length basis for those functions.

6.1.3 Various entities in an MNE group may exploit intangibles in a wide
range of business activities. The rights to the intangibles thus exploited may
belong to the entity exploiting the intangible or may have been made availa-
ble to it by other members of the MNE. When one entity in the group makes
an intangible available to another member of the MNE by transfer, license
or otherwise, the entity making the intangible available to another MNE
member should be compensated on an arm’s length basis for making the
intangible available.

6.1.4 The value of products or services sold or otherwise made available by
one member of an MNE to another member of the MNE may be enhanced
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by intangibles owned or utilized by the entity providing the product or
service. In this situation the party providing the product or service should
be compensated for the value of the product or service on an arm’s length
basis, including being compensated for the value attributable to the intangi-
bles utilized in providing the product or service.

6.1.5 Transfer pricing issues relating to intangibles should be resolved
using the fundamental transfer pricing principles contained in Chapters 2, 3
and 4 of this Manual. However intangibles may be unique, may be difficult to
value and may be critical to the successful operation of the MNE’s business.
Transfer pricing issues related to intangibles can therefore be very challeng-
ing for both tax administrations and taxpayers in developed and developing
countries. This Chapter supplements the general principles contained in
earlier Chapters to provide special practical guidance on transfer pricing
matters related to intangibles.

6.1.6 In carrying out a transfer pricing analysis involving intangibles
it is necessary to consider: (i) the identification of the specific intangibles
involved, (ii) the ownership of intangibles within the MNE, (iii) the value of
the identified intangibles, (iv) how the intangibles contribute to the creation
of value by the MNE, and (v) the identity of the members of the MNE that
contribute to intangible value and how they should be rewarded. This frame-
work for analyzing transfer pricing issues related to intangibles is discussed
in the following sections.

6.2 Identifying Intangibles

6.2.1 Definition of Intangibles

6.2.1.1 Article 9 of the UN Model Tax Convention is concerned with the
conditions of transactions between associated enterprises, not with assigning
labels to such transactions. The key consideration is whether a transaction
conveys economic value from one associated enterprise to another, and
whether that benefit derives from tangible property, intangibles, services or
other activities. As is the case with other transfer pricing matters, the analy-
sis of cases involving the use or transfer of intangibles should begin with
a thorough identification of the commercial and financial relations entered
into by the associated enterprises and the economically relevant character-
istics attached to those relations. Such an approach is pursued in order to
accurately delineate the actual transaction involving the use or transfer of
intangibles. However, whether a particular item falls within the definition of
intangibles or not will have little consequence for the analysis, since the prin-
ciples in Chapters 2, 3 and 4 will apply in any event. The following definition
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is provided primarily to aid in discussion rather than to create a substantive
difference between cases involving intangibles and those that do not.

6.2.1.2 Difliculties can arise in a transfer pricing analysis from definitions
of the term “intangible” that are either too narrow or too broad. Where an
overly narrow definition of the term “intangible” is applied, either taxpay-
ers or governments may argue, incorrectly, that certain items fall outside
the definition. The contention would be that such assets may therefore be
transferred or used without separate compensation, even though such use
or transfer would give rise to compensation in transactions between inde-
pendent enterprises. If too broad a definition is applied, either taxpayers or
governments may argue, again incorrectly, that the use or transfer of an item
in transactions between associated enterprises should require compensation
in circumstances where no such compensation would be provided in trans-
actions between independent enterprises.

6.2.1.3 For the purposes of this Chapter the term “intangible” encompasses
something which is neither a physical nor a financial asset, which is capable
of being owned or controlled for commercial purposes, whose use or transfer
would be compensated had it occurred between independent enterprises in
comparable circumstances.”” Whether something is recognized as an intan-
gible for legal or accounting purposes is an informative starting point but
not determinative. It is not the case that all valuable intangibles are legally
protected, registered or recognized for accounting purposes.

6.2.1.4 It is recognized that some countries use a different definition in
their domestic law. However, irrespective of whether an item is character-
ized as an intangible under domestic law, the transfer pricing analysis will
be based on the definition above. Of course, other elements may need to be
taken into account if they would affect pricing between unrelated parties. See
for example the items discussed in section 6.2.5 below.

6.2.2 Classification of Intangibles

6.2.2.1 Notwithstandingtheabove, labels, such asthose described in section
6.2.2.3, are applied to certain intangibles in some countries; this treatment
often applies to intangibles with legal status. While such categorization may
be helpful in identifying intangibles as a starting point of the analysis, the
approach contained in this Chapter for determining arm’s length prices in

57This definition is the same as the one in the G20/OECD Reports on BEPS
Actions 8 to 10 released in October 2015, and now incorporated into the OECD
Transfer Pricing Guidelines. See para. 6.6.
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cases involving intangibles does not rely on any categorization. As a result,
no attempt is made to delineate with precision various classes or categories of
intangibles or to prescribe outcomes that turn on such categories. The cate-
gories of intangibles described below are ones often considered in transfer
pricing analyses involving intangibles. They are illustrative and not intended
to be comprehensive.

6.2.2.2 From a transfer pricing standpoint, it should be emphasized that
generic references to the categorization as outlined below do not relieve
either taxpayers or tax administrations from carrying out a thorough trans-
fer pricing analysis. The analysis should identify intangibles as accurately
as possible, taking into account the risks actually assumed and controlled,
associated with the functions performed and assets employed. Similarly, the
arm’s length principle applies in the same way, irrespective of the type of
intangibles at stake.

6.2.2.3 A common distinction is made between legally registered and
unregistered intangibles. One category of intangibles includes intellectual
property such as patents and trademarks, which can be registered. Other
types of intangibles, such as copyrights or legal rights (including licenses)
covering the utilization of patents, literary works, databases, trade secrets or
designs can be legally or contractually protected even if not registered. These
types of intangibles can be expressly registered, contractually acknowledged
or legally protected, depending on the applicable national laws and treaties.

6.2.2.4 Asindicated above, it is not the case that all valuable intangibles are
legally protected and/or registered. Know-how and trade secrets are propri-
etary information or knowledge that assist or improve a commercial activity,
but that an enterprise may—for a variety of business reasons — choose not
to register. Such know-how may nonetheless contribute substantially to the
success of the enterprise and be of significance in some situations for trans-
fer pricing purposes.

6.2.2.5 Notwithstanding the fact that the availability and extent of contrac-
tual forms of protection may affect the value of an asset such as an intangible
(and the returns attributable to it), the existence of any such contractual
protection is not a necessary condition for an item to be characterized as an
intangible for transfer pricing purposes.

6.2.2.6 Conceptually, intangibles can cover a wide spectrum encompassing
legally defined items such as patents and trademarks up to broader categories
such as best practices, internal procedures, human capital, non-contractual
relations to customers or suppliers and network effects. The latter categories
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of items are not necessarily legally defined but may, taking into account
particular facts and circumstances, convey value that would be compensated
between parties at arm’s length, and, as such, should be considered as a rele-
vant economic characteristic in any comparability analysis involving the use
or transfer of intangibles.

6.2.2.7 In considering transfer pricing matters certain intangibles may
sometimes be referred to as either (i) trade intangibles or (ii) marketing
intangibles.

6.2.3 Trade Intangibles

6.2.3.1 Trade intangibles may be created through testing and research and
development (R&D) activities. The developer may try to recover the expendi-
tures on these activities and obtain a return thereon through manufacturing
and selling products, service contracts, or licensing out.

6.2.4 Marketing Intangibles

6.2.4.1 Marketing intangibles may be created by marketing activities, can
aid in the commercial exploitation of a product or service, and/or may have
an important promotional value for the product concerned. Depending on
the facts and circumstances of the case, marketing intangibles may include,
e.g. trademarks, trade names, customer lists and customer relationships as
well as proprietary market and customer data that is deployed in marketing
activities and in selling goods or services to customers.

6.2.4.2 'There can be a combination of central and local marketing activi-
ties carried out in MNEs. In some cases the local marketing team performs
marketing activities which are comparable to the activities of comparable
uncontrolled distributors. In other cases, the local marketing team carries
out broader marketing activities than the ones of uncontrolled distributors,
e.g. it may autonomously develop marketing campaigns or customize the
commercial offering beyond the guidelines set centrally and, accordingly, the
local marketing team may incur significantly greater expenses than compa-
rable uncontrolled distributors. In the latter case, the local marketing team
may succeed in developing a marketing intangible.

6.2.4.3 A separate concept is whether a particular intangible will be
regarded as “unique and valuable”. For transfer pricing purposes, a “unique
and valuable intangible” is an intangible which is not present in otherwise
comparable uncontrolled transactions (unique); and leads to significant
expected premium value in business operations (valuable).
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6.2.44 When looking at local marketing activities undertaken by a distrib-
utor, it should be determined:

>

>

Whether or not the marketing activities of Distributor X create a
separate intangible distinct from the foreign-owned brand, and

Irrespective of the answer to the first question, whether or not
the marketing activities of Distributor X that are in excess of
those of comparable uncontrolled distributors should attract a
return greater than those comparables. See section 6.2.4.2 above.

6.2.4.5 Depending on the facts and circumstances of the case, the broader
marketing activities of the distributor may give rise to differing outcomes:

a)

b)

9|

d)

The activities may lead to the creation of a local marketing
intangible but not attract a return greater than the return of
otherwise comparable uncontrolled distributors, for instance
if the resulting intangible is not unique, despite the expenses
incurred being greater than those of comparable uncontrolled
distributors;

The activities may lead to the creation of a local marketing
intangible (distinct from the foreign-owned brand) and attract a
return greater than that of otherwise comparable uncontrolled
distributors, for instance if the resulting intangible is unique
and valuable;

The activities may not lead to the creation of a local marketing
intangible and not attract a return greater than the return of
otherwise comparable uncontrolled distributors, for instance
if the additional value created is captured by the distributor
through anticipated increased sales volumes; or

The activities may not lead to the creation of a local marketing
intangible but attract a return greater than the return of other-
wise comparable uncontrolled distributors, for instance if the
distributor’s marketing activities are a valuable contribution to
the foreign-owned brand.

6.2.4.6 Example 1: Distributor X distributes branded products. The relevant
brand is owned by a foreign affiliated enterprise. Assume that Distributor X
has an innovative marketing team whose activities go beyond the implemen-
tation of the guidelines set by the brand owner. Distributor X successfully
develops customized campaigns for the local market in which Distributor
X operates. As a consequence, Distributor X is very successful in its market
and its marketing expenses are significantly greater than the marketing
expenses of otherwise comparable uncontrolled distributors. Assume that
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the incremental marketing expenses are not reimbursed by the foreign brand
owner. In this case, the determination will likely be either outcome (b) or (d)
of the list at 6.2.4.5 above, i.e. Distributor X would attract a return greater
than the return of otherwise comparable uncontrolled distributors.

6.2.4.7 Example 2: Distributor Y distributes branded products. The rele-
vant brand is owned by a foreign affiliated enterprise. Assume that the
foreign brand owner runs a comprehensive global marketing team and that
Distributor Y solely implements locally the marketing campaigns which
are designed by the foreign brand owner. Furthermore, the foreign brand
owner reimburses Distributor Y for incremental marketing expenses (if any)
incurred above the expenses of comparable uncontrolled distributors. In this
case the determination will likely be either be outcome (a) or (c) of the list at
section 6.2.4.5, i.e. Distributor Y would not attract a return greater than the
return of otherwise comparable uncontrolled distributors.

6.2.5 Other Aspects of Identifying Intangibles

Market Features

6.2.5.1 The specific characteristics of a given market may affect the
arm’s length conditions of a transaction between associated enterprises in
that specific market. In conducting a transfer pricing analysis taking into
account the specific market features in which one or more of the associated
enterprises is operating, one should distinguish between the local market
characteristics, which are not intangibles, and other features—such as
contractual rights granting exclusivity in marketing certain products or
government licenses—which meet the definition of intangibles relevant for
transfer pricing purposes. While some of the economic circumstances exist-
ing in a market (e.g. cost of labour) may give rise to location savings, others
may trigger the need to focus on comparability issues not directly associated
with location savings. See 3.4.5.15 to 3.4.5.17.

Goodwill

6.2.5.2 'The manner in which an intangible comes into existence from an
accounting standpoint is not relevant to the determination of whether the
item is an intangible for transfer pricing purposes. In this respect, goodwill is
often a significant issue in discussions of the transfer pricing aspects of intan-
gibles in the course of a business restructuring relates.

6.2.5.3 Depending on the context, the terms “goodwill” and “ongoing
concern value” can be used to refer to a number of different concepts:
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»  Insome accounting and business valuation contexts, goodwill
reflects the difference between the aggregate value of an operat-
ing business and the sum of the values of all separately iden-
tifiable tangible and intangible assets (see example in section
6.2.5.11 below);

»  Alternatively, goodwill is sometimes described as a represen-
tation of the future economic benefits associated with busi-
ness assets that are not individually identified and separately
recognized;

»  Instill other contexts goodwill is referred to as the expectation
of future trade from existing customers;

»  The term ongoing concern value is sometimes referred to as the
additional value that attaches to property by reason of its exist-
ence as an integral part of an ongoing business activity;

» Itisalso sometimes described as the value attributable to the
ability of a trade or business (or a part of a trade or business) to
continue functioning, or generating income without interrup-
tion, notwithstanding a change in ownership, aside from any
intangibles; and

»  Itisalso sometimes referred to as the value of the assembled
assets of an operating business over and above the sum of the
separate values of the individual assets.

6.2.5.4 It is generally recognized that goodwill and ongoing concern value
cannot be segregated or transferred separately from other business assets.

6.2.5.5 Itis notnecessary for purposes of this Chapter to establish a precise
definition of goodwill or ongoing concern value for transfer pricing purposes
or to define when goodwill or ongoing concern value may or may not consti-
tute an intangible. It is important to recognize, however, that an important
and monetarily significant part of the compensation paid between independ-
ent enterprises when some or all of the assets of an operating business are
transferred may represent compensation for something referred to by one or
another of the alternative descriptions of goodwill or ongoing concern value.

6.2.5.6 When similar transactions occur between associated enterprises,
such value should be taken into account in determining an arm’s length price
for the transactions. The absence of a single precise definition of goodwill
makes it essential for taxpayers and tax administrations to describe specifi-
cally relevant intangibles in connection with a transfer pricing analysis, and
to consider whether independent enterprises would provide compensation
for such intangibles in comparable circumstances.
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6.2.5.7 When the reputational value, sometimes referred to as goodwill, is
transferred to or shared with an associated enterprise in connection with a
transfer or licence of a trademark or other intangible, that reputational value
should be taken into account in determining appropriate compensation.

6.2.5.8 If features of a business such as a reputation for producing high
quality products or providing high quality services allow that business to
charge higher prices for goods or services than an entity lacking such repu-
tation, and such features might be characterized as goodwill or ongoing
concern under one or another definition of such terms, such features should
be taken into account in establishing arm’s length prices for sales of goods
or the provision of services between associated enterprises whether or not
they are characterized as goodwill. In other words, all contributions of value
should be compensated at arm’s length irrespective of how they are labelled.

Purchase Price Allocation

6.2.5.9 When a multinational enterprise acquires a company, group of
companies or business it may prepare a Purchase Price Allocation for finan-
cial accounting purposes (commonly referred to as a “PPA”). Such PPA
typically provides a financial valuation of identified underlying tangible and
intangible assets. In the event where one or more of the intangibles are further
transferred after the acquisition, for instance as part of a business restructur-
ing, the question arises as to the extent to which the PPA will provide a useful
basis for valuation of the further transferred intangible(s).

6.2.5.10 Goodwill under a PPA for financial accounting purposes is mechan-
ically defined as the difference between the purchase price (typically of a
company or a business) and the valuation of identified underlying tangible
and intangible assets. While the PPA can be a useful starting point to identify
intangibles and their value, it is worth noting that any mis-valuation of any of
the identified underlying tangible and intangible assets (due, for example, to
unaccounted synergies, other unaccounted sources of value or measurement
errors) mechanically affects goodwill valuation as illustrated below.

6.2.5.11 Example: Illustration of Purchase Price Allocation

Assume Company A is acquired by Company B for a price of 1,000. In
its PPA for consolidated financial accounts’ purposes, Company B allo-
cates to underlying tangible and intangible assets the purchase price it
paid for Company A. In doing this, valuations are made for identified
assets of Company A. Goodwill will be recognized for the residual value
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as follows:

Tangible assets: 100
Sum of Patents 1, 2 and 3 (valued separately): 150
Trademark: 250
Unallocated “goodwill” 500
Total purchase price allocated: 1000

Assume that in the post-acquisition context the patents will be exploited
as a bundle in order to derive synergetic benefits. Assume that while the
sum of the individual values of Patents 1, 2 and 3 is 150, their value, if
sold as a bundle, would be 250, because of incremental value that can be
derived from the interrelated use of the patents.

In such a case, if the transaction analyzed is the sale of Patents 1, 2 and
3 as a bundle, part of the PPA measure of goodwill value should be allo-
cated to the value of the bundle. The result would be the following:

Tangible assets: 100
Patents 1, 2 and 3 (valued as a bundle): 250
Trademark: 250
Unallocated “goodwill” 400
Total purchase price allocated: 1000

6.2.5.12 Example: MineCo Transfer of Goodwill with Drilling Licenses

Assume MineCo owns a government license to carry out oil drilling
activity in Ruritania as well as another government license for the exploi-
tation of the oil rig network existing within the country. The oil drilling
license has a stand-alone market value of 70. and the oil rig license has a
stand-alone market value of 30. MineCo does not own any other assets.

ExtraCo, an independent competitor of MineCo, acquires 100 per cent
of the equity interest in the latter company for a price of 150. In its PPA
prepared in connection with the acquisition, ExtraCo attributes 70 to the
license associated with the drilling activity, 30 to the oil rig license and the
remaining amount of 50 to goodwill arising because of the existence of
synergies created between the drilling and oil rig licenses taken together.

As an immediate follow-up of the acquisition, MineCo transfers both
the above licenses to Extral, a subsidiary of ExtraCo. In carrying out a
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transfer pricing analysis related to determining the arm’s length consid-
eration to be paid by Extral with respect to the transaction taking place
with MineCo, the taxpayer values the combined transaction at 100, the
sum of the market values of the two licenses considered separately.

In this case, in calculating the arm’s length consideration the purported
goodwill associated with the bundled transfer of licenses by MineCo
should be taken into account, as a party at arm’s length would be willing
to pay more than 100 for combined assets that have a value of 150.

Group Synergies

6.2.5.13 Because of the existence of an MNE, the associated enterprises
comprising such MNEs may benefit from interactions or synergies among
MNE members which are not generally available to independent enter-
prises. Examples include streamlined management, elimination of costly
duplication of effort, economies of scale, integrated systems, purchasing
or borrowing power. This type of synergy does not constitute an intangi-
ble because it is not capable of being owned or controlled by an enterprise in
accordance with the definition in 6.2.1.3. However, group synergies can have
an effect on the determination of arm’s length prices and other conditions for
controlled transactions. Section 2.5.5 provides guidance on the transfer pric-
ing treatment of group synergies.

Workforce in Place

6.2.5.14 Another important aspect to be taken into account in a transfer
pricing analysis can be the existence of a qualified and skilled workforce.

6.2.5.15 Generally, the existence of the workforce does not need to be remu-
nerated separately for transfer pricing purposes. This is because the value
provided by a workforce is typically reflected in the arm’s length consideration
to be paid for the goods produced or the services performed by the workforce.
By contrast, rights under contracts — which may include the use of a workforce
in place — could constitute an intangible within the meaning of section 6.2.1.3.

6.2.5.16 Another situation concerns the transfer of an assembled workforce,
e.g. in the context of a business restructuring. Such a transfer may be justified
for a variety of reasons, such as the possibility for the transferee of not hiring
and training a new workforce. On the other hand, the transfer of an assem-
bled workforce may trigger some liabilities in the hands of the transferee in
the event some contracts have to be terminated as part of the implementation
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of the business restructuring plan. In such a case, the most appropriate trans-
ter pricing method to be selected as well as the calculation of any potential
indemnity has to take such elements into account.

6.2.5.17 From a transfer pricing standpoint, it is important to distinguish
between the transfer of an assembled workforce in the context of a business
restructuring and the mere secondment of employees, which is common in
any MNE. As a general rule, it is very rare that a transfer of individual employ-
ees between members of an MNE should be compensated beyond the mere
reimbursement of the employment and other associated costs, or the remu-
neration required for the services carried out by the seconded employees.

6.2.5.18 'The use or transfer of part or all of a workforce does not, in itself,
constitute the transfer of intangibles. However, it can also be the case that the
transfer of certain employees is accompanied by the transfer of intangibles
such as know-how from one associated enterprise to another.

6.2.5.19 Example: Pricing Algorithm

Assume that several employees of Company G have developed over the
years a specific algorithm to accurately price derivative instruments. The
algorithm is owned by Company G since it was developed by the indi-
viduals in their capacity as employees of Company G. Assume that the
employees are seconded by Company G to the associated Company M.
The secondment of the personnel from Company G to Company M does
not constitute a transfer of an intangible.

Assume now that, as part of their secondment, the seconded employees,
with the authorization of Company G, make the algorithm available to
Company M to assist and use in its commercial operations. This may
result in an intangible, i.e. the algorithm, being put at the disposal of
Company M by Company G, for which arm’s length consideration may
need to be paid by Company M to Company G.

6.3 Ownership of Intangibles and Transactions Involving
Intangibles

6.3.1 Analytical Framework for the Use or Transfer of
Intangibles

6.3.1.1 Applying the arm’s length principle to transactions involving the
use or transfer of intangibles is not fundamentally different from applying it
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to transactions involving tangible assets or services. Indeed, the arm’s length
principle requires in both instances the performance of a thorough compa-
rability analysis, with a specific focus on the identification of the entities
performing functions, employing or contributing assets (including funding),
and assuming risks.

6.3.1.2 On the basis of the above, the guidance on the transfer pricing
aspects of intangibles should be placed within the wider context of under-
standing the accurately delineated transaction including identifying, within
the value chain, how associated enterprises make contributions in the form
of functions performed, assets employed and risks assumed.

6.3.1.3 'The framework for analyzing transactions involving the use or
transfer of intangibles between associated enterprises requires undertaking
the following steps:

6.3.1.4 Fact finding relating to the intangible:

»  Identify the specific intangibles involved in the transaction
between associated enterprises (see section 6.2 above);

»  Identify the legal ownership of intangibles based on registra-
tions, contracts and other relevant documents; (see section 6.3.2
below); and

»  Identify specific contributions made with respect to DAEMPE
(development or acquisition, enhancement, maintenance, protec-
tion and exploitation) of the intangibles involved (see sections
6.3.3 and 6.3.4 below).

6.3.1.5 Fact finding relating to a transaction involving the use or transfer of
intangibles:

»  Identify other contractual terms associated with the transac-
tions (if any), including terms of payment and terms of use of the
intangible being transferred or used; and

»  Identify the associated enterprises performing functions, using
assets and contractually assuming risks in the transactions
involving intangibles. The guidance in Chapters 3 and 4 should
be applied.

6.3.1.6 Assess consistency with the arm’s length principle of the remuner-
ation of the transaction involving the use or transfer of intangibles between
associated enterprises:

»  Assess the consistency between the terms of the relevant
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contractual arrangements and the actual conduct of the par-
ties: i.e. determine whether the conduct of the parties is aligned
with the contractual assumption of the economically significant
risks in relation to the intangible, including whether they actu-
ally control and have the financial capacity to assume the risks;
See 3.4.3;

»  Based on the above, delineate the actual transaction between
the associated enterprises involving the use or transfer of intan-
gibles; and

»  Determine arm’s length prices for the above-mentioned transac-
tions consistent with each respective party’s contribution to the
economic value generated from the intangible (unless in the
exceptional circumstances described in Chapter 3, section 3.3.2.2
apply, such as, where the arrangements viewed in their totality
are not commercially rational).

6.3.1.7 Itisimportant to note that in the vast majority of cases involving an
intragroup transfer of intangibles, an arm’s length result will be achieved by
pricing the accurately delineated transaction.

6.3.1.8 However, in some exceptional circumstances, the tax authorities may
potentially recharacterize the transaction according to its actual economic
features. For a more detailed discussion on this issue, see section 3.3.2.

6.3.1.9 From a tax administration’s standpoint there are clearly risks in
recharacterizing transactions in the context of intangibles. This solution
indeed may create an increased risk of double taxation, with no realistic pros-
pect of cross-border relief in the event countries do not agree on a common
set of principles. This could make the costs of doing business in the country
sufficiently high to discourage cross-border trade and investment, with nega-
tive effects on development. As already stated in other parts of this Manual,
while it is for each country to determine its own tax system, the desire to
avoid double taxation has been an important factor in the very broad accept-
ance of the arm’s length principle internationally.

6.3.2 Legal Ownership and Contractual Terms

6.3.2.1 Legal rights associated with an intangible provide a starting point
for the analysis. These may be found in registrations, contracts or other
communications between the parties, which may establish the legal owner
of the intangible and describe the roles, responsibilities, and rights associ-
ated with parties to the transaction involving the intangible. Contractual
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payment terms (for example, licensing terms) may establish how receipts
and expenses of the MNE are allocated, and the form and amount of
payments. These contractual terms may indicate, for example, the party or
parties entitled to unanticipated gains or losses from the exploitation of the
intangible.

6.3.2.2 In the case of a licensed intangible there are two different intangi-
bles, each having a different owner: the licensed intangible on the one hand,
and the license rights held by the licensee on the other hand. The fact that
an intangible is being licensed does not affect its legal ownership, but rather
creates a separate right of use for the licensee.

6.3.2.3 'The legal owner(s) will be considered to be the sole owner(s) of the
intangible for transfer pricing purposes. If no legal owner is identified, then
the member of the group that controls decisions concerning exploitation of
the intangible and that has the practical capacity to restrict others will be
considered the legal owner.

6.3.2.4 Legal ownership, by itself, does not confer any right ultimately to
retain returns associated with intangibles, even though such returns may
initially accrue to the legal owner according to the contractual terms. In
other words, it is not the case that the legal owner of an intangible, purely by
virtue of its ownership, is entitled to the returns associated with the intan-
gible. In effect, it would not be consistent with the arm’s length principle for
the fruits of intangibles to be stripped away from entities which have devel-
oped or significantly contributed to the development of those intangibles by
a mere paper transaction assigning legal ownership elsewhere. Instead, all
contributions must be appropriately remunerated rather than exclusively
remunerating only the legal owner.

6.3.2.5 Several types of returns are associated with an intangible, including
for example: an appropriate return to development functions, an appropriate
return to funding activities, an appropriate return to exploitation func-
tions and an appropriate return to the assumption of risk (this last return
can be positive or negative, depending on whether and to what extent risks
materialize).

6.3.2.6 For instance, assume that the legal owner of an intangible did not
fund its acquisition (whether from a third party or from an associated enter-
prise) or development. Assume further that it does not assume any risk with
respect to that intangible. In addition, assume that it does not perform any
function other than the legal protection of the asset and in particular it does
not perform any function in relation to the enhancement, maintenance,
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and direct or indirect exploitation of the intangible. In such a case the legal
owner should not be entitled to share in any portion of the anticipated (ex
ante) return associated with the development or acquisition, enhancement,
maintenance or commercial exploitation of the intangible, beyond the appro-
priate remuneration for its legal protection function. This is illustrated by the
example below.

6.3.2.7 RCo—R&D funding - Assume RCo is a member of an MNE group
engaged in R&D activities, manufacturing and distribution of high-tech
widgets. RCo funds its R&D activities. When RCo’s R&D activities result in
patentable inventions, all the rights in the patents are assigned to an affiliated
enterprise LCo for no remuneration, which de facto acts as the intellectual
property (IP) company of the group. LCo then grants to RCo a licence for
RCo to use the patents in manufacturing and distribution activities. LCo
does not perform any function in relation to the enhancement and main-
tenance or exploitation of the patents. LCo only employs two lawyers to
perform the patent administration work required to register the intangibles
generated by the ongoing R&D functions performed by RCo.

6.3.2.8 In this example an accurate delineation of the transaction would
show that RCo performs all the relevant value-adding activities associ-
ated with the intangible and assumes all the significant risks. In particular,
depending on the facts and circumstances of the case, one possible solution
could be that the transfer of the legal ownership of the patents to LCo, taken
together with the simultaneous license arrangement with RCo, reflects, in
its true underlying economic determination, a patent administration service
arrangement between RCo and LCo. As a result, RCo should be entitled to
the actual return associated with the commercial exploitation of the asset,
minus an arm’s length remuneration for the legal protection functions
performed by LCo.

6.3.3 The Significance of DAEMPE

6.3.3.1 DAEMPE stands for Development, Acquisition, Enhancement,
Maintenance, Protection and Exploitation of intangibles.

6.3.3.2 While the analysis of intangibles generally follows the same analyt-
ical path as for other types of transactions there are a number of aspects
of intangibles that typically warrant scrutiny within the fact-finding phase.
These relate to:

»  The development of or, alternatively, the acquisition from third
parties of intangibles (i.e. how the intangible came to be owned
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by the MNE group);
The enhancement of intangibles;
The maintenance of intangibles;

The protection of intangibles; and

YV V V VY

The exploitation of intangibles (whether direct exploitation or
indirect exploitation such as licensing out).

6.3.3.3 These areas for analysis are sometimes referred to as “DAEMPE”
contributions. In order to evaluate transactions involving intangibles, it is
important to understand all of these contributions, as some or all of them
might reflect important contributions to value that must be appropriately
remunerated. While DAEMPE activities might seem to be limited to func-
tions, in fact they often reflect contributions of assets and the assumption
of risks as well. For example, a pharmaceutical company might commit to
undertaking R&D in order to develop a potential blockbuster drug. This “D”
reflects, in addition to the development functions (R&D), a commitment to
contribute assets to fund the development and the assumption of potentially
significant risks.

6.3.3.4 It is appropriate to make a technical note on the terms “DAEMPE”
and “DEMPE”. By referring to “DAEMPE” in the UN Manual there is no
intention to diverge from the G20/OECD guidance contained in the Final
Report on BEPS Actions 8-10, but rather to clarify that intangibles can be
acquired by an MNE group either through development activities or by an
acquisition from a third party. See for instance paragraph 6.49 of the OECD
Transfer Pricing Guidelines.

6.3.4 Functions, Assets and Risks Contributing to DAEMPE

6.3.4.1 As discussed in section 6.3.3.2, accurately delineating the transac-
tion between associated enterprises involving the use or transfer of intangibles
requires identifying which associated enterprises contribute to DAEMPE.
Such a process evaluates which entities perform functions, contribute assets
and assume risks in the transactions involving intangibles.

6.3.4.2 The identification of important DAEMPE contributions may have a
significant impact on the selection of the most appropriate transfer pricing
method. The relative importance of contributions with respect to DAEMPE
will vary depending on the industry, the type of intangible, the stage in the
life cycle of the intangible, and the multinational enterprise’s value chain
in relation to that intangible. Important functions can be either directly
performed or outsourced by the legal owner of the intangible.
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6.3.4.3 For example, a fully developed and currently exploitable intangi-
ble purchased from a third party may require no development, maintenance
or enhancement. In this case, key functions in relation to the acquisition of
the intangible are those necessary to select the most appropriate intangible
in the market, to analyze its anticipated benefits, take the decision to take on
the risk-bearing opportunity through purchasing the intangible and manage
the actual conclusion of the acquisition. A key asset would be the funding
required to purchase the intangible.

6.3.4.4 For self-developed intangibles important functions in relation to the
development of the intangible are those necessary to select the most appro-
priate research and development project, to analyze its anticipated benefits,
and take the decision to take on the risk-bearing opportunity through fund-
ing the development activities and the performance of the R&D function. A
key asset would be the funding required to develop the intangible.

6.3.4.5 In respect of both acquired and internally developed intangibles,
the type of return warranted by the provision of funding will depend on the
extent of the functions performed and risk assumed by the funding entity.
See sections 6.3.5 and following for more details.

6.3.4.6 In some cases an acquired intangible may require some further
development before it becomes fully exploitable. In such cases, a combina-
tion of contributions related to the acquisition and the development of the
intangible will be needed.

6.3.4.7 Example: MMD Co.

Assume that MMD Co. is a company engaged in the sports apparel indus-
try in Country Y. It owns a trademark “MMD” for which it designs and
funds global marketing campaigns. The trademark MMD is well known
in the market and attracts a premium return compared to its competitors.
MMD Co. performs R&D activities and designs and manufactures ath-
letic footwear under the trademark “MMD”. The footwear manufactured
by MMD Co. is sold in various markets through a network of third-party
retailers. MMD Co. has an affiliated invoicing entity, SCo. Assume that
SCo does not make any contribution to DAEMPE in relation to the MMD
brand and to the shoe design. SCo solely performs invoicing activities. On
the basis of the fact pattern described above a correct transfer pricing anal-
ysis should imply that SCo has no claim in relation to the return derived
from the exploitation of the intangibles associated with the trademark
“MMD?”, beyond an appropriate remuneration for its invoicing activities.
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6.3.5 Risks

6.3.5.1 A comparability (including functional) analysis would be incom-
plete unless the economically significant risks assumed by each party to the
controlled transaction have been identified to delineate the actual transac-
tion involving the use or transfer of intangibles.

6.3.5.2 The guidance in Chapter 3, in particular the discussion of risk
control and mitigation and of financial capacity to assume risk, applies to
the analysis of intangibles. Risks that may be especially relevant relating to
transactions involving intangibles include:

»  Risks related to the development of the intangible: in order to
decide whether or not to take on this risk, an evaluation needs
to be performed of whether the intangible potentially relates to
commercially viable products, what are the expected costs of the
required development, and the possibility that such development
will be unsuccessful;

> Risks related to technology obsolescence and loss of intangible
value: in order to decide whether or not to take on this risk, an
evaluation needs to be performed of the likelihood that competi-
tors will introduce products or services that would materially
erode the market for products dependent on the intangibles
being analyzed;

»  Risks related to the infringement of intangible rights: in order to
decide whether or not to take on this risk an evaluation needs to
be performed of the likelihood that third parties may success-
fully infringe the rights related to the intangible being developed,
and the likelihood that third parties may successfully claim that
products or services based on intangibles infringe their own
intangible rights, including also an evaluation of the costs from
defending from such claims;

»  Risks associated with product liability which may arise from the
use of the intangible; and

>  Risks associated with the effective exploitation of the intangible,
including uncertainties with respect to the returns to be gener-
ated by the intangible.

6.3.5.3 These risks are often connected to specific DAEMPE activities. The
accurate delineation of the controlled transaction may determine that the
legal owner assumes risks, or that, instead, other members of the group are
assuming risks.
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6.3.5.4 Risk control and mitigation may be performed by various entities
within the group. For example, assume that risk associated with contract
R&D activities performed by Company A for the benefit of Company B are
properly assumed by Company B, which has the capability to determine
the various stage processes together with the performance of the active
decision-making function. The way the risk associated with the research
and development activity assumed by Company B is mitigated may be
subject to general policy-setting elsewhere in the MNE group by Company
C, which sets overall levels of financing tied up in the overall R&D project
across markets to meet strategic objectives. This wider policy-setting activ-
ity cannot be deemed to imply that the R&D risk is allocated to Company C.
Instead, Company B assumes this risk.

6.3.5.5 Consistent with the guidance in Chapter 3, if it is established that
an associated enterprise contractually assuming the risk both controls, and
has the financial capacity to assume, the risk associated with the DAEMPE,
then the contractual allocation of risk is respected. If, on the other hand, it
is established that an associated enterprise contractually assuming the risk
does not control or does not have the financial capacity to assume the risk
associated with the DAEMPE, then the risk should be allocated to the enter-
prise exercising control and having the financial capacity to assume the risk.

6.3.5.6 In this latter case, should multiple associated enterprises be identi-
fied that both exercise control and have the financial capacity to assume the
risk, then the risk should be allocated to the associated enterprise or group
of associated enterprises exercising most control. Other parties perform-
ing control activities should be remunerated based on their contributions
to the creation of intangible value. Such compensation would depend on the
arrangements between the enterprises and the importance of the control
activities performed: it may be appropriate for such a party to share in the
potential upside and downside consequences resulting from the outcome of
the underlying risk. Alternatively, the contribution might be compensated in
a manner that is not contingent on the underlying risk.

6.3.6 Assets

6.3.6.1 According to the arm’s length principle, associated enterprises
contributing assets to the development or acquisition, enhancement, mainte-
nance, protection and exploitation of an intangible should receive appropriate
compensation for doing so. Such assets may include, without limitation,
intangibles generally utilized in research, development or marketing activi-
ties —such as know-how, customer relationships and physical assets, as well
as funding.
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6.3.6.2 Funding and risk taking are integrally related in the sense that
tunding often coincides with the taking of certain risks. For example, a deci-
sion to fund R&D in exchange for rights in the potential benefits of that R&D
involves the risk that the R&D will be unsuccessful and the funding will be
lost. In addition, the larger the amount of the funds provided, the larger the
potential impact of the risk on the provider of the funding.

6.3.6.3 It is important to distinguish between the financial risk that is
linked to the funding provided (such as, for example, the risk associated with
the commitment of capital used to “invest” in a risky intangible development
opportunity) and the operational risks associated with the funded activity
(such as, for example, the risk associated with the successful performance of
the R&D function). Control over a financial risk requires the capability to
make the relevant decisions related to the risk bearing opportunity. These
include decisions related to taking on, laying off, or declining a risk bearing
investment opportunity and the decisions on whether and how to respond to
the risks associated with the investment opportunity.

6.3.7 “Ex ante” and “Ex post” Returns

6.3.7.1 It is important to distinguish between ex ante returns and ex post
returns. Ex ante returns are anticipated or expected returns at the time a
transaction is undertaken. Ex post returns refer to actual returns. There are
two aspects, both of which are particularly applicable to intangibles, which
are relevant to the difference between ex ante returns and ex post returns:
time and risk, as discussed below.

6.3.7.2 Time: there is often a significant time lapse between the point in
time when a transaction relating to an intangible takes place and the point
in time when the actual realization of income from the exploitation of that
intangible occurs. For example, a pharmaceutical company may decide in
year zero to commit significant resources to undertake R&D that it antici-
pates will result in a marketable product in year 10. Intimately related to this
temporal aspect is risk, for example if the R&D is not successful, then the
company might suffer significant losses.

6.3.7.3 Risk: the difference between anticipated (ex ante) and actual (ex
post) returns can arise from the materialization of a variety of risks such as
risk of failure of the R&D, market risk and others. There can be a difference
between what was anticipated and what actually occurred. Who should bear
the consequences of risk materializing and of the difference, if any, between
ex ante returns and ex post returns depends on the extent to which the rele-
vant risk is assumed by the parties. The accurately delineated transaction (for
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example, the contractual terms, assuming they have substance) will deter-
mine which entity or entities assume such risks.

6.3.74 'The notion that all contributions to value must be appropriately
remunerated, as discussed above, is an ex ante concept. An example follows
on Contract R&D.

A multinational enterprise decides to invest in the development of a
new product. The parent company P makes the investment decision and
uses an affiliated enterprise AE which operates an R&D centre to per-
form some R&D activities in relation to this project. The R&D process is
expected to take three years between investment decision and exploita-
tion. The intent of P is to exploit the intangible that will eventually result
from the R&D process by licensing it out to third parties.

The contractual relationship between P and AE is a contract R&D ser-
vices agreement whereby P will remunerate AE for its activities at cost +
x%, whether the R&D is successful or not. P assumes the risk of failure of
the R&D process. Assume that the actual delineation of the transaction
is consistent with the contractual terms.

At the time of the decision to start the R&D activity the anticipated
(ex ante) return is 100, consisting of 60 for AE’s R&D activity, includ-
ing future maintenance of the developed intangible (through the cost
plus service arrangement) and 40 to reward P for the performance of its
DAEMPE functions and assumption of risks, taking into account the
passage of time.

Three years later the actual ex post return is in fact 120, due to the mate-
rialization of an unforeseen market opportunity. The difference between
ex ante and ex post return is 20, attributable to the party that assumed
the market risk, in this case P. Thus, out of the ex post return of 120,
60 will be for the contract R&D activity (through the cost plus service
arrangement) and 60 for the performance of DAEMPE functions by P.

Alternatively, if the ex post return is in fact 50, the difference between ex
ante and ex post return is a negative amount of (50), due to the materiali-
zation of a market risk which was assumed by P. Thus, out of the ex post
return of 50, the contract R&D activity should still receive 60 (through
the cost plus service arrangement) and P will bear a loss of (10).

In both cases, AE’s R&D activity is appropriately remunerated, and its
remuneration is the same on an ex ante and an ex post basis. This is
because it does not bear the consequences (whether positive or negative)
of the market risk which it did not assume.
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6.3.8 Return to Funding and Associated Financial Risk

6.3.8.1 Assume an entity provides funding and has the ability to control its
financial investment risk:

»  On an ex ante basis: this entity is entitled to an appropriate risk-
adjusted anticipated rate of return on its investment.

»  On an ex post basis: the actual return to that entity will depend
on the terms of the accurately delineated transaction:

» One possibility is that the funder receives a share of the dif-
ference between ex ante and ex post returns from the invest-
ment. In this way, this type of investment is equivalent to an
equity investment.

» Another alternative is that the funder receives a predeter-
mined return (which does not depend on the ex post results
from the investment). In this way, this type of investment is
equivalent to a debt investment. In practice it may be a fixed
rate, or a variable rate which depends on the cost of money
but not on the success of the development.

Depending on the terms of the accurately delineated transaction, either type
of investment could be consistent with the arm’s length principle.

6.3.8.2 Onthe other hand an entity that provides funding but does not have
the ability to control the financial investment risk, i.e. acting as a so-called
“cash box” entity, will receive no more than a low risk-free rate of anticipated
return. Consistent with the risk-free nature of this low return, the ex post
return will be equal to its ex ante return.

6.3.8.3 Example: TechCo Joint Development

Assume that TechCo and High-Yield Co. are members of an MNE and
decide to undertake jointly the development of an intangible, which is
anticipated to be highly profitable based on TechCo’s track record and
experienced research and development staff. TechCo will perform,
through its own personnel, all the functions expected to be carried out
by an entity eager to acquire an independent right to exploit the resulting
intangible, including the functions required to exercise control over the
risk it has contractually assumed. Assume that the intangible develop-
ment is expected to take seven years before eventually being successful
for commercial exploitation purposes.

Under the contractual arrangement High-Yield Co. will contribute all
the funding associated with the development of the intangible, which
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is anticipated to be an amount of 100 million per year for seven years.
TechCo makes all the other contributions to the remaining DAEMPE
related to the intangible, whereas High-Yield Co. will control the risk
associated with the funding activities amounting to an overall amount
of 700 million. Once the intangible is developed, High-Yield Co. will
legally own the intangible, which will be licensed to unrelated parties.

Once developed, the intangible is anticipated to result in consolidated
profits of 750 million per year, taking into account the years 8 to 17.

Based on the facts and circumstances of the example, High-Yield Co.
should earn a risk-adjusted rate of anticipated return based on its R&D
funding commitment, which is determined to be 200 million per year
(assume that this is an arm’s length amount equivalent to a 14 per cent
anticipated rate of return). TechCo will earn the profit (or loss) associated
with exercising control over operational risk and performing the other
DAEMPE, and accordingly, be entitled to the remaining anticipated
(ex ante) return, or 550 million per year. Accordingly, in addition to its
funding commitment of 100 million in years 1 through 7, High-Yield
Co. must pay TechCo the present value equivalent of 550 per year (years
8-17) in recognition of the value of TechCo’s DAEMPE contributions.
This example does not address the actual (ex post) returns to TechCo
and High-Yield Co.

6.3.9 Practical Guidance for Fact-finding in Transactions
Involving Intangibles

6.3.9.1 The fact-finding described in section 6.3.1 above is typically
performed through a review of written documents, supplemented with
interviews with relevant personnel. It is suggested that the following
non-compulsory steps are carried out:

»  Step 1: Request written information: the key objective of this
step is to collect as detailed information as possible as to the
transfer pricing policy set at the group level, if existing, as well as
to collect documents related to key projects;

»  Step 2: Review and analyze the documents and information
collected;

»  Step 3: Conduct interviews with relevant personnel. Typical
questions refer to “Who does what in relation to the local entity’s
transactions”, “Who sets project milestones” or “How is bonus

compensation of local personnel attributed”; and
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»  Step 4: Analyze information gathered under Steps 1 to 3 to
determine whether any inconsistency exists between the con-
tractual risk allocation and the actual conduct of the parties
which may potentially impair the accurate delineation of the
underlying economic transaction.

6.4 Comparability

6.4.1 The general guidance in Chapter 3 on comparability applies to trans-
actions involving the use or transfer of intangibles. With respect to the
comparability analysis intangibles often have unique characteristics. In
conducting a comparability analysis, it is therefore important to take these
characteristics into account. The following features may be particularly
important depending on the case at hand:

»  The exclusivity (or non-exclusivity) of the rights to the intangible;

»  The geographic territory in which those rights may be exploited;

»  The extent and duration of legal protection of the intangible and/
or of the rights granted on the intangible;

»  The stage of development of the intangible at the time of the
transaction;

\4

Any rights to (future) enhancement of the intangible;

»  The options realistically available to each of the parties to the
transaction, taking into account the expected future economic
benefits arising from it; and

»  Potential other comparability factors such as local market features,
location savings, assembled workforce and MNE group synergies.

6.5 Selection of the Most Appropriate Transfer Pricing
Method

6.5.1 General

6.5.1.1 The principles set out in Chapter 4 apply to select the most appropri-
ate method in the circumstances of the case where the transaction involves a
controlled transfer of one or a series of intangibles.

6.5.1.2 Inaddition, the selection of the most appropriate method in relation
to an intangible transaction will depend on the type of transaction involved.
For example:

»  Intransactions involving sales of intangibles, a CUP for the
value of the transferred intangible (including the acquisition
price method which is a specific application of the CUP Method)

299



UNITED NATIONS PRACTICAL MANUAL ON TRANSFER PRICING (2021)

or a Discounted Cash Flow approach may be appropriate. See
section 6.5.4 below;

»  In transactions involving rights to use intangibles, a CUP for the
value of the rights to use the intangibles (e.g. value of the licence)
may be appropriate. A one-sided transfer pricing method (CPM,
RPM or TNMM) can be the most appropriate method if a two-
sided functional analysis reveals that one party to the transac-
tion makes all the unique and valuable contributions involved in
the controlled transaction, while the other party does not make
any unique contribution. In such a case the tested party should
be the less complex one; and

»  Intransactions involving the development of intangibles (e.g.
through low risk contract R&D), a cost based approach (whether
cost plus or cost based TNMM) may be appropriate. Specific
considerations apply, however, to arrangements where the risk of
development is shared (including cost sharing or cost contribu-
tion arrangements).

6.5.1.3 A PSM may be the most appropriate method if each party to a
transaction makes unique and valuable contributions, the parties are highly
integrated, or they share significant risks.

6.5.1.4 Supplemental Guidance for applying methods for intangibles are set
out below.

6.5.2 Comparable Uncontrolled Price (CUP) Method:
Acquisition Price Method in the Case of Transactions
Involving Sales of Intangibles

6.5.2.1 With regard to the application of the CUP Method, sometimes the
intangibles transferred between associated enterprises were part of a recent
acquisition by the MNE group from a third party. For instance, an MNE
group acquires a company which owns intangibles. Further to the acquisi-
tion, a decision is made to transfer the intangibles owned by the acquired
company to another entity that is a member of the MNE group, in order to
integrate them with other group intangibles. In such a situation, the consid-
eration, i.e. the price paid for the acquisition of the company from third
parties, may represent a useful starting point for determining the arm’s
length price for the controlled transaction consisting of the transfer of intan-
gibles from the acquired company to another group member under the CUP
Method. This type of CUP Method is sometimes referred to as an acquisi-
tion price method.
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6.5.2.2 Forinstance, assume PenCo acquires for a price of 100 a 100% equity
participation in independent enterprise “Z”. Z has a large R&D department
developing cutting-edge technology devices but has recorded minimal sales
so far. The price of 100 paid by PenCo reflects the value of the technolo-
gies developed by Z as well as the capabilities of the latter’s personnel to
develop further new technologies in the future. Assume that there are no
other sources of value contributing to this price of 100 and that the value of
Z’s tangible assets is negligible.

6.5.2.3 Immediately following the acquisition, Z transfers all its rights in
the developed and partially developed technologies, including patents, trade
secrets and technical know-how, to “Y”, a subsidiary of PenCo. Y enters
simultaneously into a contract R&D agreement with Z, whereby Z’s work-
force will continue to work solely on the development of the transferred
technologies and on the development of new technologies on behalf of
Company Y. The agreement provides that Company Z will be remunerated
for its R&D services on a cost plus basis, and that all the rights to intangibles
developed or enhanced under the R&D agreement will belong to Company Y.
Company Y will fund all future research activities and will assume the finan-
cial risk that some or all the future research will not lead to the development
of successful commercial products.

6.5.2.4 As regards the transfer pricing consequences of such a restructur-
ing, with a specific focus on the arm’s length price to be paid by Company
Y for the intangibles transferred by Company Z, as well as for the price to
be paid for the ongoing R&D services to be provided by Company Z, it is
important to identify with specificity the intangibles transferred to Company
Y and those retained by Company Z. The valuation done for purchase price
allocation purposes, although important for starting the analysis, is not
determinative for transfer pricing purposes.

6.5.2.5 In particular, given the above assumption that the price of 100 paid
by PenCo represents the value of the technologies developed by Z, as well as
the capabilities of the latter’s personnel to develop further new technologies
in the future, such price should be reflected in the sum of:

»  The value of intangible assets transferred to Y; and

»  The value of the intangible assets and workforce retained by
Company Z.

6.5.2.6 Under the arm’s length principle and depending on the facts and
circumstances, the CUP Method may be used to determine the remuneration
of Company Z paid by Company Y for:
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»  The transferred intangibles; and

»  The present value of the remuneration paid for the R&D services
rendered by Company Z.

6.5.3 Cost-based Methods to Value Transfers of Intangibles

6.5.3.1 The use of transfer pricing methods seeking to estimate the value of
intangibles based on their cost of development is generally discouraged, as
the cost of developing intangibles is seldom a reflection of their value once
developed. Accordingly, the use of transfer pricing methods based on their
cost of development should generally be avoided. With that being said, where
the acquirer has the available option to produce the intangible itself or to
have it produced for its own purposes, instead of acquiring it, an intangible
valuation based on the estimated cost of reproducing or replacing the intan-
gible (including the value of the time needed to re-develop the intangible
rather than acquiring it) may be used.

6.5.4 Valuation Techniques to Value Transfer of Intangibles
(“Discounted Cash Flow Approach”)

General

6.5.4.1 Where reliable comparable uncontrolled transactions cannot be
identified, it may be possible, under certain circumstances, to use valuation
techniques to help determine the arm’slength price for intangibles transferred
between associated enterprises. In particular, the application of valuation
techniques based on the calculation of the discounted value of projected
future income streams or discounted cash flows (DCF), derived from the
exploitation of the intangible being valued, may be useful. Depending on
the facts and circumstances, valuation techniques may be used by taxpay-
ers and tax administrations as a part of one of the methods described in
Chapter 4 or as a tool that can be usefully applied in identifying an arm’s
length price. It should be noted that the discussion of DCF Methods in this
section is necessarily basic in nature, as a fuller exposition of the theory and
practical application of DCFs is outside the scope of this Manual. Corporate
finance textbooks provide a fairly solid grounding in this area.

6.5.4.2 Some transfers of intangibles involve risks associated with the
uncertainty of future results. For example, an intangible transfer could
involve an early stage patent requiring further development, or a fully devel-
oped intangible whose future profit potential is very uncertain. These types of
intangible transactions by their very nature typically do not have comparable
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uncontrolled transactions to directly inform the arm’s length pricing of the
transactions, and so a less direct method may be required. Under the DCF
approach the value of an intangible is based on the present value of the
anticipated future income or free cash flows attributable to the intangible
property. In order to calculate the present value of the future income or cash
flows the financial projections and the appropriate discounting rate must be
determined.

Circumstances in which a DCF Approach Might be Appropriate

6.5.4.3 Because a DCF is forward looking (as it is based on projected future
income), it is most typically undertaken on an ex ante basis (see 6.5.4.17 for
a discussion of ex ante versus ex post analyses). That is, a DCF calculation is
typically undertaken at the time of the initial intangible transfer, and prior to
the actual realization of income associated with the intangible. Many audits
are undertaken many years after the initial transfer, however it is difficult
to reliably apply a DCF method on an ex post basis. Accordingly, as a start-
ing point it is important to determine if the taxpayer has undertaken at the
time of, or prior to, the intangible transfer, an analysis of the anticipated prof-
itability of the intangible (i.e. financial projections), and an analysis of the
anticipated risks involved. While this type of analysis is not undertaken for
all intangibles, it is more likely that such an analysis may have been under-
taken where the intangible is relatively important (i.e. potentially valuable) to
the multinational and/or is susceptible to reasonably direct financial track-
ing. For example, multinationals often evaluate potential projects to develop
specific intangibles, such as pharmaceutical products from a particular
molecular compound, or “next generation” software. Financial projections
are sometimes used— often for non-tax reasons—in order to gauge the
anticipated profitability of a project to determine its viability. These evalua-
tions could be undertaken at any stage, or in several stages, of development.
This information could be helpful in determining the arm’s length value of
the intangible at the time of the transfer, and accordingly, be useful in deter-
mining the arm’s length price for the transaction.

6.5.4.4 A DCEF analysis may be undertaken by taxpayers or tax administra-
tions at a time subsequent to the intangible transfer in order to inform the
analysis of the value of the intangible at the time of the transfer, but the relia-
bility of this approach may be reduced. This is because, to the extent that the
analysis is undertaken after risks have played out, it is difficult to assess the
perception of those risks at an earlier time, such as the time of the transfer.
See further section 6.5.4.17 below.
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6.5.4.5 Financial projections: Financial projections®® should reflect the
best estimate of the items projected, which may include sales, development
costs, cost of sales and operating expenses. Given that there is typically
uncertainty in possible outcomes, the financial projections may be based
on a probability-weighted average of possible outcomes, as illustrated in the
example in section 6.5.4.7.

6.5.4.6 The length of the period for which income or cash flow is to be
determined depends on the useful life of the intangible. For instance, if the
discounting period is ten years, then the income or cash flow projections
should also be determined for a ten-year period. The useful life of an intangible
is the entire period during which the exploitation of the intangible is antici-
pated to occur. Exploitation of intangibles includes any direct or indirect use
or transfer of the intangible, including use without further development, use in
the further development of the intangible (and any exploitation of the further
developed intangible), and use in the development of other intangibles (and any
exploitation of the other intangibles when they are developed).

6.5.4.7 Assume that a project is undertaken in order to develop a genetically
modified grass for livestock grazing. The project will involve R&D undertaken
for two years. If the R&D is successful, then the intangible will be exploited in
years three through five, after which the intangible is anticipated to be worth
nothing due to anticipated competitive pressures. While the future R&D
expense is fairly certain, the outcome of the R&D is less certain, so the financial
projections for sales are uncertain. Accordingly, the taxpayer prepares three
sets of sales projections associated with an optimistic outcome, an expected
outcome, and a pessimistic outcome. The taxpayer estimates that the expected
outcome is most likely to occur, and that both the optimistic scenario and
the pessimistic scenario are less likely. Accordingly, based on its technical
and business judgment, the taxpayer assigns a 50 per cent probability of sales
achieving the expected outcome, a 25 per cent probability of sales achieving
the optimistic outcome, and a 25 per cent probability of sales achieving the
pessimistic outcome. Assume further that production costs are estimated to be

58 DCF methods are typically based on projections of cash flows. Accrual based
measures of income may not properly reflect the timing of cash flows, which can
create a difference in outcome between an income and cash-flow based approach.
However, the use of income projections rather than cash-flow projections may, in
some cases, yield a more reliable result in a transfer pricing context as a practical
matter. Care must be taken, however, to ensure that either income or cash flow
measures are applied in a consistent manner and in appropriate circumstances. Ref-
erences to cash flow in this document should therefore be read broadly to include
both cash flow and income measures, appropriately applied.
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equal to 40 per cent of sales and operating expenses are estimated to be equal to
20 per cent of sales. The taxpayer determines the most reliable financial projec-
tions by performing a probability-weighted calculation as follows:

Table 6.T.1

Expected Scenario: 50% probability of occurring

Year 1 % 3 4 5
Sales 250 250 250
R&D 100 100

COGS 100 100 100
Operating expenses (SGA) 50 50 50
Operating income (100) (100) 100 100 100
Table 6.T.2

Optimistic Scenario: 25% probability of occurring

Year 1 2 3 4 5
Sales 750 750 750
R&D 100 100

COGS 300 300 300
Operating expenses (SGA) 150 150 150
Operating income (100) (100) 300 300 300
Table 6.T.3

Pessimistic Scenario: 25% probability of occurring

Year 1 2 3 4 5
Sales 0 0 0
R&D 100 100

COGS 0 0 0
Operating expenses (SGA) 0 0 0
Operating income (100) (100) 0 0 0
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Table 6.T.4

Probability-weighted Financial Projections
([Table 1 times 50%)] PLUS [Table 2 times 25%] PLUS [Table 3 times 25%])

Year 1 2 3 4 5

Sales 312 312 312

R&D 100 100

COGS 125 125 125

Operating expenses (SGA) 62 62 62

Operating income (100) (100) 125 125 125
Discount Rate

6.5.4.8 A discount rate is used to convert the projected future year results to
an equivalent present value. The discount rate is intended to compensate for the
time and risk associated with the projected income or cash flows. A discount
rate should be used that most reliably reflects the market-correlated risks of the
projected income or cash flows, providing a measure of the appropriate antici-
pated return to the risk undertaken. For example, if a particular income or cash
flow is projected to occur with complete certainty, the discount rate should
only take into account the time required to receive such income or cash flows.
In this case, a risk-free rate might provide the most reliable discount rate e.g.
long-term government bond rates for the time value of money invested. On the
other hand, if the projected income or cash flows are highly uncertain due to
risk, those risks should be taken into account when determining the applica-
ble discount rate. In such situations, the discounting rate might be calculated
based on a higher rate than the risk-free rate, to adjust for risk premium.

Technical Note: “Ex ante” Versus “Ex post” Financial Projections

“Ex post” financial projections are, of course, not really projections at
all, but the actual financial results. Assume, for example, that the actual
results of the project in the Example above turn out to be what was con-
sidered the optimistic scenario at the outset of the project, reflected in
Table 6.2. From the ex post perspective of year five there is no risk—there
is only the certainty of what actually happened. If these financial results
are used in a DCF model to determine the value of the intangible at the
beginning of the project in year one, there are two potential biases intro-
duced with respect to risk.
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First, using actual financials effectively presumes that they correspond
to anticipated financial projections as of year one with perfect certainty.
That is, using these financials does not capture any of the real uncer-
tainty of the project at its outset. Second, there is the question of what
discount rate should be applied to the financial projections. Should it
be the risk-free rate, reflecting the certainty of the actual outcomes? It
would seem not, as this would certainly exacerbate the risk bias. In short,
since risk is a key element in determining the value of the development
of an intangible, assessment of such risk after the fact is difficult and
inherently subjective, as it is difficult to discount the risk of what actu-
ally happened. As an illustration of this concept, what is the amount
that someone should have paid yesterday for a lottery ticket number that
happens to win $580 million today? The answer is the price of the lot-
tery ticket (e.g. $1). While a person might understandably assess that the
ticket was worth more yesterday (after all, it turned out to be the winning
ticket), this would reflect ex post risk bias.

It is important to note that it is an entirely different question as to
whether the financial projections and assessment of risk undertaken by
a taxpayer are in fact truly reliable, or whether they might reflect oppor-
tunistic use of information asymmetry over the tax authority, such as
through deliberate undervaluation of the financial projections or a delib-
erate overestimate of the anticipated risk. In those narrow situations, it
might be appropriate to use actual financials to value intangibles. See
turther paragraph 6.5.4.16 to 6.5.4.17. As an illustration, if a person was
reliably “tipped oft” that a certain lottery ticket number would be picked
tomorrow, she would certainly be willing to pay more—much more—
than $1 for that lottery number today!

Other Aspects of DCF Methods

6.5.4.9 Where the purpose of the valuation technique is to isolate the
projected cash flows associated with an intangible, it may be necessary to
evaluate and quantify the effect of projected future income taxes on the
financial projections. Tax effects to be considered include: (i) taxes projected
to be imposed on future cash flows, (ii) tax amortization benefits projected to
be available to the transferee, if any, and (iii) taxes projected to be imposed
on the transferor as a result of the transfer, if any.
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6.5.4.10 Applications of DCF approaches require the determination of real-
istic and reliable financial projections, growth rates, discount rates, the useful
life of the intangibles and the tax effects of the transaction. In some circum-
stances, where intangibles contribute to continuing cash flows beyond the
period for which reasonable financial projections exist, a “terminal value” for
the intangible-related income or cash flows may be calculated. Where termi-
nal values are used the assumptions underlying their calculation should be
clearly documented, particularly the assumed growth rates. It is important
to note that a small change to one or more of the valuation parameters above
can lead to huge differences in the valuation results. Therefore, it is crucial to
require taxpayers to clearly state their presumptions regarding the important
parameters, and, when needed, make some sensitivity analysis which presents
the consequential change of valuation results of using alternative presumptions.

Technical Note: Terminal Value

Financial forecasting is difficult, and forecasts tend to become less reliable
and more cumbersome the longer the projection period. It is not neces-
sary to estimate financial projections forever. After providing financial
projections for a number of years, a “terminal value” can be used at the
point of time in which the analyst expects stable growth rates. For exam-
ple, if year-by-year financial projections are estimated out to year 10, then
a terminal value in year 11 is discounted at the appropriate rate—that is,
divided by (1+d)11, where d is the discount rate, to determine the present
value of the terminal value. The terminal value is defined by the financial
projection for an item (e.g. net income) for year 11 divided by (d-g), where
g is the assumed growth rate of the item. The present value of the termi-
nal value is added to the present value of the projections through year 10.

Terminal values are mathematically equivalent to the financial projec-
tions continuing in perpetuity. While this may seem at first sight to
unrealistically overvalue intangibles (after all, it seems quite unlikely
that intangibles will have value forever), terminal values are actually a
useful shorthand when detailed out-year financial projections become
unreliable, and two aspects of terminal values should be kept in mind.
First, the terminal value itself is discounted, and the further out in years
the terminal value is estimated, the more significant is this factor. For
example, at a discount rate of 10 per cent, the discount factor in year
zero of a terminal amount of $100 in year 10 is 1/(1.1)10, or $38.6. Second,
things such as anticipated obsolescence, anticipated future competitive
pressures and other aspects reflecting the anticipated diminution of
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« _»

value over time of an intangible can be reflected in “g”, the growth factor.
A negative value of g, for example, can be used to reflect the expectation
that competitive pressure will eventually and permanently reduce the
anticipated profitability of the intangible.

6.5.4.11

Furthermore, it is necessary to take into account the present value

calculated from the perspective of both parties to the controlled transactions.
The arm’s length price should fall within the range of expectations of the
two parties.

6.5.4.12 Assume that the facts are the same as the example at 6.5.4.7.
Assume further that:

»

Company A sells the entire rights to the (potential) genetically
modified seeds to Company B prior to the commencement of the
R&D project, and Company B will fund the development activi-
ties. Assume that Company B has the ability to control, and the
financial capacity to undertake, such financial investment risk;

The R&D will be performed by Company A in Country A, and
the intangible will solely be exploited in Country B;

Company A is uniquely qualified to undertake the R&D because
of its highly skilled workforce, and its use of valuable pre-exist-
ing intangibles related to other genetically modified seed patents
that it owns;

Company B will produce and sell the seeds. Assume that the
arm’s length remuneration for this activity is a 5.3 per cent mark-
up on total costs (CGS + SGA);

Through the functional analysis it is determined that Company
A has the realistic alternative of developing the intangible itself
(that is, retaining the rights to the intangible) and exploiting it
in Country B. Assume further that Company B has the ability to
control its investment risk; and

It is determined that the appropriate discount rate, which reflects
the market correlated risks associated with the project, is 11 per
cent. This is determined with reference to the weighted average
cost of capital of unrelated companies that engage in similarly
risky projects.
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6.5.4.13 Under these assumptions, Company A would not surrender its
rights to the intangible for an amount that would make it worse off compared
to its realistic alternatives. This would be reflected in the table 6.T.5 below:
Table 6.T.5

Present Value Calculation

Present Value

Year at 11% Disc. 1 2 3 4 5
Rt.

Sales 312 312 312

R&D 100 | 100

COGS 125 125 125

Operating expenses (SGA) 62 62 62

Operating income 77 (100) | (100) 125 | 125 | 125

Arm’s length return to manu-
facturing and sales 24 0 0 10 10 10

Operating income attribut-
able to intangibles 53 (100) | (100) 115 115 | 115

6.5.4.14 The present value of operating income, discounted at an 11 per cent
rate, is 77. However, of that amount, the present value of the assumed arm’s
length return to manufacturing and selling, undertaken by Company B, is 24.
Under these Assumptions, Company A would not surrender the rights to the
intangible for less than an amount equal in present value to 53.

Technical Note: Simplifying Assumptions

There are a number of important simplifying assumptions made for the
purpose of the example:

»  First, for example, discount rates are typically determined
on an after-tax basis, and should typically be used to dizs-
count after-tax income flows. In the example, the discount
rate is used to discount pre-tax cash flows. This is not
generally appropriate, although it may be appropriate in par-
ticular circumstances;

»  Second, for ease of calculation all financial flows are
assumed to occur at the end of each period; and

»  Third, the financial projections are assumed to end at the
end of year five. Often financial projections extend beyond
the years explicitly documented through the use of tools
such as terminal value calculations.
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6.5.4.15 It is important to consider the Assumptions and motivations that
underlie particular applications of DCF approaches. For example, some valu-
ation assumptions may reflect conservative assumptions and estimates of the
value of assets reflected in a company’s balance sheet. This inherent conserv-
atism can lead to definitions that are too narrow for transfer pricing purposes
and valuation approaches that are not necessarily consistent with the arm’s
length principle. Caution should be exercised in accepting valuations
performed for accounting purposes as necessarily reflecting arm’s length
prices or values for transfer pricing purposes without a thorough examina-
tion of the underlying assumptions. In particular, valuations of intangibles
contained in PPAs (purchase price allocations) performed for accounting
purposes are not determinative for transfer pricing purposes and should be
used with caution and careful consideration of the underlying assumptions.

Use of DCF Methods by Tax Administrations

6.5.4.16 Because DCF methods are properly undertaken on an ex ante basis,
and because tax audits typically occur at a later time, it is often the case that
tax administrations must rely at least partially on the taxpayer’s initial DCF
analysis in evaluating the arm’s length nature of a transaction involving
intangibles. A relevant question is how such information can be used by tax
administrations, and how this information might be supplemented as part of
a fact-finding exercise.

6.5.4.17 As discussed in section 6.5.4.3, one of the characteristics making
the application of a DCF analysis plausible in the first place is that the
intangible is susceptible to reasonably direct financial tracking. If this
characteristic applies to financial projections, it is also likely to apply to the
actual financial results from the intangible (that is, to ex post results). With
this information, tax administrators should be able to compare anticipated
profitability with actual profitability. It is important to note that there will
inevitably be discrepancies between anticipated results and actual results,
because after all, risk and uncertainty are real. However, the information can
be used to assist in fact finding, raising questions that tax administrations
may bring up with taxpayers, such as:

»  How do the actual results compare to the anticipated results?
Are the actual results within or outside the anticipated range of
potential results (e.g. the different forecasts in the probability-
weighted financial projections in the Example above)? What
explains the divergence?

»  What is the company’s track record with respect to other relevant
capital budgeting decisions (i.e. application of ex ante DCFs done
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for other intangibles)? Does the company tend to systemati-
cally outperform or underperform its estimates of anticipated
profitability?

»  On what basis was the initial assessment of risk undertaken,
both with respect to the probability-weighted financial projec-
tions and the determination of an appropriate discount rate?
Is there documentation prepared at the time of the initial
assessment?

»  Is the discrepancy between anticipated results and actual results
likely to continue in subsequent years (that is, years beyond the
audit year)? If so why or if it is not likely to continue why not?

»  Have there been unanticipated events subsequent to the initial
transaction that wholly or partially explain the discrepancy?

6.5.4.18 These questions may assist the tax administration in determining
whether the ex ante analysis undertaken by the taxpayer truly reflected an
appropriate assessment of the anticipated profitability and risk associated
with the intangible. It is important to stress that it is generally inappropriate
for a taxpayer or tax authority to undertake a DCF analysis based on ex post
data in order to formulate an assessment of the ex ante value of an intangi-
ble. This is because it is difficult and often subjective to determine the ex ante
view of risks after the risks have already materialized. Such an analysis may
constitute an inappropriate use of hindsight.

6.5.4.19 However, there are situations in which, for transactions
involving intangibles whose valuation is highly uncertain at the time of the
transaction, and that are susceptible to opportunistic use of information
asymmetry between the taxpayer and the tax administration, ex post
outcomes can provide a pointer to tax administrations as to the arm’s length
nature (or otherwise) of the ex ante pricing arrangement agreed upon by
the associated enterprises, and the nature of uncertainties at the time of
the transaction. Section D.4 of Chapter VI of the OECD Transfer Pricing
Guidelines discusses these situations at paragraphs 6.186 to 6.195, and
the discussion and conclusions of that section are considered valid in the
context of this Manual.

Other Applications of DCF—Using DCF to Set Ex ante Contingent Payments

6.5.4.20 A DCF can be used to determine on an ex ante basis an arm’s
length contingent payment (e.g. a royalty rate on anticipated sales), which
is then applied to the actual contingent payment base (e.g. the same royalty
rate on actual sales). As with all methods, the application of this approach is
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subject to the most appropriate method rule. However, in the event that more
direct comparables (e.g. comparable unrelated license rates) are not available,
a less direct measure based on the anticipated profitability of the intangible
might be used.

6.5.4.21 Assume that the facts are the same as in the Example at section
6.5.4.12 to 6.5.4.13. However, Company B agrees to compensate Company A
on a contingent basis, based on sales. Based on the results in Table 6.T.5, a
royalty rate of 36.9 per cent on anticipated sales will result in a present value of
53 to Company A. That is, a royalty rate of 36.9 per cent applied to anticipated
sales of 312 in each of years three, four and five yields 115 in each of years three,
four and five. Taking into account the 100 in R&D costs undertaken by A in
years one and two, the present value of this income stream is 53. Accordingly,
the arm’s length royalty rate is determined to be 36.9 per cent, and this rate is
applied to actual sales (which may differ from anticipated sales).

Conclusion on Valuation Techniques

6.5.4.22 It is not the intention of this Manual to set out a comprehensive
summary of the valuation techniques used by valuation professionals.
Similarly, it is not the intention of the Manual to endorse or reject one or more
sets of valuation standards used by valuation or accounting professionals or
to describe in detail or endorse one or more specific valuation techniques
or methods as being especially suitable for use in a transfer pricing analysis.
However, where valuation techniques are applied in a manner that gives
due regard to the principles outlined in this Manual, to the specific facts of
the case, to sound valuation principles and practices, and with appropriate
consideration of the validity of the assumptions underlying the valuation
and the consistency of those assumptions with the arm’s length principle,
such techniques can be useful tools in a transfer pricing analysis.

Profit Split Method (PSM)

6.5.4.23 In some circumstances a transactional PSM can be utilized to
determine the arm’s length conditions for a transfer of intangibles or rights
inintangibles. See further 4.6.3. In determining whether a transactional PSM
should be selected as the most appropriate to the transaction, the availability
of reliable and sufficient data regarding relevant profits from the transaction
and factors to be used to divide them should be taken into account, as this
can affect the reliability of the method.

6.5.4.24 Where a PSM is found to be the most appropriate method in a
transaction involving the transfer of an intangible or rights in an intangible,
the following main questions need to be addressed:
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What are the relevant profits from the transaction that will be
split? This may require segmenting the parties’ profit and loss
accounts to focus on the results of the transaction only;

Will the split be based on ex ante or ex post profits? The profit
split approach selected must consider which party/parties
assume(s) the risks that ex post results may differ from ex ante
profits; and

What are the appropriate splitting factor(s)? This should depend
on the expected contributions by each party to the transaction.

6.5.4.25 Notwithstanding the above, the transfer pricing methods most
likely to prove useful in transactions involving the use or transfer of one
or more intangibles are the CUP and the transactional Profit Split Methods.
Valuation techniques can be useful tools to supplement the application of the
above-mentioned methods.

6.5.4.26 Where information regarding reliable comparable uncontrolled
transactions cannot be identified, the arm’s length principle requires the use
of another method to determine the price that uncontrolled parties would
have agreed under comparable circumstances. In such a situation, it is impor-
tant to consider the following factors:

>

>

The functions, assets and risks of the respective parties to the
transaction;

The underlying business reasons for engaging in the transaction;

The options realistically available to each of the parties to the
transaction, including the expected future economic benefits
arising from it;

The value-adding elements embedded in the intangibles, with a
specific focus on the relative profitability of the products or ser-
vices to which the intangibles relate; and

Other comparability factors such as
» local market features;

» location savings;

» assembled workforce; and

» MNE group synergies.
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7 Cost Contribution Arrangements (CCAs)

7.1 Introduction

7.1.1 This chapter provides guidance on the use of cost contribution arrange-
ments (CCAs) and the application of the arm’s length principle to CCAs for
transfer pricing purposes. CCAs are contractual agreements between associ-
ated enterprises in an MNE in which the participants share certain costs and
risks in return for having a proportionate interest in the expected outcomes
arising from the CCA. CCAs may also include independent parties. CCAs
may be used for a broad range of purposes such as acquiring or creating
tangible assets, acquiring or creating intangibles, and providing intragroup
services. In relation to intangibles, the CCA will set out the interest of each
participant in the intangibles to be developed. For services, the CCA will set
out the services that each participant is entitled to receive. For CCAs involv-
ing tangible assets, the CCA will set out the interest of each participant in the
tangible assets.

7.1.2 A CCA will satisfy the arm’s length principle if a participant’s share
of contributions to the CCA is in proportion to its share of expected benefits
under the CCA.

71.3 CCAs offer significant administrative advantages. As associated
enterprises perform intragroup services for other group members and also
benefit from intragroup services provided by other group members, a CCA
can provide a mechanism for replacing a web of separate intragroup arm’s
length payments with streamlined net payments based on aggregated bene-
fits and aggregated costs associated with the services. Similarly, a CCA for
sharing in intangibles development can eliminate the need for complicated
cross-licensing payments and replace it with a more streamlined sharing of
contributions and risks, effectively achieving joint ownership of the result-
ing intangible.

714 CCAs are used to develop future benefits such as tangible assets or
intangibles, or to provide intragroup services. MNEs use CCAs to share the
costs and risks of developing intangibles. These activities involve risk as the
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expected benefits may not be realized. For example, it is uncertain whether
research and development will result in the creation of an intangible which
can be exploited by the participants. Given the degree of risk involved,
the sharing of costs and expected benefits may be a preferred approach.
Moreover, a single associated enterprise may not have the resources or the
capacity to individually carry out the development by itself. Another advan-
tage of a CCA is the flexibility to make contributions in the form of tangible
assets, intangibles and services. A CCA may provide that the participants are
allowed the exclusive right to exploit the intangible in specific countries or
regions. A participant in a CCA must be able to use its interest in the intangi-
bles and thus the participants cannot be required to pay royalties for the use
of intangibles developed under the CCA.

7.1.5 Broadly, there are two distinct categories of CCAs: arrangements for
sharing in the costs and benefits of inter-company services (service shar-
ing arrangements), and arrangements established for the development,
production, or obtaining of intangibles or tangible assets (development
arrangements, most typically intangibles development arrangements). Both
types of arrangements involve the sharing of contributions and the sharing
of anticipated benefits. Contributions may be in the form of cash, tangible
assets, intangibles, and services. While both types of CCAs derive from the
same underlying framework of sharing relative contributions in proportion
to relative benefits, the motivation for these arrangements and some of the
practical issues of implementing the arrangements may not be the same.

7.1.6 In service sharing arrangements, for example, an MNE may decide
to centralize its human resources operations or information technology (IT)
function in an associated enterprise so the participants will share the costs
of providing these services. An advantage of intragroup service CCAs is that
they provide for economies of scale to the participants, resulting in a lower
proportional cost for these services than if each participant were provid-
ing the services in-house. For example, an MNE may decide to have its IT
services provided by a participant in a low-cost country which has an estab-
lished history of being an international leader in IT. The centralization of IT
provides the group with access to high quality IT services provided at a lower
cost through economies of scale and potential location savings.

7.1.7 Some of the savings from centralizing functions may arise from
preventing unnecessary duplication of functions within an MNE. The savings
that arise from centralizing services provided in an associated enterprise will
usually be immediate. The services that may be the subject of a CCA include
management, administrative and technical services, marketing and purchas-
ing of raw materials or products.
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7.1.8  On the other hand, for example in an intangibles development CCA,
participants within an MNE may decide to share in the costs, risks and
potential benefits from undertaking a project to develop a new product such
as a pharmaceutical product. Contributions may include patents and other
existing intangibles relevant to the development, research and development
services, and use of laboratories. Potential benefits might include the exclu-
sive rights for each of the participants to exploit the intangible in its own
market. There may be a significant time lag between development activities
and the creation and exploitation of any resulting intangibles.

7.2 CCA Features

7.2.1 The key characteristic of CCAs is that the participants agree to share
the proportionate costs of creating or acquiring tangible assets, creating or
acquiring intangibles, or providing services. They accordingly agree to have
corresponding proportionate interests in the tangible assets, intangibles or
services created by the CCA. Participants should thus share the benefits in a
way that is consistent with their contributions to the CCA. The predictabil-
ity of the benefits of participating in CCAs varies. In some CCAs the benefits
may be predictable at the outset but in other cases there may be uncertainty
about the outcome. For example, it may be highly uncertain whether research
and development will result in the creation of intangibles such as patents,
know-how or IT software. In relation to services, a CCA may fail to provide
the predicted benefits from economies of scale as a result of certain unex-
pected contingencies.

7.2.2  'The benefits for an MNE in using a CCA may include:
»  Exploiting economies of scale and global corporate efficiency for
commonly required services;
»  Reducing duplication within an MNE;

»  Increasing operational effectiveness through shared activities
and synergies within the MNE;

\4

The sharing of risks among the CCA participants; and

»  Exploiting the knowledge of the participants through the sharing
of know-how and best practices.

7.2.3 A participant in a CCA involving intangibles is entitled to use its
interest in the intangibles in accordance with its share of the intangible and
cannot be required to pay a fee or royalty to use its interest in the intangible.
This is the case even where legal ownership is held by one associated enter-
prise on behalf of the group.
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7.2.4 'The features of CCAs are:

>  Having at least two participants;

» A sharing of costs or other contributions between the partici-
pants based on anticipated benefits;

»  Each participant should have a reasonable expectation of benefit-
ting from taking part in the arrangement (mutual benefit);

Y

The details of the arrangement are documented;

»  The form of the CCA and the economic substance are con-
sistent; and

»  Arrangements exist for the departure of participants (“buy out”)
from the CCA and the entry of new participants to the CCA
(“buy in”).

7.3 Participation in a CCA

7.3.1 Under the arm’s length principle, a participant in a CCA must expect
to benefit from participating in the CCA. In particular, the participant must
have a specific interest in the tangible assets, intangibles or services of the
CCA activity and must be capable of using those tangible assets, intangibles
or services. The benefit that a CCA participant expects to receive is based on
an objective prediction. Nevertheless, the decision is based on an expectation
because of the associated uncertainty and there is no requirement that the
CCA benefits are realized as CCAs often involve risk.

7.3.2 In some industries, the facts and circumstances indicate that the
research and development project is risky and may fail to realize benefits. For
example, in the pharmaceutical industry many research and development
projects may fail to result in patents and products which can be exploited
commercially. Nevertheless, the pharmaceutical industry is competitive
and MNEs must continue to engage in research and development to remain
competitive, as the rewards flowing from the development of a new drug can
be very significant. The facts and circumstances suggest that although there
is a high risk that an individual pharmaceutical research and development
CCA may fail to actually provide benefits to the participants, this may simply
reflect the playing out of risks, and is not in itself indicative that the CCA
does not satisfy the arm’s length principle.

7.3.3 'The CCA activities may be carried out by one or more participants,
or the activity may be undertaken by an associated enterprise which is not
a participant. If a non-participant associated enterprise carries out the CCA
activity, under the arm’s length principle it will require consideration for the
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work it engages in and it will not, for example, have an interest in any result-
ing intangibles or tangible assets. The consideration would be determined
using a functional analysis and applying the appropriate transfer pricing
methods in the Manual.

7.4 Valuing CCA Contributions

74.1 To determine if a CCA satisfies the arm’s length principle, it is
necessary to determine the value of each participant’s contributions. All
contributions must be identified and valued generally at the time the contri-
butions are made. A participant’s contributions may be in the form of cash,
tangible assets, intangibles or services. The guidance provided in this Manual
is to be used in valuing contributions and taking into account the mutual
sharing of risks by the participants and the expected benefits that will be
derived by the participants.

7.4.2 Contributions to a CCA may take many forms. For service shar-
ing arrangements, contributions primarily consist of the performance of
the services. For development CCAs, contributions typically include the
performance of development activities (e.g., research and development or
marketing) and often include additional contributions relevant to a develop-
ment CCA such as other pre-existing intangibles that will contribute to the
development of a CCA intangible.

7.4.3 There is a difference between current contributions and pre-existing
contributions. Examples of pre-existing contributions would include the
contribution of patented technology with pre-existing value that is useful
towards the development of the intangible which is the subject of the CCA,
or the contribution of a tangible asset that had been acquired by one of the
participants some time before the commencement of a CCA. Contributions
of the pre-existing value of tangible assets and intangibles should be valued
using the arm’s length principle in this Manual as outlined in Chapter 6.

7.4.4 Current contributions, on the other hand, are ongoing contributions.
An example would be the performance of research and development services
directed to the objective of the CCA. Such services would be valued on the
basis of the functions performed by the participants, bearing in mind the
assets used or contributed and risks assumed. The current value of contribu-
tions should be determined in accordance with the arm’s length principle in
this Manual.

74.5 Although under the arm’s length principle all contributions should
be measured at value, it may be easier for participants to measure current
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contributions at cost. If this approach is adopted, the value attributed to the
pre-existing contributions should recover the opportunity cost of the ex
ante commitment to contribute at cost resources to the CCA. For example, a
contractual arrangement (i.e. the CCA) that commits an existing workforce
to undertake work for the benefit of the CCA should reflect the opportunity
cost of alternative R&D endeavours (e.g. the difference between the value of
the next most valuable use of the research and development staff over antic-
ipated research and development costs) if the research and development
performed by the CCA is to be valued at cost. In making this determination
it is important not to double count different contributions of value (e.g. the
value of the workforce and the value of the intangible contributions).

7.4.6 In certain situations, current contributions may be valued at cost
as a practical method of valuing the relative value of the current contribu-
tions, e.g. if the difference between value and costs is insignificant. However,
if contributions involve a combination of tangible assets, intangibles and
services, measuring the current contributions at cost may be unreliable for
valuing relative contributions and may result in non-arm’s length results. If
it is claimed that the conditions of a CCA reflect those in comparable uncon-
trolled transactions, and the uncontrolled transactions use cost for valuing
contributions, then the comparability of all the significant economic features
of the controlled and uncontrolled transactions must be examined to ensure
that the CCA and the uncontrolled transactions are comparable. Another
issue that needs to be considered in comparing a CCA to uncontrolled trans-
actions is whether other payments are made in the uncontrolled transactions,
such as milestone payments.

7.4.7 In some situations budgeted costs may be used for valuing contri-
butions. Budgeted costs may be justified on the basis that contributions to
a CCA will reflect expected benefits. There are usually differences between
budgeted costs and actual costs in a CCA. A key question is therefore to
determine which participants bear the risk that actual costs may be greater
or lower than the budgeted costs. Arm’s length parties will usually set out
how to deal with the differences between budgeted costs and actual costs.
Moreover, independent parties are likely to agree on the factors that are taken
into account in developing the budget and how unforeseen anomalies are to
be treated. If there are significant differences between budgeted costs and
actual costs, the reasons for the differences should be examined to ensure
that the CCA has not been significantly altered so that the changes may not
benefit some of the participants.

7.4.8 As stated above, all contributions by participants to a CCA must
be recognized. Contributions to be considered include contributions used
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exclusively for the CCA and also contributions used partly in the CCA and
partly in the participant’s other business activities. The apportionment of
valuation of contributions may be difficult in some situations. A participant
may contribute the use of its business premises including tangible assets such
as plant and equipment, and the participant may also provide certain services
to the CCA. The participant may also be using the business premises and
tangible assets concurrently for its own business. In these circumstances the
arm’s length value of the use of the business premises and the access to the
plant and equipment must be determined. The appropriate valuation would
be the arm’s length rent for non-exclusive possession of business premises
and the use of plant and equipment. The apportionment of contributions
for valuation purposes should be based on the facts and circumstances and
accepted accounting principles. If material changes occur during the life of
the CCA, adjustments will be required to the apportionment. How these are
treated for tax purposes will depend on domestic law.

74.9 In many jurisdictions governments provide specific tax incen-
tives and subsidies for research and development, which raises the issue
of whether these incentives should be taken into account in determining a
participant’s contributions to a research and development CCA. The alter-
native approaches are to value the participant’s contribution and disregard
the subsidy, or to value the contribution taking into account the effect of the
subsidy. Under the former approach, the participant enjoys the full benefit
of the subsidy itself. Under the latter approach the participant’s contribution
is reduced by the effect of the subsidy and in effect all participants share the
benefit of the participant’s subsidy. The determination under the arm’s length
principle depends on whether independent enterprises would have engaged
in these activities in the same circumstances.

7.5 Predicting Expected Benefits

7.5.1 For an associated enterprise to participate in a CCA it must have an
expected and identifiable benefit. An associated enterprise’s expected benefit
is important in determining the enterprise’s contribution and whether the
allocation method (e.g. allocation key) used by the MNE is acceptable for the
tangible assets, intangibles or services. An associated enterprise’s contribu-
tions must reflect its anticipated share of expected benefits in order to satisfy
the arm’s length principle. An independent enterprise would not engage in a
CCA unless it is able to identify a proportionate expected benefit. The notion
of expected benefit is broad and means an economic advantage that may be in
the form of reduced costs, increased income or maintaining its commercial
and financial position. For intragroup services one of the main advantages
which would be expected from the centralized provision of services would
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be the cost reduction achieved through economies of scale. The analysis of
the expected benefits must be based on an associated enterprise’s facts and
circumstances.

7.5.2  “Allocation keys” are often used by MNEs as an indirect method to
approximate the respective future benefits of each participant in a CCA. An
allocation key may be based on factors including: turnover, gross profit, net
profit, the number of employees and capital. The allocation key used is a proxy
for determining the nexus between the contribution and the participant’s
entitlement in expected benefits; the factors to be used must be determined
on the facts and circumstances of the CCA.

7.5.3 The determination of a participant’s contributions should be based
on objective projections of its expected benefits and the respective advan-
tages that they will provide to the participants. The projections should reflect
projections that would have been made by independent parties in similar
circumstances. A tax authority reviewing projections should only review
them on the basis of information available to the participants rather than
using hindsight which would be deemed unfair. In addition, CCAs should
provide for adjustments to be made to contributions during the course of
the CCA on a prospective basis to reflect changes in the ratio of the expected
benefits of the participants.

7.5.4 For some CCAs, such as for intangibles development, the benefits from
the CCA will be realized in the future, and the time lag between commence-
ment and realization may be significant. Accordingly, it can be difficult to
measure the expected benefits flowing from research and development
CCAs. Discounted income or cash flow methods are often used (see section
6.5.4). Under the arm’s length principle, a participant’s contributions to a
CCA must be consistent with its share of the expected benefits. This requires
a direct approximation of a participant’s expected benefits and ensuring that
its relative contributions reflect its relative expected benefits. Consequently,
if a participant is expected to receive a significant direct benefit if the goals of
the CCA are realized, the participant should make a significant contribution.

7.5.5 Example: Development of New Technology

Assume that Company A and Company B enter into a CCA in year one
to develop new technology. At the inception of the CCA it is projected
that the development process will take five years and that once the new
technology is commercialized in year six Company A will receive 75
per cent of the benefits and Company B will receive 25 per cent of the
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benefits. Total development costs are 100 each year.

In years one, two and three, Company A pays 75 in CCA related costs
and Company B pays 25 in CCA related costs. At the end of year three,
regulatory changes take place in the expected market for the new tech-
nology in Company A’s territory. As a result of those changes, it is pro-
jected in year four and thereafter that Company A will derive 50 per cent
of the total benefits and Company B will also derive 50 per cent of the
projected benefits over the useful life of the technology being developed.
As a result of the changes in total projected benefit shares, Company B
should make balancing payments to Company A equal to 75 (the differ-
ence between 25 per cent and 50 per cent of the total costs incurred in
years one, two and three). This balancing payment should be made in
year four. Also in year four and year five, based on the new benefit ratio
calculation, Company A and Company B should each pay 50 of the cur-
rent annual CCA related costs.

Thus, at the end of the development period, both Company A and
Company B would have paid 50 per cent of the CCA development costs
and each would anticipate receiving 50 per cent of the benefits of exploit-
ing the new technology, as follows:

Table 7.T.1
Balancing
Year 1 |Year2 |Year3 | payment |Year4 |Year5 | Total
Year 4
Company A 75 75 75 (75) 50 50 250
Company B 25 25 25 75 50 50 250
7.6 Non-arm’s Length CCAs

7.6.1 General

7.6.1.1

A CCA will fail the arm’s length test if the participant’s contri-
butions are inconsistent with their share of the expected benefits. As a
consequence, other participants will be receiving a corresponding excessive
share of the benefits and, accordingly, an adjustment based on the facts and
circumstances of the case may be required. The potential adjustments a tax
authority may make in the case of a participant failing to comply with the
arm’s length principle are to alter the contributions or to disregard the terms

of the CCA.
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7.6.2 Balancing Payments

7.6.2.1 A CCA will satisfy the arm’s length principle if the value of every
participant’s proportionate share of the total contributions is reflected in the
participant’s share of the expected benefits. If a participant’s share of over-
all contributions is inconsistent with the participant’s share of the expected
benefits, the contributions of at least one participant are excessive and,
correspondingly, the contributions of at least one other participant will be
inadequate. In this situation, under the arm’s length principle a balancing
payment is required by the participants whose contributions are inadequate.
The balancing payment will increase the value of contributions of the payer
and decrease the value of contributions by the payee.

7.6.2.2 Participants may also make an additional contribution to a CCA
if the participant’s proportionate contributions are too low when compared
to its expected benefits. Adjustments may be the result of a periodic review
of a participant’s contributions and its relative share of the expected bene-
fits. In some cases, the need for periodic adjustments is anticipated at the
commencement of the CCA.

7.6.2.3 Balancing payments may also be required by tax authorities. A tax
authority may make an adjustment to remedy an identified imbalance in
contributions to the CCA relative to the participant’s share of anticipated bene-
fits. An adjustment may be required if a participant’s contributions in the form
of tangible assets, intangibles or services were under-valued. An adjustment
may also be required when a participant’s share of expected benefits is too low
relative to its share of expected costs because the allocation key has failed as a
proxy for expected benefits or when changes occur during the life of the CCA
that would suggest the initial anticipated benefit shares have changed.

7.6.2.4 When such deficiencies are identified they may be remedied by a
balancing payment. A tax authority examining a CCA and concluding that
an adjustment is required may treat a participant as receiving a notional
balancing payment which may result in a corresponding payment being made
between the participants. Nevertheless, if a CCA has been established in good
faith, tax administrations should be cautious in making adjustments, and
only consider them when the participant’s relative contributions are exces-
sive compared to its share of the expected benefits over several income years
rather than in one income year. When required, balancing payments should
be calculated to ensure that each participant’s share of the total contribu-
tions over the life of the CCA is consistent with that participant’s share of the
projected benefits over the useful life of the tangible assets and intangibles
developed under the CCA.
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7.6.3 Disregarding the CCA Terms

7.6.3.1 If an analysis of a CCA discloses that the terms of the CCA differ
from the economic reality, a tax authority may disregard some of the terms
of the CCA consistent with the determination of the accurately deline-
ated transaction. In addition, section 3.3.2 is relevant as to the ability of tax
authorities to disregard CCA arrangements in limited circumstances.

7.6.3.2 A tax authority may conclude that a participant is unlikely to benefit
from a CCA or that any expected benefits would be trivial, especially if its
contributions are significant. In this case, a tax authority may conclude that
the arrangement fails to comply with the arm’s length principle (since an
independent enterprise would not participate in such an arrangement) and it
may thus disregard the CCA.

7.7 CCA Entry, Withdrawal and Termination

7.7.1 General

7.7.1.1 At the time when a CCA is established, one or more participants
may be required to make a payment for their share of tangible assets, intan-
gibles or other contributions of pre-existing value made available to the CCA
by other participants. Similarly, after a CCA is established, an associated
enterprise entering the CCA as a new participant may be required to make
a payment in return for acquiring an interest in the benefits that have been
created under the CCA. A participant withdrawing from a CCA is required
to receive a payment for its share of the value of the CCA. In addition, exist-
ing participants in a CCA may either increase or decrease their involvement
in a CCA. These situations are considered below.

7.7.2 “Buy-in” Payments

7.7.2.1 When an associated enterprise joins a CCA, either at the
commencement of the CCA or as a new participant after the CCA has been
in operation, the associated enterprise may obtain an interest in contribu-
tions of pre-existing value made by other participants or in the realized
benefits of the CCA created by such participants. This may include, for
example, intangibles, other rights and work in progress. As the new partici-
pant acquires an interest in such benefits, the arm’s length principle requires
the participant to make an arm’s length payment for this transfer from the
other participants that created the pre-existing value. The sum payable for
pre-existing benefits by a new participant on entering the CCA is called a
“buy-in” payment.
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7.7.2.2 The buy-in payment should be based on the arm’s length value of the
rights that the new participant is acquiring and its interest in the expected
benefits of the CCA. If the work of a pre-existing CCA has been fruitless and
a change in approach is being considered, there may be no buy-in payment
as the new participant is not acquiring an interest in tangible assets or intan-
gibles, rights or work-in-progress. The new participant may also be making
a contribution to the CCA in the form of intangibles or other pre-existing
tangible assets. The items being contributed would have to be valued under
the arm’s length principle and a balancing payment made to make up differ-
ences if the buy-in payment required is greater than the value of the items
being contributed by the new participant. Alternatively, if the value of the
intangibles exceeds the required buy-in amount, a balancing payment will
be required from the existing participants to the new participant. This may
involve a netting of the buy-in payment and the balancing adjustment.

7.7.2.3  The treatment of a buy-in payment for tax purposes should be deter-
mined under the domestic law and tax treaties of the participants’ countries.
The payment should be treated as a payment to an independent enterprise to
acquire an interest in intangibles, rights and work in progress.

7.7.3 “Buy-out” Amounts

7.7.3.1 When a participant leaves a CCA a “buy-out” occurs in which the
departing participant sells its interest in the tangible assets, intangibles and
rights under the CCA to the remaining participants. The buy-out amount
should be the arm’s length value of the departing participant’s interest in the
CCA at the time the participant leaves the arrangement. In some cases, the
CCA’s efforts may not have resulted in any realized benefits and, consequently,
the payment of consideration to the departing participant is unnecessary.
The treatment of a buy-out payment for tax purposes should be determined
under the domestic law and tax treaties of the participants’ countries. The
payment should be treated as a payment from an independent enterprise to
acquire an interest in intangibles, rights and work in progress.

7.7.3.2  When new participants join a CCA, or when existing participants
leave a CCA, an adjustment to the contributions of the continuing partici-
pants may be required to reflect the changes in their proportion of future
anticipated benefits.

7.7.4 Termination of a CCA

7.74.1 On the termination of a CCA the participants must receive their
respective shares in the tangible assets, intangibles and rights acquired and
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developed under the CCA. If a participant surrenders its entitlements under
the CCA, the other participants would be required to make a payment,
following the requirements for a buy-out set out above.

7.8 General CCA Requirements

7.8.1 CCAs should list the participants and their respective interests in order
to minimize the risk of disputes over the ownership of the fruits of the CCA
and disputes with tax authorities. Under a CCA the legal owner of tangible
assets and intangibles may be one associated enterprise, but the CCA partici-
pants have joint interests in the tangible assets and intangibles. A feature of
CCAs is that the participants must have an interest in the tangible assets, intan-
gibles or benefit from the services that are the subject of the CCA. In the case
of intangibles, a participant must be able to use its interest in the intangibles.

7.8.2 In general, CCAs between associated enterprises should meet the
following requirements:>

»  The participants would include only enterprises expected to
derive mutual and proportionate benefits from the CCA activity
itself (and not just from performing part or all of that activity);

»  The arrangement would specify the nature and extent of each
participant’s interest in the results of the CCA activity, as well as
its expected share of benefits;

»  No payment other than the CCA contributions, appropriate
balancing payments and buy-in payments would be made for
the particular interest or rights in intangibles, tangible assets or
services obtained through the CCA;

»  The value of participants’ contributions would be determined
in accordance with the arm’s length principle as elaborated in
this Manual and, where necessary, balancing payments should
be made to ensure the proportionate shares of contributions
align with the proportionate shares of expected benefits from the
arrangement;

»  The arrangement may specify provision for balancing payments
and/or changes in the allocation of contributions prospectively
after a reasonable period of time to reflect material changes
in proportionate shares of expected benefits among the par-
ticipants; and

590ECD (2017). Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations. Paris: OECD Publishing. Available from https://doi.
org/10.1787/tpg-2017-en. See para. 8.50.
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»  Adjustments would be made as necessary (including the possibil-
ity of buy-in and buy-out payments) upon the entrance or with-
drawal of a participant and upon termination of the CCA.

7.8.3 Participants in a CCA should prepare documentation on the nature
of the CCA, the terms of the CCA, the expected benefits and compliance
with the arm’s length principle. The documentation should include infor-
mation on:*°

»  The participants;
»  Any other associated enterprises which will be involved;

»  Any other associated enterprises that may be expected to benefit
from the CCA;

The activities of the CCA;
The duration of the CCA;
The measurement of the participants’ shares of expected benefits;

The contributions of each participant;

YV V V V V

The consequences of a participant entering the CCA, leaving the
CCA or of termination of the CCA; and

Balancing payments and adjustments to the terms of the CCA to
reflect changes in economic circumstances of the participants.

Y

7.8.4 In addition, participants are encouraged to monitor the operation of
a CCA and:

»  Record changes to the arrangement;

»  Compare projections on expected benefits with realized
benefits; and

»  Record the annual expenditure of the participants to the CCA,
the form of cash contribution and the valuation methods used,
and the consistent application of accounting principles to the
participants.

7.8.5 Example: Cross-provision of Services

Company A and Company B are members of a multinational group. Each
company performs different services (Company A performs Service 1
and Company B performs Service 2), and Company A and Company
B each “consume” both services (that is, Company A receives a benefit

60Tbid, see para. 8.52.
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from Service 2, and Company B receives a benefit for Service 1).
Assume that the costs and value of the services are as follows:
Costs of providing Service 1 (cost incurred by Company A): 100 per unit

Market value of Service 1: 120 per unit. That is, the arm’s length
price that Company A would charge Company B for the provision of
Service 1 is 120.

Costs of providing Service 2 (cost incurred by Company B): 100 per unit

Market value of Service 2: 105 per unit (note: assume that this is consid-
ered a low-value service)

In year one and in subsequent years, Company A provides 30 units of
Service 1 to the group and Company B provides 20 units of Service 2 to
the group. Company A and Company B enter into a CCA to share the
costs and benefits of Service 1 and Service 2.

Under the CCA, the calculation of costs and benefits are as follows:

Cost to Company A

of providing services: 3,000 (60% of total costs)

Cost to Company B

of providing services: 2,000 (40% of total costs)

Total cost to group: 5,000

Contribution made by

Company A (market value): 3,600 (63% of total contributions)
Contribution made by

Company B (market value): 2,100 (37% of total contributions)
Total contributions made by group: 5,700

Company A consumes 15 units of Service 1 and 10 unit of Service 2.
Company B consumes 15 unit of Service 1 and 10 unit of Service 2.
Benefit to Company A:

1,800 + 1,050 = 2,850 (50% of total value of 5,700)

Benefit to Company B:
1,800 + 1,050 = 2,850 (50% of total value of 5,700)

Contributions measured at value: Under the CCA, Company A should
bear the costs associated with 50 per cent of the total value of contribu-
tions (5,700), or 2,850. The market value of Company A’s in-kind contri-
bution is 3,600. Company B should bear the costs associated with 50 per
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cent of the total value of contributions, or 2,850. The value of Company
B’s in-kind contribution is 2,100. Accordingly, Company B should make
a balancing payment to Company A of 750.

It is difficult to distinguish between a CCA and intragroup services allocated
through an allocation key. The following differences between CCAs and
services arrangements within an MNE group have been identified:*!

7.8.5.1 Example: EU report on differences between CCAs and service
arrangements.

Table 7.T.2
Differences Between CCAs and Services Arrangements within
an MNE Group

CCAs Intragroup service arrangements

A CCA is an agreement to share costs, | Intragroup services are limited to the

risks and benefits where the partici- | provision and acquisition of specific
pants contribute cash, property or services within an MNE group.
services.

The service provider and the recipi- | The associated enterprise providing
ents are all party to the one CCA. the services may enter into a separate

agreement with each associated enter-
prise. This may result in the service
provider having numerous bilateral
agreements for the provision of intra-
group services.

If a participant joins or leaves a If an associated enterprise decides to
CCA, a corresponding adjustment is | expand a service arrangement or ter-
required to be made on the contribu- | minate the service arrangement, there

tions and the entitlements of each is no effect on the other associated
associated enterprise. enterprises receiving the services.

A detailed written agreement con- In some cases, written contracts may
taining the information set out in not be prepared.

7.8.3.

The contributions of the participants | The service recipient will be charged a
are measured on a contribution basis. |service fee which will include a profit
mark-up under the arm's length princi-
ple for the service provider.

61EC (2012). Draft Report on Cost Contribution Arrangements on Services Not
Creating Intangible Property (IP). Brussels: EC. Available from https://ec.europa.eu/
taxation_customs/system/files/2016-09/2012-09_com516_en.pdf.
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Table 7.T.2 (continued)

CCAs

Intragroup service arrangements

The allocation of costs under the
arm's length principle must be based
on each participant's expected ben-
efits under the CCA.

The allocation key is designed as a
proxy measure of the expected benefits
that the recipient associated enterprise
will receive from the services.
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8 Transfer Pricing Aspects of Business Restructurings
8.1 Setting the Framework and Definition Issues

8.1.1 General

8.1.1.1 In recent years the tax aspects of business restructurings under-
taken by multinational enterprises (MNEs) have attracted much attention
from tax authorities globally. From a transfer pricing standpoint such
reorganizations require consideration of how to apply the arm’s length
principle to a cross-border redeployment of functions, assets and risks within
the same MNE.

8.1.1.2 There is no legal or universally accepted definition of “business
restructurings”. In a transfer pricing scenario these are defined as the
cross-border redeployment of functions, assets (tangible and/or intangible)
and risks to which a profit/loss potential may be attached. In this respect
business restructurings undertaken by MNEs should not be confused with
the ordinary acquisition of a business or an ongoing concern. However, it
may be common to undertake a business restructuring of the supply chain
operations of an MNE following an acquisition, divestiture of a business, or
in response to a changing business environment.

8.1.1.3 Common examples of business restructurings are reorganizations
involving conversions of the manufacturing and/or distribution layer of
an MNE such as (i) conversion of a buy-sell distributor into a sales agent
or commissionaire or (ii) conversion of a fully-fledged manufacturer into
a provider of manufacturing services (e.g. a contract or toll manufacturer).
Business restructurings may also involve the transfer of the ownership and
management of intangible property rights such as patents, trademarks, brand
names etc.

8.1.14 As a general rule, businesses are entitled to organize their activ-
ities in the way they see fit. Business restructurings undertaken in a
manner consistent with the arm’s length principle are entirely appropriate.
However, there may be situations in which business restructurings facilitate
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inappropriate income shifting through non-arm’s length pricing or through
commercially irrational structures. The guidance in this Manual, including
this Chapter, applies to business restructurings to ensure that they are
consistent with the arm’s length principle.

8.1.1.5 'The application of Article 9 of the UN Model Double Taxation
Convention to business restructurings requires that the arm’s length consid-
eration for a supply, acquisition or transfer of property is that which might
reasonably be expected to be made under an agreement between independent
parties dealing at arm’s length. As a result, a business restructuring gener-
ally involves the determination of whether at arm’s length a payment would
be warranted for the transfer of something of value, or for the termination
or substantial renegotiation of commercial arrangements between associated
enterprises, and if so what the amount of such arm’s length considera-
tion would be.

8.1.2 Business Restructurings: Considerations Regarding
Developing Countries

8.1.2.1 The changes triggered by the implementation of a business restruc-
turing can have significant effects on the allocation of profits (or losses)
between the countries in which the entities of the MNE operate, regardless
of whether or not tax savings are one of the motivations for the restructuring
transaction. When an MNE changes its business model, the tax and legal
structure of the group would generally require an alignment with the new
business model.

8.1.2.2 Business restructurings increasingly affect developing countries.
In recent years a number of large MNEs have either (i) transferred their
manufacturing facilities into low-cost countries, e.g. where the cost of labour
of a skilled workforce is lower and/or (ii) similarly moved certain distribu-
tion functions and/or (iii) similarly moved valuable intangibles out of the
jurisdiction where they were acquired, developed or exploited. This Chapter
discusses how to determine, on a case-by-case basis, whether or not the
conditions of such restructurings comply with the arm’s length principle.

8.1.2.3 In a business restructuring context, the arm’s length principle
entails a comparison of the conditions (including the pricing) of a transac-
tion or arrangement between associated enterprises and those which would
have been agreed between independent enterprises dealing at arm’s length in
similar circumstances. Where a particular transaction is a part of a broader
arrangement in respect of a business restructuring, setting (as well as testing)
the arm’s length consideration for that transaction requires that all the
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circumstances relevant to the broader arrangement are taken into account
in evaluating the comparability factors that might reasonably apply under an
agreement between independent parties dealing at arm’s length.

8.1.2.4 In the absence of reliable uncontrolled comparable data, an assess-
ment has to be made of the consistency of the conditions of the controlled
transaction with those that might reasonably be expected under an agree-
ment between independent parties dealing at arm’s length.

8.1.2.5 The above-mentioned process with respect to the implementation
of the arm’s length principle highlights the need for tax authorities in devel-
oping countries to be alert to business restructurings and their potential
consequences. As already stated in other parts of this Manual, while it is
for each country to determine its own tax system, the desire to avoid double
taxation has been an important factor in the very broad acceptance of the
arm’s length principle internationally.

8.1.3 Process for Setting or Testing the Arm’s Length
Principle in a Business Restructuring

8.1.3.1 This part of the Chapter describes a typical process which may be
followed when setting or reviewing transfer prices in the context of a business
restructuring. This process is neither prescriptive nor exhaustive.

8.1.3.2 As a first step, it is important to characterize the transactions
entered into by the associated enterprises, taking into account the business
environment in which the MNE is operating. This entails carrying out the
following activities:

»  Identifying the scope, type (e.g. supply of goods, provision of
services, licensing arrangements) and economic nature of the
arrangements between the associated enterprises involved in the
business restructuring;

»  Performing a functional analysis of the pre- and post-business
restructuring activities of associated enterprises affected by
the restructuring. Such an analysis requires, as a starting point,
reference to any relevant contracts, including those entered into
to implement the business restructuring (e.g. contracts transfer-
ring the legal ownership of intangibles and those evidencing the
terms and conditions of the pre- and post-restructuring arrange-
ments for the business activities affected by the restructuring)
as well as an examination of risks assumed and functions per-
formed by the associated enterprises; and
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»  Examining the consistency of the contractual terms with the
outcome of the functional analysis of the associated enterprises
taking part in the business restructuring, in order to determine
the true nature of the transactions, including the legal, economic
and tax effects thereof. It should not be automatically assumed
that the contracts, though they are the starting point of any
transfer pricing analysis, accurately or comprehensively capture
the actual commercial or financial relations between the par-
ties. The core part of such an examination is the performance
of a thorough functional analysis, which is needed to identify
the value-adding activities and functions performed, assets
employed and risks assumed in respect of the business activities
affected by the restructuring.

8.1.3.3 'The selection of the most appropriate method or methodologies
applicable to the transaction(s) at stake follows from the functional analysis
and the accurate delineation of those transactions. As discussed in more
detail below, a business restructuring is commonly implemented through
a series of intertwined transactions. For instance, a business restructuring
might involve transferring functions, assets and risks to a tax favourable
location. This should not of itself warrant the conclusion that a non-arm’s
length arrangement has been implemented.

8.1.3.4 Provided the pricing of the business restructuring itself and of the
post-restructuring arrangements are consistent with what would occur under
an agreement between independent parties in comparable circumstances the
arm’s length principle and its requirements are met.

8.1.3.5 For example, an associated enterprise may transfer the ownership of
an intangible to its foreign principal and also agree to enter into a licensing
agreement with that company that allows for the enterprise to continue to
use the intangible in its ongoing business operations. In determining whether
the transfer of ownership is consistent with the arm’s length principle, taking
into account that the transaction is part of a broader business restructuring
arrangement, comparability needs to be assessed.

8.1.3.6 In practical terms, in many instances relevant third-party data are
not available as the types of business restructurings commonly taking place
tend to be unique to the various business models existing within MNEs.
However, the lack of reliable third-party data should not lead the tax authori-
ties to automatically conclude that the business restructuring as a whole does
not comply with the arm’s length principle. Where such reliable uncontrolled
comparable data are lacking, the consideration that might reasonably be
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expected in similar circumstances may be determined by taking into account
the following:

»  Anarm’s length outcome is one that makes business sense taking
into account the options realistically available for the taxpayer
involved in the business restructuring;

» Anindependent party dealing at arm’s length would seek to
protect its economic interest involved in the arrangements, or be
appropriately remunerated for forgoing such interest; and

»  Anindependent party dealing at arm’s length would compare
the options realistically available in comparable transaction(s)
and seek to leverage the overall value derived from the economic
resources at its disposal. In certain cases, one realistically avail-
able option might be not to enter into a transaction in the event
that it does not make commercial sense.

8.1.3.7 Akey feature in understanding the underlying commercial rationale
of a business restructuring is identifying the economic benefits expected
from the restructuring. For purposes of this chapter, benefits expected at the
MNE level from a business restructuring may be any form of economic or
commercial advantage.

8.1.3.8 To this end, a business restructuring may be triggered as a
response to changes in the business environment in which the associated
enterprise involved is running its activities, such as competitive pressures,
market conditions or changes in the regulatory environment. In the light
of such changes an MNE may decide to restructure to reduce its losses or to
retain or improve its profit-making ability and/or financial strength. That
is, even if an MNE’s overall profitability post-restructuring is less than its
pre-restructuring profitability, such a restructuring might still be commer-
cially rational in light of the MNE’s realistic alternatives in the face of the
changes in the business environment.

8.1.3.9 Business restructurings may include, or may be motivated by,
outsourcing. Outsourcing occurs between independent enterprises, for
example in relation to inventory management and logistics, IT support,
after-sales support, customer receivables management and R&D activi-
ties. The underlying commercial rationale for a third party entering into
an outsourcing agreement is that generally commercial advantages to the
enterprise are expected from contracting out the activity, as compared with
performing the activity itself. These expected commercial advantages may
relate to cost reductions and/or retaining or increasing profits.
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8.1.3.10 When restructuring, an MNE or one or more of the entities in the
MNE may undertake a cost-benefit analysis. Should such an analysis exist
and be documented (including any other financial and commercial data
relevant to the restructuring) it may be helpful to determine the existence of
the underlying commercial rationale triggering the restructuring.

8.1.3.11 An MNE may fragment functions across several MNE companies
to achieve efficiencies by exerting group management coordination functions.
For instance, it is quite common in restructuring the supply chain of highly
integrated MNE groups to allocate functions such as logistics, warehousing,
marketing and sales to different legal entities. As the functions generally
represent the core of the supply chain of an MNE this may require coordi-
nation of activities at the group management level in order for the separate
activities to interact effectively.

8.1.3.12 Accordingly, when conducting a functional and risk analysis of the
controlled transactions between the associated enterprises carrying out the
fragmented activities, the economic benefits to the MNE expected from the
activities conducted separately should be identified within the context of the
broader arrangements.

8.2 Types of Business Restructurings

8.2.1 General

8.2.1.1 Although the list below is not exhaustive, common types of restruc-
turing carried out by MNEs involve:

»  As concerns manufacturing activities, the conversion of fully-
fledged manufacturers into contract or toll manufacturers (or
vice versa);

»  Asregards distribution activities, the conversion of fully-
fledged distributors into limited-risk distributors, sales agents or
commissionaires (or vice versa); and

»  Asregards the management of valuable, unique intellectual
property rights, the transfer of either trade or marketing intan-
gibles to foreign intellectual property holding companies.

8.2.1.2 As aresult, the restructured entity may end up performing limited
routine functions, holding minimal assets, assuming limited risks and
having a lower profit/loss potential attached to it. Profit/loss potential should
be construed as “expected future profits or losses”. This notion is relevant
in the valuation phase of determining an arm’s length compensation for a
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transfer of tangible and/or intangible assets or of an ongoing concern, or in
the determination of an arm’s length indemnification for the termination or
substantial renegotiation of existing arrangements.

8.2.1.3 Inanother form of reorganization sometimes referred to as “reverse
restructuring” a cross-border redeployment of functions, assets and risks
may be directed towards highly taxed jurisdictions.

8.2.1.4 Taxpayers are generally free to arrange their business operations
as they see fit but tax authorities have the right to verify consistency with
the arm’s length principle. Any restructuring as described above may be
commercially rational. Disregarding or re-characterizing an arrangement
entered into by an entity that is part of a multinational group should be the
exception to the general rule of respecting the structuring as adopted by the
taxpayer. See, however, 3.3.2 et seq. for a discussion of the recognition of the
actual transaction.

8.2.1.5 Although a country may not have specific transfer pricing provi-
sions dealing with cross-border restructurings, transactions entered into
with the sole purpose of obtaining an undue tax saving could be challenged
through the application of a general or a specific anti-avoidance rule (if
present in the tax system of the jurisdiction concerned).

8.2.1.6 Asaresult,shouldeitheradomestic general or specificanti-avoidance
rule be applicable to the restructuring, such rule may lead to the transaction
as entered into by the taxpayer being disregarded. In such a case, there might
not be room to apply any transfer pricing provision in order to set or test the
arm’s length conditions of the restructuring.

8.2.2 Transfer of Functions and Risks Arising from Business
Restructurings

8.2.2.1 Business restructurings have to comply with the arm’s length
principle. This holds true both with respect to “exit scenarios” and “entry
scenarios”, i.e. irrespective of whether functions, assets and risks are trans-
ferred out of or into a jurisdiction.

8.2.2.2 To this end the following points warrant consideration:

» A key question is whether a transfer of functions, assets and/or
risks conveys value and would be compensated at arm'’s length.
See Chapter 6 on intangibles in this respect; and

»  Further, or alternatively, it may need to be determined whether
the termination or substantial renegotiation of existing
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arrangements would warrant indemnification at arm’s length.
The approach likely to be followed here is a two-pronged one,
namely (i) an analysis of the underlying contractual arrange-
ments so as to identify the content of any termination clause, and
(ii) the determination of whether a third party would demand

an indemnification in the event of a comparable termination or
substantial renegotiation of contractual arrangements.

8.2.2.3 Some taxpayers have entered into business restructurings to contrac-
tually allocate economically significant risks to a group entity, perhaps
located in a low-tax jurisdiction. Based on that risk allocation, economi-
cally significant risks (e.g. “key entrepreneurial risks”) might purportedly be
allocated to such an entity that would be presented as a “principal” contrac-
tually bearing those risks that justify the premium returns. It will be relevant
to determine whether the principal has the capability to control, and actually
controls, the economically significant risks allocated to it, and has the finan-
cial capacity to assume those risks, consistent with the attribution to it of a
return for the risks. See the discussion of risk in Chapter 3 of this Manual,
particularly at section 3.4.4.21 et seq.

8.2.2.4 For example, assume that Company A was a fully-fledged manufac-
turer of widgets which, among others, assumed economically significant
inventory risk. During a business restructuring, Company B is set up as a
principal. Under the new contractual arrangements between Company A and
Company B the former is obliged to produce widgets according to the quality
standards and production plan provided for by Company B. The contractual
arrangements indicate that Company B is responsible for the inventory risk.
However, the functional analysis shows that Company B does not in fact have
any control over the inventory risk, i.e. it does not make the key decisions in
relation to the production plan and has no influence over the deployment of
risk mitigation strategies if, for instance, inventory levels rise because of a
sales slow-down. Instead, these key decisions remain with Company A. In
such a situation the accurate delineation of the transaction is such that the
risk and associated consequences are appropriately assumed by Company A,
i.e. the company actually controlling and managing the risk in spite of the
terms of the contract allocating such risk to Company B.

8.2.3 Termination or Substantial Renegotiation of Existing
Arrangements

8.2.3.1 In the case of a contract termination or substantial renegotiation,
it should be determined whether an indemnity payment may be warranted
under the arm’s length principle. Atarm’s length, depending on the applicable
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commercial law of the country concerned, an indemnity payment may be
warranted, for instance in the event a party withdraws from a contract in an
unjustified and unforeseeable manner. Depending on the applicable commer-
cial law, such an indemnification may, for instance, encompass the loss of
tuture expected profitability. There is a wide variety of elements that may be
taken into account by courts or other arbiters in determining whether an
indemnification should be applied, for instance the nature and terms of the
contractual arrangements, the circumstances of the termination or renego-
tiation and/or the economic dependence of one party on another.

8.2.3.2 'Therefore, where a contract between associated enterprises includes
a termination clause (and assuming the terms and conditions set out in it are
in fact followed upon termination), it should be determined whether such
terms and conditions are arm’s length.

8.2.3.3 From a transfer pricing standpoint, another relevant factor relates
to the opportunities the terminated party will be granted to obtain alterna-
tive business opportunities. That is, there may be a commercial counterpart
to the business restructuring. This is specifically relevant as it is frequent
in practice that in a group context the affected party having its contract
terminated (or substantially renegotiated) will be entering into a different
agreement with the same or another affiliate within the group. Tax admin-
istrations should examine the entirety of the commercial arrangements to
determine whether or not a particular business restructuring transaction is
at arm’s length.

8.24 Example: Operational Considerations on the Transfer
Pricing Aspects of a Business Restructuring

8.2.4.1 The following example illustrates the application of the approach
to business restructurings as outlined above. The example summarizes the
indicative issues which might arise in addressing the application of the arm’s
length principle to any specific business restructuring arrangement.

8.2.4.2 OpCo is a taxpayer resident in Country A operating a fully-fledged
manufacturing and distribution activity of chemical components. Based
on the contractual arrangements existing at the group level, OpCo has the
following rights and responsibilities:

»  OpCo oWwns or holds licensing rights over all the intangibles
(such as patents, trademarks, and a legally protected specific
“Just-in-Time” manufacturing planning know-how) that it needs
to operate its manufacturing and distribution activities;
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»  OpCo is responsible for arranging the procurement of all raw
materials (including selection of suppliers and qualification of
raw materials);

»  OpCo owns the inventories of raw materials, work-in-process
and finished goods, assumes related inventory risk and actually
performs the risk management and control functions;

»  OpCo manages and controls the production planning, sets the
output budget and determines the milestones within the supply
chain process; and

»  OpCo sells the finished goods to third-party customers in its
market and to associated enterprises acting as distributors in
foreign markets.

8.2.4.3 As far as financial results are concerned, OpCo has recorded
relatively strong and stable profits over most of the past ten years, although
they have been gradually declining over the past three years due to adverse
global economic market conditions which triggered a steep increase in
the input costs of production. The financial outlook for the next five years
forecasts a continued decrease of profitability due to increased competition.

8.2.4.4 In the year 2000+X, the MNE of which OpCo is a member decides
to enter into a restructuring of the supply chain manufacturing layer, by
centralizing its management and control activities in a regional headquar-
ters located in Country B and operated by the associated enterprise, Principal
Co. The MNE’s top management highlights during the shareholder meeting
that the underlying commercial rationale for entering into the restructuring
is to achieve forecast costs savings and efficiency gains allowing the group to
achieve sustained profit growth over the following five financial years.

8.2.4.5 In particular, the business restructuring arrangement requires the
implementation of the following steps:

»  OpCo transfers to Principal Co. by means of an outright sale
arrangement all the intangible rights that it owned in relation
to the products. All the license agreements under which OpCo
had rights over product intangibles (including the “Just-in-Time”
know-how) are terminated as part of an arrangement whereby
Principal Co. will enter into similar licensing agreements with
the owners of these intangibles (i.e. Principal Co. is the new
licensee);

»  OpCo enters into a toll manufacturing agreement with Principal
Co., whereby the latter company will have a sole ownership
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8.3

interest and manage all the risks associated with the procure-
ment of the raw materials and the inventory stock. Under the toll
manufacturing agreement, OpCo will continue to use the rights
related to the “Just-in-Time” manufacturing know-how on a
royalty-free basis;

Principal Co. is contractually responsible for the timing and
quantity of the output to be produced by OpCo;

Principal Co. has the right to dictate design specifications for the
product, and to exert control over product quality;

Principal Co. will pay a service fee for the manufacturing ser-
vices provided by OpCo. The fee is calculated by adding a mark-
up of ten per cent over the costs incurred by OpCo. Moreover,
under the contract, OpCo does not bear any risk with respect
to any potential profit or loss arising from the sale of the prod-
uct (i.e. all the market and credit risk is purportedly shifted to
Principal Co.) and has no role in determining the marketing
strategy for the sale of the product;

OpCo’s distribution agreements with associated group distribu-
tors are terminated as part of an arrangement with Principal Co.,
whereby the latter company will enter into identical agreements
with those same entities; and

OpCo retains its distribution activity in its domestic market, for
which it will now purchase finished products from Principal Co.
(including products manufactured by OpCo in its toll manufac-
turing function).

Model Approach for Auditing Business Restructuring
Issues

8.3.1 Asuggested approach for a tax official of a developing country auditing
this type of business restructuring would be to start from the transfer pricing
documentation prepared by the taxpayer (see Chapter 12) and address the
following questions:

>

What is the accurate delineation, including the terms and effect,
of the business restructuring arrangement and OpCo’s related
party transactions (in this case with Principal Co.) under that
arrangement?

What are the business strategies underlying the decision to enter
into such a restructuring, including a high-level identification of
the expected economic benefits?
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» Do the functional analyses of OpCo and Principal Co., before
and after the business restructuring is implemented, accord with
the changes and any difference in the terms of the contractual
arrangements?

8.3.2  Where the actual conduct of the parties does not reflect their contrac-
tual arrangements (for instance, because contrary to the contractual
arrangements, OpCo’s employees continue to manage production schedules,
develop quality and design specifications and manage effectively the arrange-
ments with the distribution affiliates), then the actual arrangements must be
determined in order to accurately delineate the transaction and from there,
select the most appropriate transfer pricing method in the circumstances of
the case. See Chapter 4 on the selection of the most appropriate method.

8.3.3 Relevant comparable data in the above example may include: (i)
similar uncontrolled arrangements involving a business restructuring with
the conversion of a manufacturing entity into a toll manufacturer; (ii) similar
uncontrolled transfer/sales agreements of patents and trademarks or similar
intangibles (including rights in similar intangibles); (iii) the terms governing
the termination of uncontrolled licensing and distribution agreements,
similar to those in place in the pre-restructuring controlled agreements;
and (iv) uncontrolled toll manufacturing arrangements similar to the
post-restructuring controlled arrangements.

8.3.4 Depending upon the extent of such comparable data, any other avail-
able information relevant to determining whether the business restructuring
makes commercial sense for both the transferor (OpCo) and the transferee
(Principal Co.) should be obtained, taking into account the options realisti-
cally available to each of them at arm’s length.

8.3.5 If reliable comparables cannot be identified, the tax authorities may
still achieve an arm’s length outcome by hypothesizing the conditions that
might reasonably be expected to be agreed upon between independent enter-
prises dealing at arm’s length in comparable circumstances.

8.3.6 Most notably, an important question to be addressed entails whether
any compensation should be expected between OpCo and Principal Co. if a
similar agreement had been entered into by independent enterprises dealing
at arm’s length in comparable circumstances.

8.3.7 'This would entail, first of all, identifying the legal nature and
economic value of the transfer of property between OpCo and Principal Co.
(for example, patents, and trademarks, know-how or other intangibles, as
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well as tangible assets such as inventories) and, should the answer be affirma-
tive, assessing whether an independent party might reasonably be expected
to pay for it or to obtain compensation for supplying it.

8.3.8 Secondly, it would be necessary to investigate whether OpCo would,
atarm’s length, be owed an indemnification for the termination of its license
agreements for the use of intangibles and distribution agreements, which
resulted in a substantial renegotiation of its manufacturing status.

8.3.9 Thirdly, as an independent party, would OpCo realistically have the
option of continuing to operate under its previous arrangements, or of under-
taking a different restructuring? In particular, given all the legal, commercial,
economic and financial circumstances, would OpCo as an independent
party have any option realistically available other than to enter into the
business restructuring on the agreed terms? For instance, would OpCo as
an independent party legally have any option not to terminate its existing
licensing and distribution agreements? Another related question is whether
the conditions for termination of the licensing agreements with OpCo are
arm’s length.

8.3.10 Would Principal Co. as an independent party have any option realis-
tically available to it other than to enter into the business restructuring on
the agreed terms? Would Principal Co. have the option of entering into
similar licensing, distribution and toll manufacturing arrangements without
involving OpCo?

8.3.11 Moreover, does Principal Co. have both the decision-making

capability and financial capacity to assume and manage the risks transferred

to it by OpCo? Does Principal Co. actually perform such control functions in

relation to its purported risks? Does Principal Co have the decision-making

capability and financial capacity to assume and manage the risks associated

with the ownership of the rights in the patents, trademarks and “Just-in-Time”
manufacturing know-how? Does it actually perform such control functions

in relation to these risks?

8.3.12 The answers to the above questions will inform the accurate delinea-
tion of the business restructuring. Assuming that the restructuring itselfis not
commercially irrational, arm’s length pricing for both the restructuring itself
(i.e. any transfers of value or indemnifications for the termination or substan-
tial renegotiation of existing arrangements) and for the post-restructuring
transactions should be able to be determined.
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9 Intragroup Financial Transactions

9.1 Financing Arrangements Within MNEs

9.1.1 Financial transactions between independent enterprises are based on
various commercial considerations. Members of an MNE, however, have the
flexibility and discretion to decide the conditions that will apply to financial
transactions within the group. As a result, in an intragroup situation, the tax
consequences may be a consideration which has an influence on the nature
or structure of those financial transactions.

9.1.2 Financial transactions are an important part of the operations
of MNEs. Typically, financial transactions play a role in supporting the
value creation process of MNEs. The responsibilities of corporate treas-
urers include managing cash to help MNEs meet their financial and busi-
ness obligations and objectives. The aims of the corporate treasury function
will include ensuring the availability of necessary cash flows, and will often
extend to evaluating investment strategies to achieve an appropriate balance
of risk and reward. Debt management is an integral part of their responsi-
bility, as it is common for MNEs to finance part of their operations through
loans. Similarly, the corporate treasury function may also manage the costs
of external funding through the use of intragroup guarantees or through
cash pooling arrangements. MNEs may operate on a decentralized basis with
respect to their treasury management whereby each entity or group of enti-
ties within the group is responsible for its own financing arrangements; or
it may instead centralize the treasury function at a regional or global level.

9.1.3 Intragroup financial transactions are subject to the arm’s length prin-
ciple just as intragroup services, intragroup sales of products and compo-
nents, and other intragroup transactions are. As is the case in any other
intragroup arrangement, the application of the arm’s length principle to
financial transactions first requires the accurate delineation of the actual
transaction (see 3.3.2), including consideration of the purpose of the finan-
cial transaction in the context of the business of the MNE. Guidance on these
matters is provided in section 9.6.
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9.1.4 Regulated financial institutions like banks and insurance companies
are governed by supervisory authorities, central banks and multinational
banking institutions and require a license to operate. Such institutions are
subject to a strict regulatory regime (Basel III rules) which may influence the
intragroup financial transactions they can enter into. This chapter does not
address transfer pricing of financial transactions conducted within a regu-
lated financial institution. Instead, the discussion and guidance in this chap-
ter are tailored to non-financial services MNEs that engage in intragroup
financial transactions. The chapter does not attempt to cover the full range
of financial transactions that may occur. However, as a general principle, the
transfer pricing analysis of any intragroup financial transaction follows the
same analytical framework as would apply to any other intragroup transac-
tion. These are the principles laid out in Chapter 3 (Comparability Analysis),
which describes the process by which the actual transaction can be accu-
rately delineated and priced by reference to the arm’s length principle.

9.1.5 Several factors combine to make intragroup financial arrangements
important for both taxpayers and tax administrations:

»  The significance (in terms of amounts involved and frequency) of
these transactions for MNEs;

»  The fact that money is mobile and fungible, which makes it rela-
tively simple for an MNE to shift or locate debt in a particular
MNE entity; and along with that debt, the ability to deduct asso-
ciated interest. This can have the effect of reducing taxable profits
of the borrowing entity, and can, depending on the situation of
other MNE members, reduce the MNE overall tax liability;

»  The difficulty that tax administrations may face in determining
the true character and the specific features of certain intragroup
financial instruments; and

»  The concern that excessive interest deductions provide an oppor-
tunity for tax base erosion.

For the above reasons, many countries have introduced tax measures aimed
at reducing the tax advantages of debt financing.

9.1.6 This chapter will introduce the transfer pricing considerations for
intragroup financial transactions. First, it will describe the commercial
considerations relating to corporate financing decisions. It will then present
some of the more common types of intragroup financial transactions (section
9.3) as well as describing the operations of group financing departments/enti-
ties (section 9.4). The chapter goes on to describe various relevant corporate
income tax approaches taken by tax administrations (section 9.5). Next, the
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chapter discusses the application of the arm’s length principle to financial
transactions in general (section 9.6 to 9.11), and finally, there are sections
specifically covering intragroup loans (section 9.12) and intragroup financial
guarantees (section 9.13).%

9.2 Corporate Financing Decisions

9.2.1 Corporate financing decisions are of fundamental relevance for an
MNE. When an MNE identifies a business opportunity for which it requires
funding, it will need to consider whether it should make use of internal fund-
ing (to the extent it is available) and /or external funding. Where external
funding is used, consideration of the balance between equity financing and
debt financing may also be required. Each has its own advantages and disad-
vantages that extend beyond tax considerations. Interest payments deriving
from debt financing are generally deductible for the borrower (payer) and
taxed as ordinary income in the hands of the lender (payee), whereas divi-
dend payments, or other equity returns are generally not tax deductible to the
payer and are often subject to some form of tax relief (exemption, credit, etc.)
in the hands of the payee. It is beyond the scope of this Chapter to address the
economic benefits or disadvantages of corporate financing decisions.

9.2.2 Although there are many theories that have attempted to hypothe-
size the relevant factors defining an optimal corporate capital structure, it
should be noted that numerous factors influence the decision of a compa-
ny’s Management Board when defining the capital structure of their firm.
Transfer pricing considerations do not serve to determine what capital struc-
ture is optimal for a company.

9.2.3 However, the capital structure of an entity that is a part of an MNE
may impact the transfer pricing analysis of intragroup financial transactions.
That is, to assess the impact of an entity’s capital structure on intragroup
financial transactions, it may be important to analyze the entity’s debt capac-
ity. This specific aspect is not discussed further in this Chapter. The commen-
tary to Article 9 is relevant in this respect.

9.3 Common Types of Intragroup Financial Transactions

9.3.1 Many ordinary activities of an MNE require consideration of funding.
These include: assuring cash flow for day-to-day operations, funding mergers
or acquisitions, or making available credit facilities for operating companies
seeking to purchase plant or equipment. Different financial instruments may

63This chapter does not discuss performance guarantees.
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be utilized, depending on the amount of funding needed and length of time for
which the funding is required. A wide range of instruments can be regarded
as financial transactions. Typical examples include equity instruments (e.g.
common stocks), debt instruments (e.g. ordinary and special bank loans, ordi-
nary and special bonds, commercial paper and money market instruments,
debentures, government securities), and financial derivatives (e.g., foreign
exchange transactions, stock options, futures, forward contracts, notional
principal contracts, investment derivatives and other hybrids).

9.3.2 In an intragroup context, more common financial transactions
include intragroup loans, financial guarantees by a parent or group financing
company for third-party loans to subsidiaries, cash pooling arrangements,
hybrid financing, derivatives, and treasury services (e.g. foreign exchange
risk management, factoring and forfeiting, netting arrangements, payment
factories, commodity risk management, captive insurance, asset manage-
ment, carbon trading, etc.). Intragroup loans and financial guarantees are
discussed in more detail in sections 9.12 and 9.13, respectively.

9.3.3 Company treasurers are generally concerned with how to ensure
MNEs have access to cash to meet their anticipated needs, to secure
cost-effective financing, and to provide financial risk management appropri-
ate to the level of risk the MNE wishes to assume. For example, if an MNE
operates internationally, it is likely to receive payments in different curren-
cies. For planning and budgeting purposes, different currencies present
variability of future cash flows (usually at a cost). Entering into a forward
contract can hedge (and effectively fix) future cash flows. Not hedging would
leave the company exposed to currency fluctuations and to uncertainty as to
the actual cash flows in the future. Group treasury functions may monitor
these risks, evaluate any natural hedges that may exist within the MNE, and
price hedging contracts where appropriate. Similarly, the need to buy inputs
for production such as commodities that are subject to price fluctuations
can cause substantial profit and loss volatility for a company. It is not always
possible to enter into fixed price contracts for commodities; when it is possi-
ble, fixed price contracts may exclude the possibility to obtain further cost
savings. The company’s procurement and treasury departments may there-
fore work together to evaluate hedging arrangements. This chapter on finan-
cial transactions does not discuss hedging transactions.

9.3.4 Inaddition to management of cash flows, entering into intragroup loans
or using revolving lines of credit, MNEs may also issue bonds or securities in
the market to fund activities or to refinance existing loans. To make securities
issued by the company more attractive to external investors, a parent company
guarantee may be provided in support of the subsidiary that is the issuer of
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record. Similarly, a parent company may issue a guarantee to an independent
bank that provides funds to a subsidiary company which has a low credit rating,
in order to improve the terms and conditions of the subsidiary’s bank loan (e.g.
to reduce interest expenses). Intragroup financial guarantees come in many
forms and are discussed in more detail in section 9.13.

9.3.5 Where an MNE has subsidiaries in different countries, the different
parts of the business may be independently responsible for the cash manage-
ment functions of each entity or group of entities. If these areas each act
prudently, ensuring they have adequate cash, the group may, as a whole, end
up holding more cash than they would have needed for operating purposes
had they pooled their resources. Where these individual cash requirements
are managed through a centralized treasury department which has a revolv-
ing credit facility with a third-party bank, the total amount drawn down
will be greater than it would otherwise need to be. The MNE’s treasurer may
decide to implement a centralized cash pooling arrangement to net off the
facility (i.e. a target-balancing or zero-balancing cash pool). This would
reduce the cost of the credit facility (or avoid having to take out a loan for
other needs) and make optimal use of the average cash balances sitting idle
in the accounts of each area.

9.3.6 There are also cash pooling arrangements where a bank combines the
debit and credit balances of different entities or departments of the MNE to
derive net balances on a real or notional basis. As a result, interest is credited
on a positive overall balance and debited on a negative overall balance (i.e.
notional or interest compensation cash pool).

9.3.7 An intragroup cash pooling arrangement can generate numerous
advantages for participants in the arrangement. These include minimizing
the liquidity requirements, minimizing external interest costs, ensuring flex-
ible day-to-day financing, reducing transaction costs related to local bank
accounts, increasing the participants’ bargaining power relative to exter-
nal banks and thus helping them to obtain more advantageous conditions
(e.g. interest rates) on the common bank account, and helping to central-
ize financing decisions. This chapter does not however discuss cash pooling
transactions in further detail.

9.3.8 Another common type of intragroup financial transaction is captive
insurance. An MNE may create an insurance company to provide coverage
for participating MNE entities. Typically, the main purpose for doing so is to
avoid using third-party insurance companies, which may have volatile pric-
ing, or may not meet the specific needs of the company. By creating its own
insurance company, the MNE may aim to stabilize premiums, reduce costs,
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cover difficult-to-insure risks, have direct access to reinsurance markets, and
increase cash flow. When a company creates a captive insurer, it is indirectly
able to evaluate the risks of subsidiaries, write policies, set premiums and
ultimately either return unused funds in the form of profits, or invest them
for future claim pay-outs. Captive insurance companies are also sometimes
set up to insure the risks of the MNE’s customers. This is an alternative form
of risk management. This chapter on financial transactions does not discuss
captive insurance transactions in any detail.

9.3.9 The scope of this chapter will be limited to the analysis of intra-
group loans and intragroup financial guarantees, since they are the most
commonly seen financial transactions in practice. However, the general
guidance on these transactions may also be relevant to other types of finan-
cial transactions.

9.4 Common Types of Group Financing Departments /
Entities

9.4.1 Financial transactions can be performed and organized in differ-
ent ways within an MNE. The organization of the treasury function will
depend on the structure of a given MNE and the complexity of its opera-
tions. Different treasury structures involve different degrees of centralization.
In its most decentralized form, each entity within the MNE has full auton-
omy over its own financial resources. At the other end of the spectrum, a
centralized treasury has full control over the financial resources of the entire
group. That is, it centralizes some or all activities relating to cash and liquid-
ity management, management of foreign exchange risk and interest rate risk,
etc. In these situations, individual group members remain responsible for
operational matters, while responsibility for financing matters is held by the
central treasury. Centralization of financing and treasury functions can offer
significant scale benefits and financing cost savings for an MNE.

9.4.2 There are several models of treasury departments/entities:

»  Treasury departments/entities operating as cost centres: these
treasury departments/entities operate essentially as service
providers, assisting group companies with routine services, and
arranging transactions on their behalf, but do not assume any
risk of capital. Ensuring efficient use of cash and minimal finan-
cial volatility may be their main function;

»  Treasury departments/entities operating as value-added cen-
tres: these treasury departments/entities operate as cost saving
centres. They are more risk-tolerant than their cost centre
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counterparts. They also focus on consolidating transactions and
provide expertise to achieve net savings. To perform optimally,
they need to be more centralized than pure cost centre treasury
departments; and

»  Treasury departments/entities operating as profit centres. Such
departments/entities seek profits by actively creating market
positions, as well as actively managing operational exposures.

To be able to manage operational exposures they tend to be cen-
tralized in terms of structure and control of financial activities/
requirements. They may operate as in-house banks, maximize
the profits of their own operations, and assume the risk of capital.

In practice, a combination of the profiles above is often seen.

9.4.3 The category of treasury department/entity that renders the specific
financial transactions that are in place may be relevant and provide an initial
indication of the most appropriate method to be used to assess the arm’s
length nature of intragroup financial transactions. To determine an arm’s
length remuneration for services rendered, an accurate delineation of the
actual transaction (including a functional analysis) is required. See further
Chapter 5 on Intragroup Services.

9.4.4 Treasury departments/entities operating as service centres are typi-
cally remunerated by applying the CUP Method, the CPM, or the TNMM
based on cost. In contrast, treasury departments/entities operating as
profit centres are typically remunerated based on pricing the transactions
conducted and allocating the credit risk of those transactions to the treasury
department. Consequently, it may be appropriate for the ‘spread” between
costs of funding and return on cash invested to be largely allocated to that
treasury department/entity. To determine the arm’s length remuneration
for financial transactions such as loans and guarantees, reference is made to
sections 9.12 and 9.13. It should also be remembered that the ‘substance’ of
centralized activities generally requires careful review and is an important
element of the accurate delineation process.

9.5 Corporate Income Tax Approaches Addressing MNE
Financing Decisions

9.5.1 Raising corporate tax revenue can be especially important for devel-
oping countries. To the extent that a country’s tax systems provide for income
tax deductions for interest and not for dividends or other returns to equity
capital, there is an economic incentive for companies doing business in those
countries to use debt financing.
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9.5.2 To reduce the base erosion effect of debt financing and the relevance
of the tax factor in choosing between equity and debt financing, some coun-
tries have made the tax policy choice to introduce in their domestic tax laws
measures aimed at either reducing the advantage of debt financing or increas-
ing the advantages of equity financing. Measures which seek to limit base
erosion associated with excessive debt financing can be broadly grouped into
General Anti-Avoidance Rules (GAARs) and Specific Anti-Avoidance Rules
(SAARs). For a more in-depth discussion on the specific available measures
to counter excessive interest deductions claimed by residents, reference is
made to the UN Practical Portfolio on Protecting the Tax Base of Developing
Countries against Base-eroding Payments: Interest and Other Financing
Expenses.® The Practical Portfolio includes a discussion of the pros and cons
of various measures® to counter excessive interest deductions.

9.5.3 Addressing base erosion through excessive interest deductions is a
relevant issue for developing countries. However, choosing and implement-
ing the rules requires careful and advance consideration of the possible tax
policy consequences.

9.5.4 One common approach is to implement a rule that would limit net
interest expense deductions based on their ratio to earnings before inter-
est, taxes, depreciation and amortization (EBITDA).®® Banks, insurance

64Prepared by Professor Brian J. Arnold, Canadian Tax Foundation, Toronto,
Canada and Peter Barnes, Duke Center for International Development, USA.

65These measures may include transfer pricing rules, treating shareholder debt
as equity, thin capitalization rules, earnings-stripping rules, preventing tax treaties
from inhibiting the application of thin capitalization or earnings stripping rules,
and other measures.
66 As recommended by the OECD BEPS Action 4 Final Report. The following
measures might complement this rule:
= Countries could adopt a “group ratio” rule to supplement the fixed ratio
rule and provide additional flexibility for highly leveraged groups or
industry sectors;
= Countries could adopt rules that allow interest expense as long as the
entity’s debt-to-equity ratio is not in excess of that of the worldwide
group;
= Countries could allow for a carry-forward and carry-back with respect to
disallowed interest expense or unused interest capacity;
= Countries could allow interest expense related to loans that fund public
projects (such as infrastructure projects) and for entities with net interest
expense that falls below a certain minimum threshold; and/or
= Countries could provide targeted rules for remaining BEPS practices in
this respect.
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companies and other financial businesses (leasing companies, asset manage-
ment companies, companies subject to special tax regimes) might require
special consideration under such regimes.®” Another common approach is to
implement thin capitalization rules which limit interest deductions by refer-
ence to a maximum allowable debt to equity ratio.

9.5.5 The interaction between the corporate income tax measures address-
ing financing decisions such as rules on thin capitalization and the trans-
fer pricing rules might need careful consideration under domestic law, since
both sets of rules might address similar issues and result in completely or
partially denying deductions for interest and similar expenses.

9.6 The Application of the Arm’s Length Principle to
Financial Transactions (In General)

9.6.1 The assessment of the arm’s length nature of an intragroup financial
transaction essentially follows the same approach that applies for other intra-
group transactions discussed in section 3.2. It requires the identification of
the commercial or financial relations (including an understanding of the
economically significant characteristics of the controlled transactions) lead-
ing to the accurate delineation and recognition of the actual transaction, and,
after that, the selection and application of the most appropriate transfer pric-
ing method. In this chapter, for practical purposes, references are often made
to loan transactions since they are a common type of intragroup financial
transaction. However, similar considerations apply to other types of intra-
group financial transactions.

9.7 The Arm’s Length Nature of Intragroup Financial
Transactions

9.7.1 General

9.71.1 From a policy perspective the question regularly arises as to whether
base erosion through excessive debt may be tackled through application of
the arm’s length principle. Article 9 of the UN Model Convention embod-
ies the arm’s length principle. The commentary to this Article references the
OECD Commentary on Article 9, which in turn clarifies that the Article is
relevant not only in determining whether the rate of interest provided for in
aloan contract is an arm’s length rate but also whether a prima facie loan can
be regarded as a loan or should be regarded as some other kind of payment,
in particular a contribution to equity capital. Based on the analysis in the

67 As recommended by the OECD BEPS Action 4 Final Report.
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UN Article 9 Commentary, (developing) countries have expressed the desire
to use the concepts of Article 9 as embodied in their domestic transfer pric-
ing rules for purposes of analyzing the arm’s length nature of intragroup
financial transactions and determining not only whether interest charges are
excessive, but also whether the financial transaction is accurately delineated
as debt. In this respect, reference is also made to paragraphs 3.1.4 to 3.1.9.

9.71.2 'The decision to characterize a transaction that is presented as
a loan (in its entirety or partly) as something other than a loan requires
careful analysis and should be based on adequate information, as such a
conclusion may lead to double taxation (see section 3.3.2.2). The approach
taken to analyzing financial transactions is up to the tax authorities of the
relevant jurisdiction, although it is recommended that they clarify which
approach is routinely followed under their domestic transfer pricing rules
and guidance.

9.71.3 Considering the above, the analysis of the arm’s length nature of
financial transactions can arguably be conducted from several perspectives.
First, it could be undertaken by initially accepting the taxpayer’s character-
ization of the transaction as a loan at face value, until the facts and circum-
stances of the transaction (including any additional available evidence or
conduct of the parties) leads to a conclusion that the transaction is commer-
cially irrational. If the latter conclusion is arrived at, the transaction may be
disregarded as a loan for transfer pricing purposes. That conclusion does not
necessarily affect the civil law or common law denomination of the trans-
action; it only affects the transfer pricing analysis. In this first scenario, the
transaction essentially is treated as it is presented, until and unless it can be
considered commercially irrational.

9.71.4 Alternatively, a second possibility is that the analysis of the financial
transaction could be conducted from the perspective of determining whether
the economically significant characteristics of the transaction lead to the
conclusion that it sufficiently resembles and has the features or hallmarks of
a loan, or alternatively, it more resembles something other than a loan. At a
certain point, the review of the characteristics (together with the conduct of the
parties or any additional evidence) may lead to the conclusion that the finan-
cial transaction is not a loan. If so, it may be that for transfer pricing purposes,
the transaction ought to be treated as something other than aloan. This conclu-
sion does not necessarily affect the civil law or common law denomination of
the transaction, or its classification for accounting purposes; it only affects the
transfer pricing analysis. Furthermore, if the facts and circumstances of the
transaction lead to the conclusion that the transaction is commercially irra-
tional, it may be disregarded as a loan for transfer pricing purposes.
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9.7.1.5 A third possibility involves the same process as the second in terms
of determining the characteristics of the financial transaction, however it
also considers whether only part of the transaction should be treated as a
loan. Relevant evidence might, for example, include a debt capacity analysis
of the borrower. In such cases, it may be that for transfer pricing purposes
the transaction is treated partly as a loan and partly as something other than
a loan, such as a contribution to equity (see also the guidance at 3.1.8). Once
again, this conclusion does not necessarily affect the civil law or common
law characterization of the transaction or its classification for accounting
purposes; it only affects the transfer pricing analysis. Furthermore, if the
facts and circumstances of the transaction lead to the conclusion that the
transaction as a whole is commercially irrational, the transaction may be
disregarded as a loan for transfer pricing purposes.

9.71.6 Before deciding to question the nature of a financial transaction
and split it into its component parts, tax authorities would be expected to
have conducted a detailed analysis of the transactions and relevant associ-
ated enterprises. This may include consideration of the purpose to which they
intend to put the borrowed funds, their economic circumstances, relevant
business strategies, creditworthiness, debt capacity and security offered, etc.
as outlined at 9.7.2.2 below. In all three scenarios mentioned above, the treat-
ment of a transaction as something other than a loan would, for tax purposes,
result in a limitation in the deductibility of interest expenses (entirely or
partially) and not necessarily imply characterizing the transaction as some-
thing else (e.g. an equity instrument).

9.7.2 Economically Significant Characteristics of Financial
Transactions

9.72.1 The following section provides an overview of economically signif-
icant characteristics of a financial transaction that may be considered when
assessing such transactions for transfer pricing purposes.

9.7.2.2 Some of the economically significant characteristics of a financial
transaction include the following:

»  Contractual terms. Financial transactions between unrelated
parties are usually documented in written terms and condi-
tions set out in a contract. In contrast, the terms of a transac-
tion between associated enterprises may be much less explicit.
Where this is the case, other documents and information may
need to be consulted to determine the terms and conditions of
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the financial transaction and whether the actual conduct
of the parties is consistent with those terms and condi-
tions. Relevant aspects generally contained in the contrac-
tual terms of a financial transaction include: %

a) the price for obtaining the financing, which generally is
described as the interest to be paid where the financing
is in the form of a loan. Interest may be fixed, floating or
variable; payable annually, monthly, up front, upon repay-
ment of the loan or on demand. Alternatively, the price
could be determined based on a participation in profits or
could be zero;

b) any repayment obligations and consequences of a failure
to repay (default) by the recipient of the financing;

¢) the term (time period) for which financing is provided.
This may be short-term, long-term, fixed, undefined,
perpetual, automatically renewable, eligible for periodic
amendment or subject to the right to (make or demand)
early repayment, in whole or in part;

d) whether the amount of financing extended is secured by
collateral or a guarantee, or alternatively is unsecured. For
loans, the existence of collateral or a guarantee may reduce
the risk to the lender as they provide additional recourse
for the recovery of funds should the borrower default;

e) the currency in which the funding is extended (and must
be repaid);

f) the status (subordination or preferred status) of the
provider of financing relative to others. Subordinated debt
is debt that is ranked behind that held by secured lenders
in terms of the order in which the amount outstanding is
repaid should a borrower experience financial difficulties.
That is, a creditor holding subordinated debt has a lower
priority for the recovery of its debt from the debtor’s assets
than a creditor with a preferred status; and

g) convertibility of the funding, for example the right to
convert the funding from debt into equity.

»  Functional analysis: This analysis is relevant to determine what
functions are performed, assets used or contributed and risks

681t should be noted that the listed contract clause examples are not exhaustive.
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assumed by the respective parties (the provider and recipient
of funds) in relation to the financial transaction. Facts and
circumstances that may assist in determining the functions
and responsibilities of the parties may include:

whether the recipient can obtain credit/funding from other
sources (possibly including consideration of its debt capacity);

the (credit and other) risks of the provider in providing fund-
ing to the recipient;

who conducts the monitoring of ongoing compliance with
the terms of the funding agreement;

for the recipient it could also include consideration of func-
tions relating to ensuring availability of funds to repay the
funding as required, i.e. considering the source of funds;

the intended and actual use of the funds provided to the
recipient; and

it may also include considering the purpose of the financial
transaction in the context of the parties’ businesses; what
assets may be used and what risks are assumed in relation
to the financial transaction, including how those risks are
controlled.

The above analysis should consider how those functions relate to the
wider generation of value by the MNE to which the parties belong, the cir-
cumstances surrounding the transaction, and industry practices such as:

>

Characteristics of the financial products or services: As
already referenced at 9.3. supra and indicated under the
contractual terms mentioned above, there exists a great
variety of financial products or services. The characteristics
of the specific financial transaction (or financial service)
under review should be clearly defined and supported by the
conduct of the parties and other facts in order to accurately
delineate the actual transaction;

Economic circumstances: Conditions (including the pricing)
of financial transactions can vary greatly depending on the
economic circumstances that apply when those financial
transactions are entered into or take place. Aspects that may
be relevant include: (a) the currency of the financial transac-
tion; (b) the geographic jurisdictions of the parties to the
financial transaction or the geographic jurisdictions that

are captured by the terms of the financial transaction that
are involved, (c) the specific business sector or industry in
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which the parties to the transaction operate, and (d) the timing
of the transaction. In addition, macro-economic trends and gov-
ernment policies may affect general interbank interest rates and
other conditions and as such, may impact the cost of financial
transactions; and

>  Business strategies: An entity or MNE’s financing policies may
have an impact on how the financing transaction under review is
structured. While accurately delineating the actual transaction,
it will be helpful to have a clear understanding of the company’s
financing strategy as discussed in 9.2. The intent of the parties
with respect to the funding provided, and any participation in
management and voting power by the provider of the funds may
be relevant considerations in this respect.

9.7.2.3 Determining the arm’s length nature of a financial transaction
requires that the perspectives of both parties to the transaction are considered.
With respect to an intragroup loan, for example, this means that the econom-
ically relevant characteristics of the transaction should be analyzed from the
perspective of both the lender and borrower. At arm’s length, a lender will
conduct a credit assessment of the borrower to make the decision on whether to
provide a loan, as well as on the amount and the terms of the loan. A borrower
will generally assess whether the term of the loan will meet its commercial
needs and fall within its debt capacity. It will also need to have the capability
to make decisions relating to the risks it is purported to assume.

9.7.2.4 The arm’s length nature of a transaction should initially be consid-
ered by reference to the transaction actually undertaken by the associated
enterprises as it has been structured by them. Tax administrations should
examine the conduct of the parties and base the analysis of the financial
transaction under review on the actual conduct of the parties. Based on
domestic law or tax treaty considerations, it may be that the “label” applied to
an intragroup financial transaction is not correct. Where this is the case, as
discussed in 9.7.1 above, the arm’s length principle may be applied to charac-
terize an intragroup financial transaction as being different from that which
was initially presented by the taxpayer.

9.7.2.5 Separately, it should be noted that in many jurisdictions there may
be domestic jurisprudence on the above aspects as well, and this may impact
on the nature of transactions involving funding. Domestic jurisprudence
may be relevant or even determinative for the characterization of a financial
transaction. However, in instances where the character of a financial transac-
tion as debt or equity is not clear and where jurisprudence does not provide

360



PART B: INTRAGROUP FINANCIAL TRANSACTIONS

persuasive guidance, consideration of the relevant aspects mentioned in this
chapter may be useful to the analysis of the transaction.

9.72.6 Once the financial transaction is accurately delineated, the most
appropriate transfer pricing method can be selected and applied. Within
this process, potentially comparable financial transactions can be identi-
fied, and comparability adjustments might be applicable, to determine the
arm’s length price or profit (or range of prices or profits) for the financial
transaction(s) under review.

9.7.2.7 Example 1: Accurate Delineation of the Actual Transaction
(Provision of Funds)

Borrowing Company, BCo, receives funds under a loan agreement from
Lending Company, LCo. BCo and LCo are associated enterprises. The
loan agreement does not include a maturity date, no security is provided,
and interest is contingent on specified levels of profits being achieved by
BCo. While these features on their own should not be taken as indicating
that the advance of funding is not a loan, on further examination of the
facts, it is found that BCo uses the advance to fund the development of a
new business concept, that its existing business is weakening, that both
its existing and new businesses are not projected to be able to generate
sufficient cashflows over a relevant period to service the loan, and that,
consequently, lower amounts of interest will in fact be paid than pro-
vided for in the agreement.

The guidance in section 9.7.1 is relevant to this example. Some features
of the arrangement suggest hallmarks of equity rather than debt, and,
together with the analysis of all the circumstances (e.g. BCo’s busi-
nesses), may lead to a determination that for transfer pricing purposes
the arrangement might not be delineated as a loan, with the result that
interest deductions would be denied or restricted. Moreover, even if
the arrangement is delineated on the evidence as a loan, the commer-
cial rationality of the transaction might be questioned and may prevent
determination of a mutually acceptable price. In particular, it is doubtful
that BCo and a third-party lender would have been able to agree terms
for a loan given the very high level of risk to the lender. This evidence
may lead to the determination under the guidance of sections 3.3.2.1 to
3.3.2.6 that the loan arrangement might not be recognized as an interest-
bearing loan for transfer pricing purposes.
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9.7.2.8 Example 2: Accurate Delineation of the Actual Transaction (Loan
Recognition)

AE Co 1 is organized in Country A where it maintains an office and has
numerous employees. AE Col engages in a manufacturing business in
Country A. It acquires raw materials from unrelated suppliers located in
Country C. Before the events described below, raw materials purchased
by AE Col were typically shipped from suppliers in Country C to AE
Col’s manufacturing facilities in Country A via independent shipping
companies.

After thorough review of alternatives, AE Co 1’s management concludes
that it could reduce its costs by commissioning the construction of a
specially designed vessel and by using that vessel to meet its raw material
shipping needs rather than relying on independent shipping companies
to transport purchased raw materials. AE Col commissioned a design
firm to prepare a unique vessel design suited to AE Col’s specific needs
and identified an unrelated construction firm in Country C to build
the vessel.

After the construction contract was negotiated by AE Col employees,
but before it was executed, AE Col registered AE Co2 in Country C.
AE Col contributed the minimum statutory capital under Country C
law of $1,000 to AE Co2 in exchange for 100 of $10 par AE Co2 shares.
AE Co 2 was to become the party contracting for the construction of
the new vessel, and upon completion of the vessel would become the
vessel’s owner and the shipper of record for all of AE Col’s raw materials
procured from suppliers in Country C.

Immediately after AE Co2 was registered, AE Col entered into a loan
agreement with AE Co2 in which AE Col agreed to advance $100 mil-
lion dollars to AE Co2 as required to (i) fund AE Co2’s obligations to
the construction firm under the construction contract and (ii) fund AE
Co2’s day-to-day operating expenses during the period the vessel was
under construction. The loan agreement did not call for AE Co2 to make
any periodic interest payments. The loan agreement provided AE Col
with the option to convert the debt obligation to additional equity shares
of AE Co2 at a conversion price of $10 per share at any time within five
years. The agreement also permitted AE Co2 to retire the debt at any time
within three years of the execution of the loan agreement in exchange
for a payment of $105 million. AE Col advanced the $100 million loan
amount entirely from its own internally generated funds. Funds were
advanced to AE Co2 during the year following execution of the loan
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agreement as the funds were required by AE Co2 to make payments to
the construction firm or for other operating expenses. AE Col did not
borrow from any other party to finance the loan.

At the same time as the loan agreement was executed, AE Co2 signed
the construction agreement. In conjunction with the execution of the
construction agreement, AE Col executed a detailed written guarantee
of AE Co2’s obligations under the construction agreement in favour of
the construction firm. The construction of the vessel was completed on
schedule and the vessel was placed in service by AE Co2 one year after
the loan agreement and construction agreement were signed. At the time
it was placed in service, the vessel had a market value of $110 million.

At the end of Year 3, AE Col exercised its option to convert the entire
loan principal to additional equity shares in AE Co2. AE Co2 never made
any payment of principal or interest on the loan to AE Col.

Countries A and C conducted a simultaneous audit of the tax returns
of AE Col and AE Co2 for the three-year period following execution
of the construction agreement and loan agreement. In the course of the
audit, Country A tax authorities suggested that the $100 million advance
should properly be characterized as a loan and that a transfer pricing
adjustment should be made to attribute an arm’s length rate of interest
income to AE Col in each of the three years under audit. Country C
tax authorities took the position that the advance should be accurately
delineated for transfer pricing purposes as a contribution by AE Co 1 to
the equity of AE Co2 from the outset and that no interest payments to
AE Col should be imputed under transfer pricing rules.

In seeking to resolve the differences of view between the tax authorities
of countries A and C, and in determining whether the advance of funds
from AE Col to AE Co2 should be treated wholly or in part as interest-
bearing for transfer pricing purposes, the answers to the following ques-
tions may help to illuminate some of the relevant considerations:

(i) are there features of the arrangements in their totality that
suggest there were commercial pressures or legal require-
ments for the party to the construction contract to be located
in the same territory as the construction firm, and that AE
Co2 was created as the proxy in Country C for AE Col in
order to fulfil these requirements?

(ii) are there features of the advance that indicate whether it
has hallmarks of debt or equity? Relevant considerations
might include the stated absence of interest requirements
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(iii)

(iv)

W)

or repayment terms, the lack of interest payments, and the
convertibility option. What evidence exists about the circum-
stances and motivation in Year 3 that resulted in conversion?

what is the debt capacity of AE Co2, that is, would a third
party have provided a loan to AE Co2 in the circumstances
described? Relevant matters might include the potential
future cash flows arising to AE Co2 from its chartering of
the vessel to AE Col upon completion that may be taken into
account by third-party lenders, including the contractual
rights to such cash flows; the length of the future period over
which they may be expected to arise; the risk that they might
not materialize; the potential for alternative chartering; and
the risk that the completion date may be delayed (with the
result that the cash flows are deferred). It may also be rele-
vant to consider the security that may be taken into account
by third-party lenders represented by the work in progress
of the vessel at stages of construction as well as by its fully
completed status. The special design of the vessel to meet the
particular needs of AE Col may affect its perceived security
valuation.

what are the risks of additional costs under the construction
contract? AE Col has provided a guarantee to the construc-
tion firm, and this provides the construction firm with some
protection against non-payment. However, the guarantee
does not mean that, in an arm’s length situation, AE Col
would not seek to recover additional amounts from AE Co2,
potentially leading to the need for AE Co2 to raise additional
funds. The inability of AE Co2 to raise additional funds could
increase the risk of default. Should risks of cost overruns be
factored into the debt capacity of AE Co2, or is the construc-
tion contract a fixed price contract? Are potential delays in
completion subject to penalties payable by the construction
firm which would help to offset the delays in commencing
chartering income?

is it possible to compute a price for the loan that AE Co2
would reasonably be able to pay (taking into account its
potential future cash flows) and that would properly remu-
nerate AE Col for the risk it is taking on? The circumstances
suggest that any standalone credit rating of AE Co2 would
be below investment grade and that AE Co2 would present a
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significant credit risk. If not, is it possible to compute a price
on the basis that part of the advance is treated as equity?

The guidance in section 9.7 is generally applicable to the considerations
outlined above, and the guidance in section 9.7.1.2 is particularly rel-
evant to this example.

9.8 Considering the Creditworthiness of Associated
Enterprises

9.8.1 To accurately delineate the actual transaction and to be able to seek
reliable comparables to test the arm’s length nature of the intragroup finan-
cial transaction, the creditworthiness of the associated enterprises involved in
the transactions may need to be considered. The creditworthiness of an enter-
prise has regard to the potential that the enterprise will not be able to meet its
payment obligations in accordance with the terms of the transaction (in this
respect mention is also made of “debtor” or “issuer” credit ratings, where the
term “issuer” indicates the debtor). In the case of intragroup loans, this essen-
tially involves, inter alia, consideration of the security of the lending (that is,
what collateral the borrower can offer) and consideration of the borrower’s
likely future cash flows to pay interest and repay the principal amount of the
debt. One way to assess debt capacity is to look at the credit rating of the debtor,
which reflects the credit risk for a creditor extending debt to the debtor.

9.8.2 Credit risk may be measured by assigning a rating (i.e. credit rating)
to the debtor or to a specific instrument issued by a debtor. In some cases,
these ratings may be derived from independent commercial credit rating
agencies. The rating expresses the probability of default and thus the risk
to the potential lender. In addition to specialist credit rating agencies, some
companies have also developed in-house commercial tools that are intended
to be used for credit rating purposes. Credit ratings provided by independent
credit rating agencies generally consider both qualitative and quantitative
factors. Whereas credit rating methodologies used in in-house commercial
tools generally prioritize quantitative factors and may not include qualitative
factors such as industry forecasts, MNE strategies or the risk profile resulting
from the MNE’s management style.

9.8.3 Determining a credit rating is not an exact science and can be particu-
larly difficult for certain types of issuers such as start-ups, special purpose
vehicles, or indeed for members of an MNE. In the case of a credit rating
determination for a member of an MNE, the financial metrics used in the
process may be influenced by related party transactions.
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9.8.4 A robust process for determining a credit rating will typically include
consideration of both quantitative and qualitative factors. It is important to
remember even amongst issuers with the same credit rating there is likely
to be a range of creditworthiness represented. It should be considered that,
while they can be useful, credit ratings are only an indication of an enti-
ty’s probability of default and they may not be perfect. For example, in the
2009 financial crisis, some entities with high credit ratings defaulted on their
debts and ended up bankrupt. Furthermore, in some developing countries
the government may have official prescribed interest rates in place and no use
is made of international commercial credit rating approaches.®

9.8.5 A summary of the credit rating categories used by the credit rating agen-
cies Moody’s, Standard and Poor’s and Fitch is provided in the following table.

Table 9.T.1

Credit Ratings

Moody’s | S&P ‘ Fitch ‘ Interpretations®

Investment Grade Ratings

Aaa AAA AAA Highest quality; extremely strong, highly unlikely
to be affected by foreseeable events.

Aal AA+ AA+ Very high quality; capacity for repayment is not

Aa2 AA AA significantly vulnerable to foreseeable events.

Aa3 AA- AA-

Al A+ A+ Strong payment capacity; more likely to be affected

A2 A A by changes in economic circumstances.

A3 A- A-

Baal BBB+ BBB+ Adequate payment capacity; a negative change in

Baa2 BBB BBB environment may affect capacity for repayment.

Baa3 BBB- BBB-

Below Investment Grade Ratings

Bal BB+ BB+ Considered speculative with possibility of develop-
Ba2 BB BB ing credit risks.

Ba3 BB- BB-

B1 B+ B+ Considered very speculative with significant credit
B2 B B risk.

B3 B- B-

69 Reference can be made to credit rating rules that are applicable in Mexico
and China.
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Table 9.T.1 (continued)
Caal CCC+ |CCC Considered highly speculative with substantial
Caa2 cce cce credit risk.

Caa3 CCC- CCC-

Ca CcC CC May be in default or wildly speculative.
Ca C C In bankruptcy or default.
C D DDD

Source: Bhatia, A. V. (2002). Sovereign Credit Ratings Methodology: An Evaluation.
IMF Working Paper 02/170. Washington: International Monetary Fund. Table 2, p.8

a Note that the interpretations provided in the column are only an indication and
not a definition of the mentioned rating. The ratings provided are an illustration
of long-term issuer rating/debtor ratings, from 3 public rating agencies. Ratings
may be different for short-term debits.

9.8.6  When applying the arm’s length principle, the starting point is that
the related parties involved in the financial transaction should be treated as
if they were entities independent of each other, but otherwise in the same
circumstances. However, “the same circumstances” must include any inci-
dental benefits and group synergies that derive from the fact that the related
entities belong to an MNE. This would include the impact of any implicit
support (sometimes also referred to as ‘passive association’, ‘parental support’,
or ‘group support’). To the extent that a borrower that is a member of an
MNE benefits from an improved credit rating solely on the basis of implicit
support, no payment is required for this benefit.

9.8.7 Credit ratings from independent professional rating agencies such
as Standard & Poor’s, Moody’s or Fitch, are typically only available for the
parent company of a group. Where no such independent credit rating is
available for the borrower of the funds, consideration will therefore need to
be given as to how to evaluate the credit risk of that borrower. The following
approaches may be considered:”®

»  Beginning with the parent’s credit risk, adjust this credit risk (if
required) to approximate the credit risk of the borrower; and

»  Derive the borrower’s credit risk by using various credit
scoring tools.

The effect of any implicit support available to the borrower would need to be

70There are additional approaches used in practice that may lead to an
approximate credit rating for the borrower such as looking at third-party loans of
the borrower as a basis for deriving the credit rating of the borrower.
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factored into the analysis irrespective of the approach taken.

9.8.8  When assessing the credit rating of the associated enterprise and the
extent of any implicit support that needs to be taken into account, consid-
eration should be given to the specific circumstances, including (i) that the
associated enterprise belongs to an MNE (which may have a higher credit
rating than the enterprise) and (ii) that the parent or other group compa-
nies may be reasonably expected to support their affiliates (especially core
affiliates) in their financial needs (referred to as ‘stewardship by the parent
company’). These factors may significantly influence the analysis of the arm’s
length conditions of the overall transaction. An improved credit rating for an
associated enterprise based merely on implicit support or passive association
does not require a return or payment at arm’s length.

9.8.9 Expanding on the considerations of implicit support presented above,
it might be relevant to consider the following questions:

»  To what extent (if any) would implicit support be taken into
account by independent institutions (e.g., independent lenders or
credit agencies) when assessing the credit risk of the borrower?

»  How would the implicit support be quantified?

9.8.10 In practice, the answers to the above questions will depend in large
part on the level of strategic importance that the borrower has in the MNE
(including the potential consequences of a default by the borrower on the rest
of the MNE). In this regard, the following aspects could be considered:

»  If the consequences of not supporting the borrower would create
negative impacts on other parts of the group (for example due
to legal obligations, operational impacts, effect on group reputa-
tion, etc.);

»  Ifthere are explicit statements of policy/intent by the parent/
group to support the borrower;

»  Ifthere is a history of support to MNE entity borrowers in cases
where they get into financial difficulty.

9.8.11 The following table is an example of the possible effects on the credit
rating of an MNE entity borrower based on its level of strategic importance
to the MNE:”!

71 Table 9.T.2 is based on Standard & Poor’s (2019). General Criteria: Group
Rating Methodology. Available from https://www.maalot.co.il/Publications/
GMT20190702155208.PDF. Table 2 is merely an example for evaluating ratings and
should not be regarded as prescriptive or definitive guidance. Note that implicit
support may also be considered and determined based on quantitative data.
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Table 9.T.2

Group Rating Approaches

Strategic importance
of the borrower entity
to the MNE

Brief explanation of the strategic
importance

Potential long-term
credit rating of the
borrower entity

“Top down” approaches

Core Integral to the MNE’s current Generally equiva-
identity and future strategy. The lent to MNE level
rest of the MNE is likely to support | credit rating
these entities under any foreseeable
circumstance.

Highly strategic Almost integral to the MNE’s cur- | Generally, one

rent identity and future strategy.
The rest of the MNE is likely to
support these entities under almost
all foreseeable circumstances.

notch below MNE
level credit rating

“Bottom-up” approaches

Strategically important

Less integral to the MNE than
highly strategic entities. The rest

of the MNE is likely to provide
additional liquidity, capital or risk
transfer in most foreseeable cir-
cumstances. However, some factors
raise doubts about the extent of
MNE support.

Generally, three
notches above the
borrower entity’s
‘stand-alone’ rating

Moderately strategic

Not important enough to warrant
additional liquidity, capital or

risk transfer support from the rest
of the MNE in some foreseeable
circumstances. Nevertheless, there
is potential for some support from
the MNE.

Generally, one
notch above stand-
alone rating

Non-strategic

No strategic importance to the
MNE. These entities could be sold
in the near to medium term.

Generally, the
entity’s stand-alone
rating

b The ‘stand-alone’ credit rating for a member of the MNE as referred to in this
table is the rating that would be derived for the borrower entity (e.g. using credit
scoring models etc.) on the basis that it was not a member of an MNE, i.e. that it
received no implicit support.
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It should be noted that implicit support is not equivalent to an explicit guar-
antee and is generally unenforceable by a creditor of the borrower. See 9.13
which deals with financial guarantees.

9.8.12 Itisalso important to note that although implicit support is typically
associated with improving the credit rating of the borrower, it might also
be the case that the borrower’s credit rating is negatively influenced by the
MNE’s credit risk (i.e. as a result of negative synergies).

9.8.13 In addition to the credit rating of the borrower entity, for accurate
delineation purposes the credit rating of the specific debt instrument is also
relevant. See 9.12.72

9.8.14 Where there are significant difficulties in determining the extent and
effect of any implicit support, and in cases where there is substantial infor-
mation asymmetry, challenges may be created in the transfer pricing analysis
which, if not resolved, may result in outcomes that are not reliable. In such cases,
the credit rating of the MNE may also be used for pricing the accurately delin-
eated loan where the facts so indicate, particularly in situations such as where
the borrower entity is important to the group, and where the borrower’s indi-
cators of creditworthiness do not differ significantly from those of the MNE.

9.8.15 A further question arises as to whether the credit rating of the borrower
entity should be established based on its creditworthiness before the financial
transaction under review is put in place or afterwards. In most cases, the situa-
tion after the new financing transaction takes place should be considered.

9.8.16 In addition to the considerations above in determining the credit
rating of a borrower entity it may also be relevant to consider the risk of an
entity operating in a particularly risky country (i.e. the risk deriving from
a country’s business environment including legal environment, levels of
corruption, and socioeconomic variables such as income disparity), to the
extent that this is not already reflected in the credit rating of that entity. The
country risk for developing countries tends to be higher than for developed
countries due to greater perceived or real risk of currency fluctuations; politi-
cal instability; economic instability such as recessions or higher inflation; the
risk of default by the government on sovereign debt and the effect of foreign
exchange and other controls. A high level of country risk will impact the
business risk of a borrower located in that country and therefore also (likely
decrease) its credit rating.

72 For additional information on how to measure credit risk and how to
consider credit risk components, reference is made to Petruzzi, R. (2013). Transfer
Pricing Aspects of Intra-group Financing. Amsterdam: Kluwer Law International.
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9.8.17 Example 3: The Relevance of Implicit Support on a Borrower’s
Credit Rating

A group entity’s strategic importance might be impacted by facts such as
whether it operates under the same commercial group identity as other
MNE members or whether it is engaged in the same business as other
MNE members. For example, assume an MNE named “ABC” is widely
known and respected for its safe handling and transportation of cash
and valuables, an activity it performs globally. The MNE is also finan-
cially strong.

Assume ABC has a subsidiary operating under the same global MNE
identity (ABC Concordia Limited) that is associated with the safe han-
dling of cash and valuables in Concordia. Due to Central Bank policies
reducing the use of cash in Concordia, as well as a high level of organized
crime in Concordia and the rise of competitor business in that coun-
try, the subsidiary’s expected future profitability is low or even negative.
ABC Concordia Limited has difficulty servicing a third-party loan and
defaults on the loan. This default, if unresolved, may have a negative
impact on the credit rating of the ABC group, because it may have been
expected by third party lenders that the ABC parent company would
have rescued its subsidiary that operates in the same business under
the same MNE identity for fear of damaging the MNE’s reputation and
core business.

On the other hand, if the subsidiary had instead operated under a differ-
ent group identity, XYZ Limited, and was engaged solely in the servicing
of cash sorting machines, a minor and insignificant commercial activity
that the ABC group does not perform in other markets, and was not
engaged in the core business of picking up cash and valuables for safe
transportation, the impact of a default might be less significant for the
reputation or core business of the ABC group.

In these scenarios, the relevance and impact of implicit support is likely
to be more significant in the case of ABC Concordia Limited and much
more limited in the case of XYZ Limited.

2.9 Considering the Risks Embedded in the Financial
Instrument

9.9.1 In addition to considering the creditworthiness of the borrower, in
order to accurately delineate the actual transaction and to be able to seek
reliable comparables, the specific features of the financial instrument must
also be taken into account. For example, if ACo makes available a loan to
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associated enterprise BCo, but BCo already has three other loans (regardless
of their sources), and the loan from ACo is subordinated to the earlier loans,
then the “status” of the loan from ACo is lower than that of the other three
loans. That is, if, in the event of BCo’s bankruptcy, ACo is only entitled to
claim repayment from BCo after the repayment of the other three loans, ACo
holds a subordinated loan instrument with a higher risk. It may therefore be
relevant to consider the credit rating for a specific financial instrument (e.g.
a specific loan) and not just the credit rating of a borrower more generally.

9.9.2 Note that in the case of bonds (which are often used as comparables
for intragroup loans) this risk “status” is generally expressed as the “issuance
credit rating”, that is the credit rating that applies to a particular bond issue
rather than to an entity.

9.9.3 In practice, the credit rating of a particular financial instrument
is generally notched down from the credit rating of the borrower entity,
(usually) based on methodologies provided by credit rating agencies. That
is, when comparables are sought for the financial instrument, first the credit
rating of the borrower is considered, and subsequently the credit rating of the
particular financial instrument is estimated by adjusting the credit rating of
the borrower, taking into account the features of the instrument.

9.9.4 For example, assume that the credit rating of BCo is BBB, and the
financial instrument provided by ACo to BCo is subordinated. Assume also
that in line with the methodology provided by credit rating agencies, it is
considered appropriate to apply a one-notch credit rating downgrade to
reflect the subordinated nature of this financial instrument. Now, the credit
rating of this financial instrument is BBB-, which is a one-notch credit rating
downgrade based on the investment grade ratings (in this example of S&P
and Fitch) presented in Table 9.T.1. Note however that different rating agen-
cies have different approaches. While there is no universal approach, the
effect of subordination merits consideration. See also 9.7.2.2.

9.10 Potential Transfer Pricing Methods

9.10.1 Any of the transfer pricing methods described in this Manual can
be used to price financial transactions. With respect to intragroup loans, the
most commonly used transfer pricing method is the CUP method. The CUP
method may be employed when comparable transactions exist between one
party to the intragroup loan transaction and an independent party (“internal
comparable”) or between two independent parties, neither of which is a party
to the intragroup loan transaction (“external comparable”). This is discussed
further in section 9.12.
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9.10.2 Separate and apart from the pricing of individual financial transac-
tions or instruments, treasury services provided within an MNE are likely to
require an arm’s length remuneration (see section 9.3.3). For these services,
the CPM or a cost-based TNMM may be appropriate (or, if the treasury
services entity is simply a conduit and adds no value, remuneration at cost).
It is common that one entity of the group (e.g., the financing department/
entity) acts as a general treasury service provider or intermediary for other
entities in the group. See chapter 5 on intragroup services. However, if a
financing department/entity provides financing to group members and refi-
nances these with deposits from other group members or external sources
and therefore is exposed to a mismatch in timing and/or currencies as well as
credit risk exposure, the CPM might not be the appropriate transfer pricing
method to reward the financing function.

9.10.3 Another method that could be appropriate in some cases is the
transactional PSM. However, in practice, the use of this method for finan-
cial transactions is quite limited (some exceptions being for global trading of
financial instruments or for certain cash pooling transactions).

9.11 The Use of Simplification Measures and Safe Harbours

9.11.1 To simplify the determination of the arm’s length price for intra-
group financial transactions, some countries have introduced safe harbours,
most of which concern interest rates. More specifically, some countries issue
annual official interest rates or margins that, if applied to intragroup loans,
extinguish the obligation for the taxpayer to prove that the compensation
related to those transactions is arm’s length, while providing some assurance
that the rate applied will not pose a significant risk of base erosion.”* See also

73 As an example, Singapore provides a safe-harbour rule for intragroup inter-
est rates. The rule is based on a safe harbour interest rate margin above reference
rates (e.g. LIBOR). The rule is rebuttable by taxpayers provided they substantiate
their interest rate with proper economic analysis and transfer pricing documenta-
tion. In general, the indicative safe harbour interest rate margin is only applicable
to related party loans below a certain amount (i.e. S$15 million at the time the loan
is obtained or provided). The indicative margin is published on the tax authority
website and updated at the beginning of each calendar year. For example, if the
indicative margin is 250 basis points or bps (i.e. 2.50%), and the appropriate refer-
ence rate is LIBOR, this means that if a taxpayer uses LIBOR + 250 bps for its intra-
group loans, it need not prepare TP documentation in relation to the loan. However,
if a taxpayer chooses not to apply the safe-harbour rule, they must substantiate the
interest rate used in line with the arm’s length principle and maintain contempora-
neous transfer pricing documentation. New Zealand has issued guidance for small
value loans (of up to NZ$10 million principal in total) based on which taxpayers
may apply a safe-harbour interest rate of 300 basis points (3%) on top of the relevant
base indicator, in the absence of a readily available market rate for a debt instru-
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section 9.12.2.8 on the application of “sixth method” approaches to intra-
group loans.

9.11.2  Accessto the credit rating of individual associated enterprises and the
determination of the impact/effect of implicit support on intragroup finan-
cial transactions may be difficult and is often based on judgements or deter-
minations that can be very hard to verify for tax administrations. Therefore,
another possible simplification could be to use the MNE (or parent) credit
rating as a basis if taxpayers do not provide evidence to substantiate the credit
rating used. This approach has the added benefits of providing certainty and
reducing the administrative burden to both tax administrations and taxpay-
ers. See section 9.8.14.

9.11.3 When determining the arm’s length compensation for an intragroup
financial transaction, the use of simplification measures or safe harbour rules
should be carefully considered. Furthermore, it should be considered how
the simplification or safe harbour interplays with the definition and applica-
tion of the arm’s length principle both on a domestic and on an international
level. In some countries, taxpayers maintain the right to rebut a safe harbour
or simplification rule by demonstrating that an alternative amount is at arm’s
length. In other countries, no such option exists. As regards to the use of safe
harbours, reference can be made to sections 5.5 and 10.2.2.

9.12 The Application of The Arm’s Length Principle to
Intragroup Loans

9.12.1 Different Types of Intragroup Loans and Relevant
Characteristics to Consider

9.12.1.1 This section sets out a number of relevant characteristics of intra-
group loans. An intragroup loan is the provision of financial resources from
one related party (the lender) to another (the borrower) to be repaid at a
later date. With an intragroup loan, the borrower will obtain the financial
resources; the lender will generally assume the credit risk related to the loan
and needs to be compensated for the liquidity provided and the risk taken on
by an arm’s length interest payment. Ideally, the relevant terms and condi-
tions of the loan will be specified in the loan agreement and supported by the
conduct of the parties. If, and to the extent that an MNE has specific (explicit)
group polices in place with respect to the (target) cost of financing, the likely
impact thereof (if any) on the characteristic of a particular loan might also
be considered relevant.

ment with similar terms and risk characteristics (this safe harbour rate relates to
2019 and its indicative value is revalued annually).
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9.12.1.2 In practice, many different types of loans exist. Two examples are
provided below:

»  Term loan: a loan with a specified schedule for the payment of
interest and the principal amount,”* and a maturity ranging
from one to ten plus years. Such loans are often used to fund
medium- and long-term assets such as plant and equipment. A
term loan may be secured or unsecured, carry a fixed interest
rate or a floating interest rate, and contain general or specific
performance covenants; and

»  Revolving loan or revolving credit facility: a secured or unse-
cured credit line with a maturity ranging from six months to five
plus years that a borrower can draw down and repay multiple
times. A typical facility requires the borrower to pay the bank
an annual commitment fee on the entire line in order to keep
it available for future use; those without a fee are typically not
committed and may be withdrawn by the bank at will. In some
instances, banks require borrowers to repay the facility in full
before allowing further draw-downs or renewals (a process
known as a clean-up call).

9.12.1.3 Apart from the credit risk, the most common risks relevant to an
intragroup loan will be interest rate risk, reinvestment risk, call/prepayment
risk, inflation (or purchasing power) risk, liquidity risk, exchange rate (or
currency) risk, volatility risk, political or legal risk, event risk, sector risk and
country risk. During the accurate delineation process, the allocation of these
risks will generally be considered. See Table 3.T.1 in section 3.4.4.6.

9.12.1.4 When analyzing an intragroup loan, relevant characteristics that
may be considered include the following: conversion rights, currency, any
applicable guarantees, timing and calculation of interest payments, options,
repayment clauses, security provided, seniority and other terms of the loan.
Loan characteristics that benefit the borrower generally have the effect of
increasing the interest rate and those that have the impact of benefitting the
lender tend to decrease the interest rate.

9.12.2  Determining the Arm’s Length Nature of Intragroup
Loans

9.12.2.1 Inaccordance with what was discussed in section 9.7, the first step

74 A so-called “bullet loan” on the other hand allows for repayment of the
principal amount only at the end of the loan term rather than through a specified
repayment schedule.
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of any transfer pricing analysis is the accurate delineation of the transaction
undertaken. This requires the identification of the commercial or financial
relations between the associated enterprises by analyzing the economically
relevant characteristics (or comparability factors) of a transaction. Some
examples of economically significant characteristics of loans include:

>

The contractual terms of the loan (e.g., the type of loan; its tenor—
i.e., time to maturity; the obligation to pay interest and repay
principal including details of the repayment schedule (e.g. by
way of a bullet payment at the end of the term or fixed amounts
throughout the term of the loan); whether or not contingent; the
type of interest rate (e.g. contingent on profits, variable or fixed);
currency used; embedded options such as the right to convert the
loan into equity, to extend its term, or prematurely terminate and
repay the loan; seniority of the loan; subordination of the credi-
tor relative to others; and any collateral, security or guarantees
provided to the creditor. In some cases, certain relevant charac-
teristics may not be included in the contractual agreement, and it
may be necessary to refer to other evidence including the conduct
of the parties to accurately delineate the terms of the loan;

The functions performed, assets used or contributed, and risks
assumed by both the borrower and the lender, considering the
purpose of the loan and any interaction with other intragroup
transactions. The functional analysis considers the perspectives
of both borrower and lender and involves, for example, an assess-
ment of the debt capacity and credit risk of the borrower. The
conduct of the parties should also be examined. Where such con-
duct does not align with the contractual terms, the former may
need to be prioritized;

The economic circumstances of both the borrower and the lender
in the context of the industries and markets in which they oper-
ate, including circumstances which have a bearing on the type
of funding available, the purpose of the funding, and also the
ability of the borrower to obtain loan financing/funding through
other means or from other (third) parties; and

The business strategies pursued by the borrower and lender,
including financing policies and debt targets.

9.12.2.2 Atthis point, the accurate delineation process will have identified the
economically significant features of the transaction. An accurately delineated
loan transaction subsequently needs to be priced in accordance with the arm’s
length principle. The economically relevant characteristics that have been
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identified need to be taken into account in the search for comparable uncon-
trolled transactions with which to determine an arm’s length price.

9.12.2.3 Once the transaction has been accurately delineated, the next step
of the analysis would be the selection and application of the most appropriate
transfer pricing method. As the main compensation generated by an intra-
group loan is the interest payment, the arm’s length interest must be deter-
mined. However, it should be con