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Dr A. Michael Heimert

Mike Heimert is a managing director and global leader of the Transfer Pricing Services
practice for Duff & Phelps, which is one of the largest independent transfer pricing
practices in the world. Mike has significant experience providing transfer pricing and
valuation services for multinational companies across a wide range of industries -
including consumer packaged goods, automotive, oil and gas, mining, high tech, heavy
manufacturing and retail. Mike has been retained as an expert witness on various transfer
pricing matters, including the largest US Transfer Pricing case on record. He also provides
litigation support to attorneys and their clients in diverse matters involving tax issues.
Mike was formerly the CEO and founder of Ceteris, a multi-country firm specializing
in transfer pricing and tax valuation matters that was acquired by Duff & Phelps. Before
that, Mike was a partner and the National Director of Transfer Pricing and Economics
for Ernst & Young, LLP. He holds a PhD and MA in Economics from the University of
Wisconsin-Milwaukee, and a BS in Business Economics from Marquette University.

T.J. Michaelson

T.J. Michaelson is a Vice President of transfer pricing at Duff & Phelps with experience
in advising clients on a variety of transfer pricing and valuation matters including
assisting multinational companies with the design, implementation, documentation
and defense of their global transfer pricing strategies. Specifically, T.J. has consulted in
areas including global policy planning and implementation, preparation of US, OECD
and local country transfer pricing documentation for tangible, intangible and service
transactions, intellectual property planning and valuation, corporate services, litigation/
expert witness support projects, and ASC 740 risk measurements. T.J. has worked
with clients in a wide variety of industries including consumer products, diamonds,
food and beverage, healthcare, industrial products, medical devices, mining, non-for-
profit, power management, retail, semiconductors, specialty chemicals, technology,
and telecommunications.
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Prior to joining Duff & Phelps, T.J was a transfer pricing consultant at Ceteris and
obtained his Bachelors degree in Economics and Finance from Marquette University.
He also studied in Strasbourg, France at the University of Strasbourg.

Duff & Phelps

The Duff & Phelps transfer pricing practice provides an independent and uncompromised
perspective on all aspects of transfer pricing, including compliance, planning,
controversy and implementation. Our internationally-recognized transfer pricing
advisors provide clients with deep technical expertise coupled with industry-specific
experience. Our transfer pricing advisors are able to seamlessly collaborate with
accounting, tax, legal and finance groups while providing objective viewpoints that
are unequivocally free from regulatory conflict and independence concerns set forth
by various governing bodies.

Duff & Phelps is the global advisor that protects, restores and maximizes value
for clients in the areas of valuation, corporate finance, investigations, disputes, cy-
bersecurity, compliance and regulatory matters, and other governance-related issues.
We work with clients across diverse sectors, mitigating risk to assets, operations and
people. With Kroll, a division of Duff & Phelps since 2018, our firm has nearly 3,500
professionals in twenty-eight countries around the world. For more information, visit
www.duffandphelps.com.

The editors would like to thank Annie Lu of Duff & Phelps for her valuable
contributions in preparing the current edition of this publication.
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Andrew Cousins

Andrew Cousins is a Director in the London TP practice of Duff & Phelps. An international
tax practitioner for more than twenty years, his cross-border experience spans private
practice, industry and government. Eight of those years were spent as global head of
TP in two FTSE 100 multinationals, first Gallaher plc, then Cadbury plc, where he led
the TP team handling development of TP policy, business restructuring, negotiation of
APAs and ATCA, TP documentation, management of audits and resolution of controversy,
focusing on practical solutions aligned with the business. As an industry observer, he
submitted papers in response to the OECD’s Working Party No. 6 business restructuring
and intangibles discussion drafts and contributed to the debate at the associated public
consultations. He has continued to participate in the OECD’s public consultations in
relation to the BEPS Project.

Immediately prior to joining Duff & Phelps, Andrew served as Deputy Comptroller
of Taxes in the Jersey tax authority, responsible for implementing and interpreting
all Jersey’s international tax agreements, including DTAs, TIEAs and the Multilateral
Convention. As competent authority, he managed the Mutual Agreement Procedure
(MAP) process and exchange of information (EOI) with other tax authorities around
the world, including automatic EOI under the EU Savings Directive and FATCA. He
created the EOI Unit within the Taxes Office to handle the increasing demands of
inter-governmental information flow and was heavily involved in the nascent field
of litigation associated with this area. A regular participant at the OECD, Andrew
acted as Jersey’s representative at the OECD’s Global Forum for Transfer Pricing and
Global Forum for Tax Treaties. As Jersey delegate and expert assessor for the Global
Forum on Transparency and EOI for Tax Purposes, Andrew co-authored three OECD
publications: the peer review reports on the Bahamas (2013), Portugal (2015) and
Lithuania (2015).
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Andrew is a Fellow of the Institute of Chartered Accountants in England and
Wales, having originally qualified at Deloitte & Touche before focusing on TP at Ernst
& Young, where he was a member of the Tax Effective Supply Chain Management
(TESCM) team. Andrew is a graduate of Oxford University.

E-mail: Andrew.Cousins@duffandphelps.com
Tel.: +44 20 7089 4707

Daniel Othmann

Daniel Othmann is a Vice President in Duff and Phelps’ London office.

He has more than seven years of experience in international taxation and transfer
pricing. In particular, Daniel has worked with clients from various industries such as
the automotive industry, the power and utilities industry, the pharmaceuticals industry
and the financial services industry and has managed various projects focusing on tax
audit defence, tax effective supply chain management, transfer pricing documentation
and planning, advance pricing agreements, mutual agreement procedures and M&A.
Daniel also gained experience as a tax auditor trainee with a German tax authority and
qualified as a tax inspector. In the recent years he has gained extensive experience in
the pricing of intercompany loans, guarantees and other complex financial transactions.

He holds a German undergraduate degree in Tax Law and Accounting as well
as an MSc in Quantitative Finance from the University of Strathclyde in Glasgow and
passed the German Certified Tax Advisor qualification exam. Previously Daniel worked
for EY in Munich as a Transfer Pricing Economist and Manager.

E-mail: Daniel.Othmann@duffandphelps.com
Tel.: +44 2070894927

Ted Keen

Ted Keen has joined Duff & Phelps as a Managing Director in the London office and leads
their European Transfer Pricing practice. He brings more than 24 years of experience,
advising multinational clients on transfer pricing matters in the US, the UK, Europe,
Africa and Asia. A Ph.D. economist, Ted specializes in developing pragmatic solutions
to complex transfer pricing issues, often involving IP with a complicated history of
development. He has led numerous engagements with multinationals operating in
diverse sectors including life sciences, agribusiness, mining and minerals, engineering
and consulting services, and industrial products.

Ted began his transfer pricing career with KPMG in Los Angeles. After three years
there, he moved to KPMG’s London office and became partner two years later. In 2005
he joined the Ballentine Barbera group to lead their European Transfer Pricing practice,
a position he continued to hold after their acquisition by Charles River Associates
International. In 2009 Ted joined Ernst & Young, where as a partner he was on the
global leadership team for transfer pricing in the life sciences, mining and minerals and
agribusiness sectors. Prior to joining Duff & Phelps, Ted retired from EY to establish
his own transfer pricing consultancy business.
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Ted has contributed to numerous papers on transfer pricing, has spoken at nu-
merous conference around the world, and has been recognized as one of the World’s
Leading Transfer Pricing Experts.

E-mail: Ted.Keen@DuffandPhelps.com
Tel.: +44 (0) 207 089 4790

Glenn DeSouza

Dr Glenn DeSouza is the China leader of TP for Dentons. His clients include the world’s
leading companies in semiconductors, consumer electronics, chemicals, pharmaceuticals,
software, luxury goods, retailing and other strategic industries. He founded the mainland
practice of PricewaterhouseCoopers and served as the China and Asia TP leader for a
group of over 100 professionals. He has been selected by Euromoney in their Guide to
the World’s Leading Transfer Pricing Advisers and has won the Best Economist Award
from the US National Association of Business Economists

Dr DeSouza played a major role in the development of statistical methods in TP in
China after arriving there in 1999 as the first TP expert and the only Ph.D. economist and
econometrician. He has trained over 500 professionals and tax officials and conducted
over 1,000 studies including TP documentation, audits, cash repatriation, bilateral
Advanced Pricing Agreements (APAs), equity valuations and business restructuring.
He is a former professor at the University of Massachusetts and has authored two books
and over 300 articles for BNA, International Tax Review and other leading publications
and is a featured speaker at global symposia on China.

Joe Duffy

Joe Duffy is a partner in the Tax Group at Matheson. He specializes in international
tax matters with particular focus on TP and intangible property structuring. He also
advises on structuring inward investment projects and corporate reorganizations, as
well as mergers and acquisitions. His extensive experience in international tax and TP
matters includes time spent as in-house tax counsel in a large multinational software
company. Joe advises a wide range of international clients primarily in the ICT, life
sciences, services, manufacturing and consumer brand sectors.

Joe speaks regularly on international tax matters focusing particularly on TP and
the Irish tax aspects of intangible property ownership and development. As well as being
admitted to the Roll of Solicitors in Ireland, Joe has qualified as an attorney in New
York, a chartered accountant and a chartered tax advisor of the Irish Taxation Institute.

E-mail: joseph.duffy@matheson.com
Tel.: +353 1 232 2000

Matias Federico Lozano

Matias Federico Lozano has a degree in Bachelor in Economics (Catholic University
of La Plata) and Graduate in Finance from the Argentine Catholic University. He also
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studied Economics at the University of Massachusetts. He is Professor of the chair of
Intermediate Macroeconomics at the Catholic University of La Plata. Actually, he is a
senior economist, of counsel, at the Tax Controversy and Transfer Pricing Division of
the Buenos Aires Law firm of Rosso Alba, Francia & Asociados.

E-mail: mlozano@rafyalaw.com
Tel.: +54 (11) 4877-7006
Website: www.rafyalaw.com

Matt Billings

Matt Billings is a managing director specialising in transfer pricing, based out of the
Toronto office of Duff & Phelps Canada Limited. He is head of the firm’s Canadian
transfer pricing practice. Matt leverages more than 17seventeen years of transfer pricing
experience, guiding both Canadian and foreign-based multinationals on transfer pricing
and related matters.

Matt’s experience includes a wide variety transfer pricing planning, dispute
resolution and compliance projects, including with respect to intellectual property
and financial transactions. He has helped clients develop post-acquisition planning
to meet both their tax and business objectives; establish frameworks for entering new
foreign markets; obtain tax certainty through Bilateral and Unilateral Advance Pricing
Arrangements; and negotiate favourable conclusions to tax audits.

Prior to joining Duff and Phelps, Matt served as a transfer pricing partner at PwC.

Matt speaks regularly at seminars, on such topics as BEPS and Intangibles, Pricing
Guarantee Fees, Intellectual Property Migration, Transfer Pricing and Thin Capitalisation,
and Implementing and Monitoring Transfer Pricing. He has published articles through
the Canadian Tax Foundation, International Transfer Pricing Journal, and BNA Tax
Management Transfer Pricing Report.

Born in Fredericton, New Brunswick, Matt earned a master’s degree in economics
from Queen’s University, with dual concentrations in international economics and
financial economics. He also has a Bachelor of Business Administration degree from
the University of New Brunswick, with a major in economics and a concentration in
international business.

E-mail: matt.billings@duffandphelps.com
Tel.: + 1-416-361-6781

Jay Hudson

Jay is a Senior Associate in Duff & Phelps’s Chicago office and has over six years of
consulting experience addressing the transfer pricing needs of multinational companies.
He has provided transfer pricing and economic analysis services to companies in the
banking, pharmaceutical, specialty retail, manufacturing, insurance, and automotive
industries. Jay has been involved in a wide variety of engagements, including transfer
pricing planning and documentation, management cost allocations, intercompany
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financing, and economic exposure analyses. He has specialized in providing services
related to the administration and maintenance of intercompany loans and debt refinancing.

Prior to joining Duff & Phelps, Jay was a transfer pricing Senior Associate with
KPMG in Chicago, Illinois, and obtained a B.S. in Economics from Northwestern
University, Evanston, Illinois.

E-mail: Jay.Hudson@duffandphelps.com
Tel.: +1 312 697 4778

Michelle Johnson

Michelle Johnson has been practising transfer pricing for over seventeen years. A
managing director, Michelle has significant experience advising clients on global transfer
pricing documentation preparation, transfer pricing audits and controversy matters,
BEPS compliance and global transfer pricing policy development. . Michelle is a member
of Duff & Phelps’s financial services team and has significant experience assisting
companies with pricing matters involving asset management, insurance, banking,
and global dealing transactions. Michelle is also a frequent speaker on intercompany
services transactions and has performed dozens of analyses in this area. Her clients
range from start-ups to Fortune 100 firms.

Michelle is an award-winning speaker and has presented at numerous conferences
and seminars regarding transfer pricing issues. In addition to this volume, her publications
include several books on transfer pricing, including BNA’s Tax Management Portfolio on
ASC 740-10 (FIN 48), Lexis-Nexis’s Practical Guide to U.S. Documentation, and Wiley’s
Cost of Capital (Transfer Pricing Chapter). In a previous role she was responsible for her
firm’s US operations, focusing on the areas of quality and training. Michelle obtained
her Masters degree in Economics from New York University and a BS in Economics and
French, with a minor in Mathematics, from the University of Illinois (magna cum laude).

E-mail: Michelle.Johnson@duffandphelps.com
Tel.: +1 312 697 4680

Rod Koborsi

Rod joined Duff & Phelps in 2012 and is currently a Vice President within the TP
group at Duff & Phelps’s Silicon Valley office. He has performed critical analytical
work for various TP projects, including TP planning, global policy implementation,
documentation, intangible property valuations, cost sharing arrangements, buy-in
payments, and ASC740 risk measurements. Rod has presented on TP matters at
conferences hosted by groups such as the American Petroleum Institute Federal Tax
Forum and Tax Executives Institute. He has additionally co-authored articles on TP for
leading sources such as Bloomberg BNA.

Rod obtained a BS in Finance from Georgetown University and an MA in
International Affairs also from Georgetown University.

E-mail: Rod.Koborsi@duffandphelps.com
Tel.: +1 650 798 5544
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Serge Lambert is a lawyer and economist with CMS Francis Lefebvre Avocats and
specializes in international taxation and transfer pricing. He has notably been
involved in tax audits, transfer pricing planning and transfer pricing documentation
for multinational companies.

He holds an LL.M. in Law and Tax Management and a Master of Science in
management from EDHEC Business School (2013).

E-mail: Serge.Lambert@cms-bfl.com
Tel.: +33 147384221

Arnaud Le Boulanger

Arnaud Le Boulanger is a partner with CMS Bureau Francis Lefebvre. He joined the
international tax department of CMS Bureau Francis Lefebvre as chief economist in
October 2003. He heads the economic studies department of the firm, which provides
specialist advice in the fields of TP and asset valuation issues. As a specialist in TP
issues for more than twenty years, Le Boulanger has carried out and led numerous
studies in France and on a worldwide basis, in many fields such as TP planning and
tax optimization, TP alignment with business reorganizations, documentation, advance
pricing agreements and client defence during tax audits.

Before joining CMS Bureau Francis Lefebvre, Le Boulanger headed HSD Ernst &
Young’s team of economists in France from 1999 to 2003. He had similar responsibilities
at Deloitte & Touche in Paris, from 1995 to 1999, after having spent two years in the
firm’s audit services (1993-1995).

Le Boulanger participates regularly in conferences in various countries and has
written many articles and books on TP. He holds an engineering degree from Ecole
Nationale Supérieure de I’Aéronautique et de I’Espace (1991) and an international
MBA degree from Ecole Nationale des Ponts et Chaussées (1992-1993). He became
an attorney-at-Law in 20006.

E-mail: Arnaud.LeBoulanger@cms-bfl.com
Tel.: +33 147 38 44 05

Jonathan Lubick

Jonathan Lubick is a President of Jonathan Lubick Consulting Ltd. and a Senior
Economist of Economic Partners LLC. Mr Lubick has thirty years of TP experience in
performing studies and valuation experience. In the field of valuation, he has performed
valuations for tax and accounting purposes for use in controversy cases in the US,
UK, Israel, France, Canada and Mexico among others. He has also been the primary
economist in defending companies in the US, Canada, Israel, UK, and elsewhere in
TP controversy, and working on Advance Pricing Agreements. He was named by the
Legal Media Group’s Guide to the World’s Leading Transfer Pricing Advisors from
2008 as a leading US TP expert, and from 2006 as the leading TP expert in Israel.
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Prior to joining Economics Partners, Mr Lubick was a senior advisor to CRA,
and was a principal with Ernst & Young’s transfer pricing practice in New York City,
and served as the economist in charge of the transfer pricing desk in Israel. In Israel,
Mr Lubick represented Israeli companies’ TP and valuation issues globally, representing
xiithem in the US, Europe, Asia, and Africa. Prior to his work with E&Y in New York,
Jonathan was a senior manager with Arthur Andersen in New York. Mr Lubick has
experience in multiple industries, with a strong working knowledge on projects in
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telecommunications, medical, and textile industries.
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with over twenty-four years of experience assisting national and multinational companies
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TP and other tax matters. She is a qualified lawyer in Sao Paulo, graduated from the
Universidade de Sdo Paulo and also holds a graduation in Business Administration from
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also been a frequent speaker at national and international conferences and seminars.
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Preface

This book addresses both the general issues that surround transfer pricing and the specific
rules and issues that any company must concern itself with in various jurisdictions around
the world. As practitioners in the field, we hear time and again that transfer pricing is
the most important international tax issue facing multinational enterprises. Moreover,
allegations of improper transfer pricing conduct and abusive tax structures have been
raised against multinationals in very public forums across many nations, leading to
concerns at the highest levels of government that the international tax system required
an overhaul. Driven by these concerns, the Organisation for Economic Co-operation of
Development (OECD) issued a 15-point Action Plan to address base erosion and profit
shifting (BEPS) in September 2013." The BEPS project, as it came to be known, included
the participation of the OECD and G20 countries and contributions from developing
countries, regional tax organizations and international organizations, including the
United Nations, World Bank and International Monetary Fund. The 15-point Action
Plan is substantially completed, and the ‘BEPS package of measures represents the first
substantial renovation of the international tax rules in almost a century’.?

A significant portion of the BEPS project was focused on transfer pricing matters,
including the OECD’s guidance addressing Actions 8-10, ‘Aligning Transfer Pricing
Outcomes with Value Creation’. Many tax authorities around the world are adopting
all or part of the BEPS guidance such as Action Item 13, which includes a three-
tiered standardization of transfer pricing documentation, including: (1) a master file;
(2) local file; and (3) country-by-country reporting (CbC Reporting). The adoption of
such documentation requirements has added additional layers of complexity to the
burden of compliance for multinational enterprises and will likely result in increased
information sharing among global tax authorities.

Not only must a multinational understand different nuances in transfer pricing
laws and a tax authority’s practical interpretation of those laws in each local country

1.  OECD (2013), Action Plan on Base Erosion and Profit Shifting, OECD Publishing. http://dx.doi
.org/10.1787/9789264202719-en

2. OECD (2015), Aligning Transfer Pricing Outcomes with Value Creation, Actions 8-10 - 2015
Final Reports, OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing, Paris.
http://dx.doi.org/10.1787/9789264241244-en
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in which it has a presence, but also it must appreciate that operating in jurisdictions
with varying tax rates, transactional structures or intercompany pricing policies can
impact the multinational’s global effective tax rate. It is this same labyrinth of differing
local country laws and tax rates, however, that also increases the potential for double
taxation. Maintaining legal compliance with local country tax laws while reducing tax
burdens via effective transfer pricing structures is an on-going challenge facing today’s
multinational enterprises.

Tax authorities around the globe are increasingly scrutinizing multinationals’
transfer pricing practices to ensure an appropriate allocation of income among the
various tax jurisdictions in which a multinational operates under the arm’s length
standard. However, an ‘appropriate’ allocation of income is not a bright-line test
and may lead to increased controversy if tax authorities seek to claim that their tax
jurisdiction deserves a greater allocation of income than either the company or other
tax jurisdictions feel is warranted.

In writing this book, our primary objective was to create a comprehensive guide
that would arm the various constituents impacted by transfer pricing - including
tax directors, legal counsel, accounting and operations personnel, CFOs and outside
advisors - with the knowledge base and resources needed for effective transfer pricing
decision-making. Guide to International Transfer Pricing presents an overview of the
fundamental concepts applied in transfer pricing. Country-specific profiles follow so
that readers can compare and contrast rules and real-world applications over multiple
jurisdictions. A particular focus is on practical guidance and implementation, enabling
the reader to execute a coordinated and informed approach to global policies and
documentation needs.

This guide represents a collaboration of many leading transfer pricing experts
from around the world. Their experience gained from assisting multinationals in
implementing planning and compliance strategies, and their insights into dealing with
local tax authorities, is evident throughout these pages. Our hope is that through sharing
their knowledge, we shed light on how some of the complexities raised by transfer
pricing - from planning to compliance to controversy - can be effectively managed.

The content of this guide has been updated till June 2018.

Michael Heimert, PhD (ed.)
&

TJ Michaelson (asst. ed.)
Duff & Phelps
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CHAPTER 1
Overview/Best Practices

Michelle Johnson, Justin Radziewicz & Jay Hudson

§1.01 WHAT IS TRANSFER PRICING AND WHY DOES IT EXIST?

In a rapidly globalizing economy, multinational enterprises (MNEs) are expanding their
operations into an increasing number of countries around the world. This expansion has
resulted in a growing number of intercompany transfers of tangible goods, intangible
property, services and financial instruments across international borders. The price at
which these transfers occur has an effect on the taxable income reported by the legal
entities involved in the transaction and the overall effective tax rate of the consolidated
organization. These internal prices are called ‘transfer prices’.

Transfer pricing regimes (e.g., the arm’s-length standard discussed later in this
chapter) provide the conceptual framework for pricing intercompany transactions and
ensuring an appropriate allocation of income between the various tax jurisdictions in
which a multinational company operates. Transfer pricing for tax purposes is governed
by local country tax authorities, many of which have issued formal rules regulating
transfer pricing practices. In most instances, the regulations are accompanied by
documentation requirements and penalty provisions for non-compliance.

In recent years, MNEs have seen an increased focus from governments and their
tax administrations on transfer pricing. This was due, in large part, to the Organisation
for Economic Co-operation and Development (OECD)! and Group of Twenty (G20)?
Base Erosion and Profit Shifting (BEPS) project, introduced in 2013 and incorporated

1.  The OECD is comprised of thirty-five member companies that work together, in part, to coordi-
nate domestic and international policies. The OECD has issued specific guidelines on transfer
pricing, which are discussed in detail in Ch. 2.

2. G20 is an international forum for the governments and central bank governors from twenty
major economics. Members include Argentina, Australia, Brazil, Canada, China, France, Ger-
many, India, Indonesia, Italy, Japan, Mexico, Russia, Saudi Arabia, South Africa, South Korea,
Turkey, the United Kingdom and the United States and the European Union.
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into the 2017 version of the OECD Guidelines. The goal of this initiative was to address
tax planning strategies that exploit gaps and mismatches in tax rules in order to shift
profits. In response, many local tax authorities have implemented measures to reflect
this guidance, which has resulted in a highly complex transfer pricing compliance
environment for MNEs.

[A] Transfer Pricing Example

The impact of transfer pricing on taxable income can be seen in the following examples.
Consider the case of a manufacturer that sells all of its products to a related party
distributor located in another tax jurisdiction. Assume that the distributor does not
sell any third party manufactured products, and that it sells everything it buys from
the manufacturer instantly, so that its cost of goods sold (COGS) entirely consists
of the purchases from its related party manufacturer during the relevant period. See
Figure 1.1 (the related party transactions in the following are shown with arrows and,
for purposes of this example, all figures are in US dollars).

Figure 1.1 Scenario 1: Tangible Transaction

$100
Manufacturer |————>| Distributor Consolidated

Revenues $100 \3120 $120

COGS 75 100 75
Operating
Expenses 10 5 15
Taxable
Incoime $15 $15 $30
Tax rate 10% 40%
Taxes Paid $1.5 $6 $7.5 (25% ETR)

In Scenario 1, the manufacturer charges the distributor USD 100 for the goods. If
the manufacturer has total costs of USD 85 (COGS of USD 75 and operating expenses
of USD 10), it will have USD 15 of taxable income. The tax rate in the country in which
the manufacturer is incorporated is 10%, resulting in USD 1.5 in taxes paid.

The distributor’s profit and loss statement is made up of USD 120 in third-party
revenue, USD 100 in related party COGS, and an additional USD 5 in operating expenses.
In total, the distributor earns USD 15 of profit. After applying the 40% tax rate, the
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distributor pays USD 6 in taxes. In Scenario 1, the consolidated group pays a total of
USD 7.5 in taxes. Since the total taxable income of the group is USD 30, this represents
an effective tax rate of 25%. Now consider Scenario 2, shown in Figure 1.2.

Figure 1.2 Scenario 2 — Tangible Transaction

$110
Manufacturer |————>| Distributor Consolidated

Revenues $110 \5120 $120

COGS 75 110 75
Operating
Expenses 10 5 15
Taxable
Income $25 $5 $30
Tax rate 10% 40%
Taxes Paid $2.5 $2 $4.5 (15% ETR)

In Scenario 2, the manufacturer charges the distributor USD 110 for the goods
rather than the USD 100 charged in Scenario 1. The change in price has a significant
impact on total taxes paid because of the varying tax rates in the two jurisdictions.
Specifically, because the manufacturer now receives USD 110 in revenue rather than
the USD 100 it earned in Scenario 1, its taxable income increases by USD 10-USD 25.
Applying the 10% tax rate results in USD 2.5 in taxes paid. On the other side of the
transaction, the distributor’s taxable income has decreased by USD 10 as a result of the
increase in its COGS. This results in taxable income of USD 5, which, after applying
the 40% tax rate, results in USD 2 in taxes paid by the distributor.

On a consolidated basis, the company’s revenues, COGS, operating expenses and
taxable income remain identical to the corresponding amounts in Scenario 1. However,
because profit has been shifted from the higher tax jurisdiction into the lower tax
jurisdiction, the company has saved USD 3 in taxes (USD 7.5 less USD 4.5), and the
company’s overall effective tax rate has been reduced from 25% to 15%.

This simple example illustrates how taxpayers with material intercompany transactions
can manipulate their financial results to reduce their overall effective tax rates. It also
shows how the amounts collected by individual tax authorities are affected by transfer
pricing practices. Not surprisingly, tax authorities around the world have adopted formal
rules and regulations that limit taxpayers’ ability to either understate or overstate their
transfer prices, and the rules grant the tax authority the right to adjust the taxable income
of a taxpayer that is not in compliance with the country’s transfer pricing laws.
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[B] Arm’s-Length Standard

The fundamental concept behind pricing intercompany transactions is the arm’s-length
standard. The arm’s-length standard has become the basis for evaluating transactions
between members of a controlled group in virtually all tax jurisdictions. The concept
was first introduced in the United States, was subsequently adopted by the OECD, and
has since been adopted by virtually all tax authorities in major market countries. To
understand its status as the global standard for transfer pricing matters, it is helpful to
examine its origins in the United States.

The first regulatory initiative addressing transfer pricing in the world was
implemented in the United Kingdom as part of the Finance (No. 2) Act of 1915,® which
stipulated that if business between connected British resident and non-resident firms
is conducted so that it ‘. . . produces to the resident either no profits or less than the
ordinary profits which might be expected to arise from that business, the non-resident
person shall be chargeable to income tax in the name of the resident as if the resident
person were an agent of the non-resident person.” This was followed by the United
States War Revenue Act of 1917, which required corporations to file consolidated returns
where necessary to ‘equitably determine the invested capital or taxable income’.* This
brief mention of transfer pricing was expanded in the Revenue Act of 1921, in which
Congress declared:

In any case of two or more related trades or businesses. . . owned or controlled
directly or indirectly by the same interests, the commissioner may consolidate the
accounts of such related trades and businesses, in any proper case, for the purpose
of making an accurate distribution or apportionment of gains, profits, income,
deductions, or capital between or among such related trades or businesses.’

Subsequent to the Revenue Act of 1921, numerous laws were passed which expanded
the ability of the Commissioner to reallocate gross income or deductions in order to
‘clearly reflect the income’ or prevent the ‘milking’ of profits of US-based entities.
However, the definition of the proper or ‘accurate’ allocation of income remained quite
vague until the promulgation of the Revenue Act of 1934. In section 45 of the Revenue
Act of 1934, the arm’s-length standard as it is known today became explicit:

The purpose of section 45 is to place a controlled taxpayer on a tax parity with an
uncontrolled taxpayer, by determining, according to the standard of an uncontrolled
taxpayer, the true net income from the property and business of a controlled
taxpayer. . .

The standard to be applied in every case is that of an uncontrolled taxpayer dealing
at arm’s-length with another uncontrolled taxpayer.®

Since the passage of the Revenue Act of 1934, subsequent legislation has adhered to and
advanced the arm’s-length principle, solidifying it as the basis for testing intercompany
transactions in the United States. Although the arm’s-length principle first emerged as

Finance (2) Act 1915, s. 31.3.

War Revenue Act of 1917, s. 1331(a).
Revenue Act of 1921, s. 240(d).
Revenue Act of 1934, s. 45.

ownkw
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a formal concept in the United States, it has since spread to countries throughout the
world. The principle was first included in the OECD’s Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administrations (OECD Guidelines) in 1979. As a
result, OECD member countries and countries outside the organization have largely
built their transfer pricing regulations around the arm’s-length principle, making it the
key global transfer pricing standard.

[1] Arm’s-Length Standard as Defined in the US Transfer Pricing
Regulations

The United States has adopted the arm’s-length principle as the general standard
behind the laws and regulations that govern intercompany pricing for multinational
companies. The current definition of the arm’s-length standard is contained in section
1.482-1(b)(1) of the treasury regulations that were finalized in 1996 and last revised
in 2015, as follows:

In determining the true taxable income of a controlled taxpayer, the standard
to be applied in every case is that of a taxpayer dealing at arm’s-length with an
uncontrolled taxpayer. A controlled transaction meets the arm’s-length standard if
the results of the transaction are consistent with the results that would have been
realised if uncontrolled taxpayers had engaged in the same transaction under the
same circumstances (arm’s-length result).

2] Arm’s-Length Standard Defined in the OECD Guidelines?

The OECD Guidelines provide an international standard for companies located in both
member countries and non-member countries to price their intercompany transactions.
Within the current OECD Guidelines, approved by the OECD Council in 1995 and last
revised in 2017, the arm’s-length standard is described as follows:

[Where] conditions are made or imposed between the two [associated] 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 those
conditions, have not so accrued, may be included in the profits of that enterprise
and taxed accordingly..®

7. The OECD Guidelines for MNEs and Tax Administrations were originally approved by the OECD
Council in 1995. They were completed with additional guidance on cross-border services,
intangibles, costs contribution arrangements and advance pricing arrangements in 1996-1999.
In the 2009 edition, some amendments were made to Ch. IV, primarily to reflect the latest
developments on dispute resolution. In 2010, Chapters I-III were substantially revised with
the addition of new guidance on the selection of the most appropriate transfer pricing method
to the circumstances of the case, on how to apply transactional profit methods and on how
to perform a comparability analysis. Furthermore, a new Ch. IX was added, dealing with the
transfer pricing aspects of business restructurings. In October 2015, the OECD issued the final
BEPS reports. The 2017 OECD Guidelines represent the most recent version, incorporating
BEPS and other revisions since 2010.

8. OECD Guidelines, para. 1.6.
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[3] Exceptions to the Arm’s-Length Standard

There are jurisdictions that do not follow the arm’s-length standard. Brazil is the most
notable example. Brazil’s transfer pricing regulations deviate significantly from the
OECD Guidelines when transactional methods are not applied in that, in the absence of
such methods, they employ fixed-margin methods that have no direct link to observed
arm’s-length results. Under Brazil’s regulations, intercompany transactions must be
documented under the transactional methods or by applying fixed statutory profit
margins (which are generally not consistent with the arm’s-length principle). In addition,
the regulations do not require the functional or industry analyses that are generally
incorporated into transfer pricing studies for other countries, but they do require that
each Brazilian entity document tangible and intangible intercompany transactions
to ensure that they comply with at least of one of Brazil’s statutory transactional
methodologies (i.e., Comparable Uncontrolled Price (CUP), Resale Price, or Cost Plus).’

[C] Importance of Transfer Pricing to Today’s Multinational Companies
[1] High -Profile Litigation Cases

For many years, transfer pricing has been cited as the most important international
tax issue (and often, more broadly, as the most important tax issue) facing MNEs."° If
an MNE operates in jurisdictions with widely varying tax rates, different transactional
structures and intercompany pricing policies can have major implications on its global
tax burden. Even in the absence of tax-rate variation, the potential for double taxation
could have a material adverse impact on the financial well-being of a multinational
corporation. Two well-known transfer pricing cases help illustrate the potential impact
that transfer pricing can have on reported profits (along with cash flows, stock prices,
and other important variables): (1) the settled Glaxo Smith Kline case which resulted
in a USD 3.4 billion payment to the Internal Revenue Service (IRS) in 2006;" and (2)
the 2018 trial of Coca-Cola v. Commissioner where the soft drink maker is battling
proposed adjustments exceeding USD 9.4 billion related to the licensing of intangibles
to related parties in Europe, South America, and Africa.'

With such a large magnitude of dollars potentially at risk, it is not surprising
that transfer pricing is a key concern for many corporate tax departments and other
stakeholders. Transfer pricing also straddles being governed by the court of law and
the court of public opinion. The transfer pricing litigation battles involving well-known

9. See the Brazil chapter for a more detailed discussion of Brazil’s regulations.

10. See, Ernst & Young’s 2016 Global Transfer Pricing Survey available at http://www.ey.com/gl
/en/services/tax/ey-2016-transfer-pricing-survey-series, accessed 7 Apr. 2017.

11. The IRS and Glaxo Smith Kline (GSK) were engaged in a dispute over intercompany transactions
associated with certain ‘heritage’ products. The dispute was, at its core, a disagreement over
the value of marketing contributions made by the US GSK group vis-a-vis the value of product
intangibles and trademarks owned by its UK parent. This settlement was made to settle transfer
pricing disputes with the IRS for years 1989 to 2005, and it generated the largest single payment
made to the IRS to settle a tax dispute. For further detail, see IR-2006-142 available at www.irs.
gov/uac/IRS-Accepts-Settlement-Offer-in-Largest-Transfer-Pricing-Dispute, accessed 9 Jul. 2015.

12.  For further background on the Coca-Cola case, please refer to s. 18.05 [P] of this guide.
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brands such as Amazon, Coca-Cola, Facebook and Google have been widely publicized
in recent years. In 2012, in response to public protest regarding alleged tax avoidance
and to garner goodwill with the public and tax authorities, Starbucks pledged a
voluntary corporate tax payment of GBP 20 million for 2013 and 2014 regardless of its
profitability.’* In 2016, HM Revenue & Customs significantly increased the number of
its investigations into multinationals’ intercompany transactions, partially as a result
of the public backlash against perceived corporate tax avoidance.'

2] OECD Guidelines — BEPS Action Items

Included in the 2017 OECD Guidelines are the fifteen BEPS Action Items, introduced
in 2013, that sought to address many of the concerns surrounding the use of tax
planning strategies that exploit gaps and mismatches in tax rules to shift profits to
tax jurisdictions where little or no economic support for such profit exists. Each of
the fifteen Action Items issued by the OECD addressed a specific aspect of what the
OECD viewed as the issues underlying BEPS behaviour and recommended changes
to make BEPS more difficult. Incorporated into the revised OECD Guidelines was the
three-tiered approach to transfer pricing documentation, proposed under BEPS Action
Item 13, which includes the master file, local file and Country-by-Country report.
MNEs were expected to adhere to the guidance and reporting requirements as early
as 1 January 2016, with the IRS and Treasury Department releasing final Country-by-
Country reporting regulations modelled on the OECD recommendations, effective for
reporting periods that begin on or after 30 June 2016."°

[3] Significant Tax Reform in the United States

The US introduced significant tax reform in 2017 that will impact transfer pricing for both
MNEs and tax authorities globally. H.R. 1, previously referred to as the Tax Cuts and Jobs
Act, was approved by the US Congress on 22 December 2017. The following list outlines
certain provisions from the legislation that will have an impact on global transfer pricing:'®

(1) Reduction of the United States corporate income tax rate from 35% to 21 %.

(2) Tax on global intangible low-taxed income (GILTI): This provision applies
additional U.S. corporate income tax on earnings above a specified routine
return for subsidiaries of an MNE headquartered in the US. The introduction
of the GILTI tax will have an impact on the way MNE’s establish transfer
prices to minimize the amount of additional tax related to GILTI.

13. Goodall, Andrew. ‘Starbucks pledges voluntary tax payments’, Tax Journal, 6 December 2012;
https://www.taxjournal.com/articles/starbucks-pledges-voluntary-tax-payment-06122012,
accessed 22 May 2018.

14. Houlder, Vanessa. ‘HMRC steps us inquiries into cross-border deals by big business’, Financial
Times, 27 November 2016, https://www.ft.com/content/60590986-b334-11e6-9¢37-5787335499a0,
accessed 15 May 2018,

15. For companies filing on December 31, regulations apply to fiscal years on or after 1 Jan. 2017.

16. Heimert, Mike, and Jill Weise, Douglas Fone, and Shiv Mahalingham; ‘Transfer Pricing Times:
IRS Issues New LB&I Directives’; Duff & Phelps, LLC; 6 February 2018.
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(3) Deduction for foreign-derived intangible income (FDII): At a high level, the
FDII rules aim to encourage exports of products and services by domestic
corporations where embedded IP may be generating a higher level of profits
than the ‘routine’ return on fixed assets. It accomplishes this by allowing
taxpayers to deduct various tax credits attributable to revenues earned from
foreign customers.

(4) Base Erosion and Anti-Abuse Tax (BEAT): The BEAT is a threshold test that
seeks to penalize companies that benefit from high levels of potentially ‘base
eroding’ payments to offshore related parties, including royalties, service
payments, and certain reinsurance deductions. The BEAT generally applies
to taxpayers with USD 500 million in average annual gross receipts for the
three-year period ending with the preceding taxable year and a base erosion
percentage of 3% or higher for the taxable year."”

(5) Limitation on the deduction of net business interest expense; The interest
deduction rules under Code section 163(j) were amended to limit the deduction
for business interest expense for most large companies. This change, which
is similar to thin capitalization rules adopted in other countries, effectively
places a cap on the optimal amount of debt in a capital structure of a US
corporate group, or allocated to US members of a multinational group.'®

For further background on the provisions of H.R. 1, please refer to Chapter 18
of this guide. The US is certainly not the only country experiencing changes in its
regulatory environment. Many non-US tax authorities have submitted tax proposals
aimed at addressing concerns targeted by the BEPS project, such as planning involving
hybrid entities and arrangements, avoidance of tax on digital goods and services, and
excessive interest expense.'

[D] European Union Enforcement of CbC Reporting and Other Transfer
Pricing Measures

On 28 January 2016, the European Union (‘EU’) released an anti-tax avoidance package
that includes a proposed EU Anti-Tax Avoidance Directive (‘ATA Directive’) with an eye
towards future implementation by EU Member States. The BEPS project made it clear
that captive companies are widely regarded as potential sources of profit shifting and
the ATA Directive takes aim at these companies. The Council adopted the directive on
12 July 2016 and its amendment introducing rules to address hybrid mismatches on
29 May 2017. The Member States will have until 31 December 2018 to transpose it into
their national laws and regulations, with a few exceptions.*

17. For banks and securities dealers, the threshold is reduced from 3% to 2%.

18. ‘New Tax Law (H.R. 1): Key Highlights Related to Interest Bearing Debt; Proskauer, 12 January
2018; https://www.proskauer.com/blog/new-tax-law-hr-1-key-highlights-related-to-interest-
bearing-debt, accessed 22 May 2018.

19. See RSM'’s Insight Article dated 14 Mar. 2016 on ‘The current BEPS landscape: What to do
now’ available at http://rsmus.com/what-we-do/services/tax/international-tax-planning/
the-current-beps-landscape---what-to-do-now.html, accessed 04 May 2016.

20. European Council: Anti-tax avoidance package; http://www.consilium.europa.eu/en/policies/
anti-tax-avoidance-package/, accessed on 16 May 2018.
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In May of 2016, as part of EU Directive 2016/881/EU, the European Parliament voted
to approve CbC reporting in line with the OECD BEPS Action 13 guidance.” Further,
in July of 2017, the European Parliament voted to approve an amended 2016 proposal
requiring companies, with consolidated worldwide turnover of greater than EUR 750
million, to publicly disclose certain tax information for each tax jurisdiction in which
they operate.** The directive is currently undergoing interinstitutional negotiations
among the EU Member States and has already received opposition.

A series of papers recently released by the UK Treasury, the OECD and the European
Commission have focused attention on the challenges of taxing the digital economy and
the potential reforms that may lay ahead. On 13 March 2018, the UK Treasury issued
an updated position paper on corporate tax and the digital economy, in which it set
out its belief that there is a misalignment between where digital businesses are taxed
and where they create value. It presents its view that the participation and engagement
of users is an important aspect of value creation for certain digital business models
and that the international corporate tax framework should reflect the value of user
participation. The UK Treasury has also expressed concern that in the absence of tax
reform that addresses the specific issues raised by the digital economy, there is a need
to consider interim measures, such as revenue-based taxes.?

[1] Who Cares About Transfer Pricing?

Transfer pricing policies permeate many facets of an MNE’s business. A number of key
internal and external stakeholders have a vested interest in the development, implementation,
and defence of an MNE’s transfer pricing policies. Key internal stakeholders include
tax departments, Chief Financial Officers (CFOs), operations personnel, accounting
departments, and legal counsel.?* Key external stakeholders include government
authorities, independent auditors, and tax planning and compliance advisors.

The interests of each of these stakeholders are described in detail in the following
sections.

[a] Tax Departments

The tax department’s objectives are most directly affected by transfer pricing. Meeting
tax compliance objectives requires that the tax department:

- understand the transfer pricing regulations in the jurisdictions in which the
company operates;

21.  Council Directive 2016/882/EU; https://ec.europa.eu/taxation_customs/business/tax-cooperation-
control/administrative-cooperation/enhanced-administrative-cooperation-field-direct-taxation/
country-country-reporting_en, accessed 25 May 2018.

22. See Ernst & Young’s Global Tax Alert available at http://www.ey.com/gl/en/services/tax/
international-tax/alert--european-parliament-votes-in-favor-of-public-country-by-country-
reporting-in-first-reading , accessed 16 May 2018.

23. Heimert, Mike, and Jill Weise, Douglas Fone, and Shiv Mahalingham; “Transfer Pricing Times:
Taxation of the Digital Economy’; Duff & Phelps, LLC; 2 April 2018.

24. Legal counsel may be internal or external.
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- set transfer pricing policies that it can demonstrate are in compliance with those
regulations;

- for some countries, compile documentation reports demonstrating that compliance;
and

- in some cases, file additional disclosures or statements with tax authorities
associated with intercompany transactions.?

Poor execution at the compliance level increases the likelihood of adjustments
and/or substantial tax penalties.

In the tax department of MNEs, transfer pricing plays a central role in tax planning.
Companies undergoing tax and business restructurings can maximize tax efficiency (and
therefore returns on reorganization efforts) by optimizing intercompany transactional
flows and pricing to reduce global tax burden. Centralizing ownership and management
of intangible property in lower tax jurisdictions, for instance, is one tool that MNEs
frequently use to help minimize their global tax burden.

In addition to compliance and planning efforts, tax departments may find
themselves devoting substantial internal and external resources to resolving transfer
pricing controversies with tax authorities.

[b] Chief Financial Officers

In addition to the obvious concern transfer pricing creates for CFOs, given that they
typically oversee the tax responsibilities within companies, transfer pricing also affects
CFO’s financial reporting and cash-management responsibilities and objectives. Regardless
of the tax system relevant to the jurisdiction in which an MNE is headquartered, transfer
pricing can have a material impact on its overall taxes paid (and therefore its available
cash) in any given period.

Transfer pricing can also have an important impact on reported earnings due to
its impact on income tax expense recognized for financial reporting purposes. Under
US generally accepted accounting principles (GAAP) (specifically, APB 23), companies
are permitted to exclude deferred US taxes on the earnings of their foreign subsidiaries
as long as those earnings are expected to be permanently reinvested outside the United
States (rather than being repatriated back as dividends). Therefore, for MNEs in this
situation, the effect of transfer pricing on the global cash tax burden may carry through
to reported tax expense for financial reporting purposes. The question of whether an
MNE may recognize tax benefits associated with profits earned in lower tax countries
can be incredibly complex, and could require a thorough evaluation of the merits of
all of its transfer pricing positions (such as would be required under US GAAP by
Accounting Standards Codification 740 (ASC 740)).%°

For MNE’s headquartered in a country with a tax-credit system, transfer
pricing policies will have potentially important cash-management implications on an

25. One example of this would be the cost sharing statement that is required under US Treas. Regs.
1.482-7(k)(4).
26. Formerly known as Financial Accounting Standards Board Interpretation No. 48 or ‘FIN 48",
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entity-by-entity basis since movement of cash across entities in the form of dividends
may trigger undesirable tax and financial reporting consequences.

[c] Operations

Transfer prices must meet the tax regulatory requirements (in most cases, some version
of the arm’s-length standard). The tax department’s objectives (insofar as they relate to
setting transfer prices) are to select the transfer prices that are defensible under these
requirements, while at the same time yielding the lowest overall tax burden (obviously
optimizing the trade-offs between these two sometimes contrary objectives).

However, transfer prices within firms also serve purposes beyond the tax compliance
and planning objectives discussed thus far. Since transfer prices also determine the level
of profits recognized by each subsidiary (and each division within each subsidiary),
transfer pricing can play a critical role in many managerial objectives.

These objectives may not be met if companies use the same transfer pricing
system for ‘managerial’ purposes as for tax purposes. Many MNEs impose such a
constraint because it simplifies their accounting processes (i.e., there is no need
to keep separate books using two different transfer pricing systems) and because
the presence of multiple transfer pricing systems could potentially weaken the
company’s defence of its tax transfer prices should those prices become the subject
of litigation. In many instances, the transfer pricing system that maximizes overall
post-tax profit (including managerial effects) is not going to be the same, in isolation,
as the transfer pricing regime that would minimize taxes and optimize managerial
performance.?’

[d] Accounting Departments

Accounting departments’ concerns also intersect in multiple ways with transfer pricing
concerns. In addition to the financial reporting issues discussed above, accounting
departments are vital players in ensuring that the intended transfer pricing policies are
correctly implemented (and that reporting systems are set up to capture the necessary
information in the required format). Companies that do not carefully monitor the
implementation of their policies (and the results derived from that implementation)
run the risk of needing to make substantial transfer pricing adjustments at year end (or
worse, finding themselves in situations where adjustments cannot be made to bring
actual results in line with the intended policy).

27. See Reichelstein, Stefan, Tim Baldenius & Nehun Melumad. ‘Integrating Managerial and Tax
Objectives in Transfer Pricing’, The Accounting Review 79 (July 2004): 591-616. This tension
derives from the fact that in the absence of taxes, the optimal transfer price would be set equal
to the marginal cost of production of the supplying division. To the extent that tax objectives
would seek to charge a price in excess of that marginal cost, tax and managerial objectives
will necessarily be at odds.
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le] Legal Counsel

Transfer pricing concerns an MNE’s internal and external legal counsel for several
reasons. In many cases, intercompany transactions are conducted in accordance with
intercompany agreements. An MNE’s legal counsel plays a critical role in ensuring
that these agreements are constructed appropriately. This is particularly important
for intercompany transfers of intellectual property, where poorly drafted agreements
might weaken a company’s ability to protect its intellectual property against threats
from outside of the enterprise. Legal counsel will likely also become involved in any
transfer pricing disputes that arise, because such disputes could eventually develop
into litigation.

[f] Government Authorities

Given the direct and obvious impact that transfer pricing has on their revenue base,
governments are increasingly focused on the transfer pricing practices of taxpayers
with operations within their borders. In the mid-1990s, countries with documentation
requirements could be counted on a single hand. That number has grown rapidly over
the years. As of 15 August 2016, approximately 118 jurisdictions had rules, regulations
or summary level guidance related to transfer pricing.?

(g] Board of Directors

Controversy surrounding MNEs’ tax planning has recently made headlines in countries
around the world. These media reports on corporate tax planning have been politicized,
and have negatively influenced public perception of international tax planning strategies
involving transfer pricing. Specifically, transfer pricing has been criticized as a way for
MNE:s to avoid taxation. As a result, transfer pricing practices, compliance, and overall
risk mitigation have become an important consideration for the company’s public
image. Boards of Directors that are concerned with avoiding negative press related
to their company’s tax practices want to understand the potential risks inherent in
their international tax and transfer pricing structures, and generally there is a trend to
avoiding tax structures that would now be viewed as problematic from a ‘good corporate
citizen’ standpoint, even if such structures may be perfectly legal today. Boardrooms
need to start assessing their respective companies’ financing, operations, and legal
structures from a post-BEPS perspective. BEPS will now have to be considered for any
current transactions — whether it be an M&A deal, an infrastructure investment, or an
operational restructuring project. The progression towards a more transparent corporate
environment can potentially result in more commercially sensitive material becoming
readily available and boardrooms need to mitigate this risk proactively.?’

28. Athttp://www.ey.com/GL/en/Services/Tax/International-Tax/Transfer-Pricing-and-Tax-Effective-
Supply-Chain-Management/Worldwide-Transfer-Pricing-Reference-Guide---Country-list, accessed
3 May 2016.

29. Walduck, Robin. ‘BEPS in the Boardroom’. KPMG Insights. 11 Apr. 2016.
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[h] Independent Auditors

In performing their duties, an MNE’s auditors need to evaluate whether or not their
client’s provision for income taxes is appropriate. This requires a thorough evaluation
of all of their client’s material intercompany transactions and associated transfer pricing
practices. Auditors also need to evaluate whether or not their client’s internal controls
are sufficient to mitigate the risk of a material misstatement in its financial statements.
Intercompany transaction processes and their associated transfer pricing policies (and
support) should be evaluated by the auditors. Suppose, for example, that the internal
controls around intercompany transactions are weak in that there is no process in
place to ensure that all material intercompany transactions are identified and, when
necessary, documented. Such a weakness could yield an unacceptable level of risk of
material misstatement with respect to the tax-expense provision.

[i] Tax Planning and Compliance Advisors

As previously noted, transfer pricing is a major determinant of an MNE’s overall cash
tax burden and the tax expense it reports for financial reporting purposes. Further,
tax authorities are increasingly focused on auditing taxpayers’ transfer pricing as
an important source of additional revenue. Given the complexity of transfer pricing
regulations and, in some cases, the transfer pricing analysis that is necessary to develop
and support appropriate transfer pricing policies, it is difficult for most companies
to manage all of their transfer pricing needs internally. Transfer pricing has therefore
become a major practice area in many law firms, accounting firms, and economic
consulting firms.

§1.02 TRANSFER PRICING LIFECYCLE

As described in §1.01[D][1], transfer pricing is a dynamic and multifaceted field that
involves a number of key stakeholders. Each of these stakeholders plays an important
role in the different phases of the ‘transfer pricing lifecycle’. Broadly speaking, the
transfer pricing lifecycle consists of four stages: (1) planning, (2) implementation
and monitoring, (3) documentation/compliance, and (4) audit and controversy (see
Figure 1.3).

Figure 1.3  The Transfer Pricing Lifecycle
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Transfer pricing policies evolve through each of these stages, i.e., that is, they are
developed during the planning phase, implemented within the organization, documented
for compliance with local country tax laws, and then defended in the event of audit. The
remainder of this chapter explains each of the four phases within the transfer pricing
lifecycle in detail and provides practical considerations for taxpayers when navigating
through each of the stages.

[A] Phase 1: Planning

The term ‘planning’ is generally used in a transfer pricing context to denote the process
by which a company designs intercompany pricing frameworks and prioritizes its
transfer pricing initiatives for a given time period. Before a company sets, implements,
or documents its intercompany prices, it must have a plan for doing so. A strategic
mind set is imperative in the planning phase, as the quality of the decisions made in
this phase will determine whether a company’s time and resources will be wasted or
put to good use and whether the most important exposures will be neutralized, or the
greatest opportunities realized.

With the rapid proliferation of new transfer pricing regulations and documentation
requirements around the world, multinational companies are finding it increasingly
difficult to manage their transfer pricing responsibilities. For larger companies that
have material operations in dozens of countries, it is often too costly to produce
comprehensive documentation and ensure worldwide compliance every year. However,
as tax authorities become more sophisticated and financial reporting concerns such
as ASC 740 heighten the scrutiny of companies’ transfer pricing policies, the risks of
non-compliance have become more substantial. For these reasons, it is more important
than ever for companies to implement an effective planning process.

A clear articulation of a company’s goals is imperative to the planning process.
When contemplating its transfer pricing goals and objectives, a company will want to
consider the following:

(1) Penalty avoidance. Many countries have implemented penalty provisions that
apply to companies that are found upon audit to have transfer prices that
require adjustment. Penalties can range from nominal fines to percentages
of underpayment of tax, and even to percentages of the actual revenue or
expense adjustment. A sample of penalty frameworks for major countries
can be found in the Transfer Pricing Rules Summary included as Annex I.
Given that such penalties directly impact companies’ bottom lines and
can often be avoided if certain measures are taken, companies often view
penalty avoidance as a high priority in their overall transfer pricing planning
objectives.

(2) Audit simplification. Explaining transfer pricing outcomes during a standard
tax audit can consume valuable time and resources within a company’s
tax team. This can be exacerbated in situations in which tax authorities
are known to be aggressive on transfer pricing matters, the individual tax
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(3)

(4)

(5)

(6)

agents are auditing a company for the first time, or past problems attract
extra scrutiny to this area. In many situations, actions such as developing
transfer pricing documentation, centralizing information about transfer pric-
ing policies, and communicating results in an easy-to-understand manner
can simplify the audit dialogue and potentially reduce time and resources
spent in this process.

Tax efficiency. By effectively managing the pricing of intercompany transactions
between legal entities that are subject to different tax rates, a company can
reduce its effective tax rate, and ensure that they do not pay ‘too much’ tax
on a consolidated basis. For this reason, managing tax efficiency is often a
primary goal of transfer pricing planning.

Financial risk. ASC 740 under US GAAP and IAS 37 under International
Accounting Standards have placed increased emphasis on tax uncertainties.
Transfer pricing can be quite subjective and uncertainties in this area can
lead companies to book substantial reserves related to transfer pricing issues.
Reducing these reserves is a common goal of transfer pricing planning.
CbC reporting compliance. BEPS Action Item 13 contained certain filing
requirements for CbC reporting which have been widely adopted by the
G20. CbC reporting requires MNEs to submit a form detailing information
about each of their subsidiaries, where they have business operations,
and material intercompany transactions with Constituent Entities in MNE
Groups with consolidated annual revenues over EUR 750 million.*® This
information can be used by tax administrations to assess transfer pricing
risks and allocate audit resources. Streamlining planning and compliance
with knowledge of these requirements can allow MNEs to better anticipate
potential controversies and reduce risk associated with intercompany
transactions.

Cash management. One of the most tax efficient ways to move cash between
legal entities is to have those entities enter into transactions with one
another.® Such intercompany transactions can be priced in different manners
to optimize cash management, which may translate into an important goal of
the transfer pricing planning process. For example, structuring a transaction
with a significant up-front payment can establish a cash transfer that is much
quicker than a series of recurring payments. Transactions such as intangible
property transfers, retainers for the provision of services, intercompany loans,
or those established subsequent to an overall supply chain restructuring
can facilitate the movement of large sums of cash. They may also have
significant long-term effects on the operations and risk allocations within
a business that must be carefully considered.

30. OECD Guidelines, para. 5.52.
31. Hart, Robin & Marcela Lopez. ‘Cash Emergency: The Transfer Pricing Toolkit’. BNA Tax
Management Transfer Pricing Report. 17 Transfer Pricing Report 541. 6 Nov. 2008.
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Section 1.02[A][1] discusses how to identify intercompany transactions within
an organization, and the general guidelines for pricing such transactions.

[1] Identifying Intercompany Transactions for Analysis

The planning phase consists of identifying the relevant intercompany transactions
within the organization, understanding the roles and responsibilities of the parties to
the transactions, and prioritizing the company’s risks related to those transactions.

2] Types of Intercompany Transactions

When attempting to identify all of the intercompany transactions that exist within
an organization, it is helpful to think about potential transactions by type of transfer.
Transfer pricing transactions generally fall into five broad categories: tangible; intangible;
services; financing and insurance; and cost contribution arrangements.

[a] Tangible Property Transactions

Tangible property transactions are generally easy to identify and monitor. Most companies
already have invoicing procedures designed for these types of intercompany transactions.
Tracking systems are also likely in place due to customs and value added tax (VAT)
requirements. Beyond knowing what physical goods are crossing borders within the
intercompany supply chain, the tax department should be aware of the following about
each transaction type:

- general description of goods being transferred;

- state of goods transferred (whether they are raw materials, inputs or finished goods);
- transaction volume;

- current intercompany pricing policy;

- payment terms between entities;

- existence of intercompany agreements corresponding to these transfers; and

- end markets/customer types for the goods transferred.

All of these factors will be important when determining the potential transfer
pricing risks associated with these transactions and in establishing an appropriate
transfer pricing policy.

[b] Intangible Transactions

The question, what constitutes an intangible, is common in transfer pricing. The scope
of property to be considered ‘intangible property’ was revised for the 2017 version of
the OECD Guidelines. Specifically, the term ‘intangible property’ ‘is intended to address
something which is not a physical asset or a financial asset,> which is capable of

32. Financial assets include, but are not limited to, bonds, bank deposits, stocks, shares, forward
or futures contracts, and swaps.
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being owned or controlled for use in commercial activities, and whose use or transfer
would be compensated had it occurred in a transaction between independent parties in
comparable circumstances.*® This definition of intangible property is a broader evolution
from the definition established in previous versions of the OECD Guidelines. Some of
the categories of intangibles listed in the OECD report include brands; rights under
contracts and government licences; licences and rights to intangibles; goodwill and
ongoing concern; group synergies; and market specific characteristics. The finalized report
is important to consider when assessing future or current intercompany transactions
involving intangible property.

As defined under the US transfer pricing rules under section 482-4, an intangible
includes any asset that comprises any of the following items and has substantial value
independent of the services of any individual:**

- patents, inventions, formulae, processes, designs, patterns, or know-hows;

- copyrights and literary, musical, or artistic compositions;

- trademarks, trade names, or brand names;

- franchises, licences, or contracts;

- methods, programmes, systems, procedures, campaigns, surveys, studies, forecasts,
estimates, customer lists, or technical data; and

- other similar items. An item is considered similar to those listed above if it ‘derives
its value not from its physical attributes but from its intellectual content or other
intangible properties’.

With regards to the outbound transfer of IP, there are other specific rules prescribed
in IRC section 367. The definition of intangible property outlined in IRC section 367(d) (4)
also includes workforce in place, goodwill (both foreign and domestic), and going
concern value as well as the residual category of ‘any similar item’, the value of
which is not attributable to tangible property or the services of an individual. In 2018,
section 482 was revised to codify the use of an aggregation approach for the valuation
of the intangible property being transferred when this approach achieves a more reliable
result than an asset-by-asset approach.*

Identifying transfers of intangibles can be more difficult than identifying transfers
of tangible property since it is often possible for subsidiaries to “use’ certain rights
without ever having documented any licences or transfers in the form of an intercompany
agreement, invoice, or other traceable item. However, there are a number of potential
sources of information available within an organization that can guide the tax department
in identifying intangible property transfers. Table 1.1 lists some of these sources and
how they can be used.

33. OECD Guidelines, para. 6.6.

34. Treas. Reg. 1.482-4(b).

35. Heimert, Mike, and Jill Weise, Douglas Fone, and Shiv Mahalingham; ‘Transfer Pricing Times:
IRS Issues New LB&I Directives’; Duff & Phelps, LLC; 6 February 2018.
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Table 1.1 Sources of Information Available to Identify Intangible Property
Transfers
Source Use
Intercompany  Obtain copies of all intercompany agreements and separate those that
Agreements involve rights to intangible assets as defined by the relevant transfer

Tax Returns

Controllers

10Ks, Annual
Reports,
Company
Website

Functional
Analyses

pricing regulations. In some cases, rights to intangibles may be granted
as part of distribution agreements or other types of transactions. It

is often helpful for companies to create a matrix of all intercompany
agreements and create a list of transfers included in each agreement.

Forms 5471 and 5472 in the US, and equivalents in other countries, require
that intercompany royalty payments be disclosed separately. Obtaining the
work papers for these forms can provide insight on where payments for
intangible property are currently being made within the organization.

To the extent that insufficient detail is available in tax-return work papers,
and in cases in which it would be too cumbersome to examine numerous
intercompany invoices for potential payments for intangible property,
dialogue with foreign controllers can be productive. In addition, the use of
brief surveys can increase efficiency even further for large multinationals
with a multitude of legal entities. Discussions with controllers can also
identify potential transactions that are undocumented. As such, they
represent an important source to consider when identifying intangibles.

Information in these sources will often have a section that discusses

a company’s patents, brand names and other intangibles. The tax
department should have a detailed understanding of which entities are
the legal and economic owners of each of these categories of intangibles,
and it should identify through the functional analysis process how the
rest of the legal entities use or are affected by such intangibles. To the
extent an entity uses intangibles that it does not own, this is usually an
indicator of the fact that some sort of payment should be made.

Interviews with business executives are very useful in identifying
intangible property transactions. The following departments are
commonly relevant in this context: Research and Development,
Engineering, Design, Technology, Marketing, Advertising, and Legal.*®
Of course, which of these departments if relevant will depend on the
nature of the potential intangibles owned by the company.

[c]

Services Transactions

Intercompany services transactions can be difficult to identify since, with the exception
of expatriates or other travelling professionals, there is often no transfer of physical
material across borders that signal the existence of such transactions. However, with

36. Note that the legal department can be especially helpful as it will likely maintain records of
trademark registrations, patent filings, and other lists of protected intangible property items

by country.
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the nature of many OECD countries’ economies shifting to service-oriented industries,
these activities can comprise a significant majority of a firm’s intercompany dealings.

As will be discussed in Chapter 2, the OECD Guidelines do not specifically define
a service, per se, other than by alluding to administrative, technical, financial and
commercial services, including management, coordination and control functions.?”
Rather, the Guidelines articulate the manner in which a company should determine
whether an intra-group service has been provided.

To identify intercompany services, it is usually best to take a cost-centre based
approach. In other words, through discussions with accounting/finance and business
personnel and a review of all of the cost centres of a particular entity, one can separate the
costs that represent activities that are: (1) not attributable to other types of intercompany
transfers; and (2) potentially beneficial to other legal entities.

Action Item 10 released by the OECD provided proposed modifications relating to
intra-group services. The proposed modifications include refined definitions of certain
shareholder and duplicative activities and introduce a simplified approach for low
value-adding services. The simplified approach provides insights on computing charges
on a cost-centre based approach and establishes a safe harbour profit markup for low
value-adding services. The OECD plans to provide additional clarification regarding the
safe harbour provisions as part of the follow up work on implementation.

[d] Financing and Insurance Transactions

There are a number of financing transactions that can occur between related parties that
companies must consider. Three of the most common are transactions for which pricing
is unsupported, transactions priced by the treasury department without guidance from the
tax authority, and financing transactions for which no compensation is paid.*® Unsupported
pricing transactions are especially easy for tax authorities to target due to the lack of
analysis support. Intercompany loans are generally easy to identify because they are often
accompanied by contracts on file in a company’s treasury department or legal department.
Such contracts outline principal amounts, interest rates and payment schedules applicable
throughout the duration of the loan. However, most companies’ treasury departments are
not bound by the same standards required by most countries’ transfer pricing regulations.
In addition, it is important to note that financing transactions are also subject to additional
rules for compliance, including Treasury Regulations section 385 and US Code section
163(j) in the US as well as the thin capitalization legislation determined by the OECD and
various other tax authorities. These rules aim to determine whether a particular financial
instrument is to be considered as debt or equity, which carry differing tax implications.
Intercompany guarantees and guarantee fees can be more difficult to identify, as
guarantees exist in both implicit and explicit forms. Subsidiaries often have standalone
credit ratings that are less favourable than their parent company’s credit rating. As such,
subsidiaries will often approach the parent company about entering into a transaction

37. OECD Guidelines, para. 7.2.
38. Johnson, Michelle & Kumar, Sheetal. ‘Intercompany Financial Activities Under BEPS Action
13: A Primer for Compliance With New Disclosure Standards.” Bloomberg BNA. 12 Nov. 2015.
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in which the parent agrees to pay the subsidiary’s obligations to its creditor in the
event the subsidiary defaults. The guarantee allows the subsidiary to borrow funds at
a lower interest rate, that is, the rate at which the parent company would be able to
borrow. In certain instances, the subsidiary may pay a portion of the spread between
the two interest rates to the parent company as a ‘guarantee fee’.

Explicit guarantees, by definition, are spelled out in agreements, which make them
easier to track. Implicit guarantees reflect situations in which a subsidiary may receive
credit support from its parent or another related party, even though such support is
not required by an explicit credit guarantee.’® Generally, the best way to understand
whether a guarantee fee is required is by performing functional analysis interviews.
These interviews focus on the legal entity’s ability to secure better terms with third
party financial institutions, customers, or other organizations due to its relationship
with other members of the multinational group. More information about performing
effective functional analysis interviews is presented in §1.02[A][4].

Insurance transactions are generally easy to identify. Most intercompany insurance
transactions occur between a company’s operating entities and a captive insurance
company that has been set up by the parent. As such, any intercompany insurance
transactions will be well documented in the insurance company’s normal course of
business.

le] Cost Contribution Arrangements

Cost Contribution Arrangements (CCAs) (under the OECD Guidelines) and Cost
Sharing Arrangements (CSAs) (under the US regulations) allow related parties to share
the costs of development of one or more intangibles in proportion to their shares of
reasonably anticipated benefits from the individual exploitation of the interests in such
intangibles. Buy-in transactions*’ are payments intended to compensate entities that
contribute pre-existing intangible property to such CSAs or to compensate previous
participants in an active CCA for a transfer of interests generated by the entry of a new
participant.*! Such arrangements and payments generate intercompany transactions
that must be properly evaluated and priced. These transactions are generally large and
require the involvement of the tax department. For these reasons, identification of such
transactions is usually straightforward. Whether a transaction should have occurred
but did not (perhaps new intangible property is acquired and made available without
an appropriate buy-in) can become a concern when these types of arrangements are
implemented. It is recommended that similar steps to identifying intangible property
transactions are relied upon to identify if there are any contributions made to the cost
sharing arrangement.

39. Van der Breggen, et al. ‘Does Debt Matter? The Transfer Pricing Perspective’, BNA Tax Management
Transfer Pricing Report.16 Transfer Pricing Report 200. 11 Jul. 2007.

40. Also referred to as Platform Contribution Transactions (PCT) under the final cost sharing
regulations issued by US Treasury on 16 Dec. 2011 (s. 1.482-7(a)(2)).

41. Note that specific guidance about what constitutes a CSA, CCA or buy-in/PCT payment is
provided in the US regulations and the OECD guidelines.
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[3] How to Prioritize Risk Areas

Once a company determines it strategic goals with respect to transfer pricing, and
identifies its intercompany transactions, it may be beneficial to spend time prioritizing
risk areas. In other words, assuming a company has a limited budget to dedicate to
transfer pricing issues, it will want to make sure that it spends its budget in ways that
will be most effective for achieving the firm’s goals.

A useful framework for prioritizing risks is a transaction inventory matrix. Such
a matrix will summarize all global intercompany transactions for open audit periods as
well as factors for assessing the potential risk or opportunity related to each transaction,
as determined by the company’s strategic goals. Factors that tend to be important in
this exercise include the materiality of the transaction, the nature of local country
requirements, the applicability of penalties or interest, and the quality of support or
documentation already in place. Information presented should consider both ‘sides’
of a transaction (i.e., the perspectives of all relevant taxing authorities), and should
also include transactions that perhaps do not exist but could or should be executed.

Note that similar information may have already been collected for a company’s
ASC 740 analysis or for other purposes. The company may want to leverage work
already completed rather than perform this exercise from scratch. Table 1.2 provides
an illustration of the types of information that may be collected in assessing potential
transfer pricing risk.

Once such information is summarized, the company can make informed decisions
about what intercompany transactions to focus on, and what transfer pricing initiatives
to give priority to. As a company’s goals change, and as the facts and circumstances

Table 1.2 Sample Transaction Inventory Matrix

Item Transaction 1 Transaction 2

Provider/licensor (entity) US entity name US entity name

Jurisdiction of provider/licensor Us Us

Receiver/licensee (entity) Foreign entity name Foreign entity name

Jurisdiction of receiver/licensee Foreign country Foreign country

Tax Year 2017 2017

Transaction size (USD) USD 2,500,000 USD 150,000

Type of agreement Trademark licence None

Status of audit year Open Open

Transaction Intangible Property Corporate management
services

Could penalties be applicable? Yes No

Most recent TP analysis FY 2016 None

Most recent functional analysis FY 2014 None

Most recent comparables update FY 2016 None

Quality of most recent TP High, reviewed by NA

documentation Independent Experts
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surrounding the firm’s transfer pricing framework change, priorities will evolve. For
this reason, companies frequently will want to update any such matrix and reassess
their priorities annually.

[4] How to Conduct Functional Analysis Interviews

A functional analysis is a key component of the transfer pricing planning process, as
it is imperative to understand key facts about the business before developing transfer
pricing policies. The term ‘functional analysis’ describes a method of identifying and
organizing facts about a business in terms of its functions, risks, and assets, to present
their allocation among the legal entities within a multinational group. Although some
information can be gleaned through analyses of financial documents or publicly available
information on the company, the best way to obtain such information is generally
through ‘functional analysis interviews’. These interviews are typically performed with
personnel who are responsible for key, relevant functions within the organization.

Because it usually requires a significant amount of time and effort to schedule
such interviews, companies want to identify the appropriate personnel to ensure that
the most pertinent information is collected, so that they can avoid having to complete
multiple follow-up requests. In addition, a company may need to perform high-level
interviews during the planning process and then obtain much more detail for purposes of
preparing transfer pricing documentation. Below are some best practices for conducting
effective interviews:

- Distribute information to the interviewees in advance to help them prepare. Such
information may include a brief description of the purpose of the meeting, an
agenda for the discussion, a list the tax years under review, the legal entities
involved, and any summarized information already prepared that the company
may want the interviewee to confirm or augment.

- Avoid providing the interviewee with lists of specific questions in advance. When
lists of questions are given out in advance, the interviewee may respond to the
questions in written form in place of an interview, which limits the ability to ask
follow-up questions and obtain all relevant information.

- Ensure questions are focused on the intercompany transaction at hand, not on the
entity’s overall operations. For example, a legal entity might perform only sales
functions with respect to tangible goods purchased from related parties, although
it may perform many different functions related to products purchased from third
parties. In this situation, questions should be focused on the intercompany sales
activities.

- A transfer pricing analysis is concerned only with the functions, risks and assets
related to the intercompany transaction, so it is important that the information
received from the interview accurately represents this perspective.

- Obtain multiple perspectives when possible, especially on key issues. Individu-
als’ perspectives frequently differ, particularly about the importance of a certain
department, function or location to the overall value chain of the company.
Hearing all sides allows maximum opportunity to ascertain the true nature of
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the intercompany relationships, and to determine the most appropriate transfer
pricing policy to fit the circumstances.

A primary objective of the functional analysis is the ability to objectively characterize
each relevant entity based on its functions, assets and risks. Additionally, with the guidance
issued under OECD BEPS Action Item 13, an examination of a company’s global value
chain and how the functions, assets and risks of individual entities interact is now seen
as a critical component of the functional analysis. The global value chain ensures a
detailed understanding of how each function fits within the worldwide operations and
how it impacts the overall profitability of the global organization. While there is not
universal agreement on how entities should be characterized, some examples of possible
characterizations for manufacturing and sales entities are provided in Tables 1.3 and 1.4:

Table 1.3 Characterizing Manufacturing Entities*

Contract Manufacturer Full-Fledged Manufacturer
Does not own technology Owns technology
Minimal risk Full risk of manufacturer (e.g., product

liability, warranty)
Minimal discretion in production scheduling Performs all production scheduling
Does not totally control equipment selection Selects own equipment and vendors
Quality control usually dictated by customer Direct control over quality

Usually manufacturing high volume, mature Manufacturing products at all stages of
Products product life cycle

Table 1.4 Characterizing Distribution and Selling Entities®

Manufacturer’s
Representative Marketer/
(Agent) Limited Distributor Distributor Distributor
Does not take title Takes title Credit Takes title Credit Takes title Credit
No credit risk risk minimal/parent  risk risk
controls policy
No inventory risk Inventory risk Inventory risk Inventory risk
minimal
No marketing Marketing Marketing Full marketing
responsibility responsibility responsibility responsibility
limited limited
No foreign exchange No foreign exchange May or may not May or may not
risk risk bear foreign bear foreign
exchange risk exchange risk
42. Ibid.

43. Source: Boone, Patrick. ‘Building A Transfer Pricing Defence: A Practical Guide’. BNA Transfer
Pricing Report. 14 Transfer Pricing Report 3. 18 Jan. 2006.
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[5] Determining How to Price Intercompany Transactions

Once a company has identified the form and substance of its intercompany transactions,
the next phase in the planning process is to price those transactions. This includes
selecting appropriate methods for analysing and pricing the transactions and under-
standing the rules and requirements in the jurisdictions in which it operates.

Although virtually all tax jurisdictions follow the arm’s-length standard and
prescribe to similar methods of analysis, the application and interpretation of each
country’s rules vary. As such, taxpayers and practitioners must understand each
relevant tax jurisdiction’s perspective and then develop transfer pricing policies that
are sensitive to each country’s unique requirements. In addition, the policies must be
sufficiently flexible to ensure a defensible tax position in each jurisdiction. Because
of the divergent views of varying tax authorities, even the most vigilant and savvy
taxpayers are likely to encounter situations in which the requirements of the various
tax jurisdictions in which it operates are at odds. In such instances, a taxpayer may be
subject to an income adjustment in one or both of those jurisdictions.

Tax authority-initiated income adjustments are typically imposed several years after
the company has closed its financial books. As such, income adjustments often lead to
double taxation (i.e., taxable income is increased in one jurisdiction without a corresponding
decrease in income in the jurisdiction on the other side of the transaction). The taxpayer can
choose to either pay the double-tax or seek relief through Competent Authority proceedings
(if the other party to the transaction is located in a tax treaty country), appeals, litigation,
or other alternative dispute resolution processes that are discussed later in the book.*

To avoid these types of scenarios, taxpayers should be aware of the differing requirements
in each of the jurisdictions in which they operate so that they can work to mitigate their
risk of adjustment. It is important that taxpayers begin addressing any potential conflicts
in the planning stage of a transfer pricing project. To assist taxpayers with this process,
the following subsections address a number of key issues for companies to consider.

(6] Selecting Transfer Pricing Methods

The first step in establishing an arm’s-length price is to determine the most appropriate
method for analysing the transaction. The OECD Guidelines outline three traditional
transaction methods and two transactional profit methods for pricing intercompany
transactions. The traditional transaction methods include the:

(1) Comparable Uncontrolled Price (CUP) Method.
(2) Resale Price Method.
(3) Cost Plus Method.

The transactional profit methods include the:

(1) Transactional Net Margin Method (TNMM) A

44. See Section 1.8 for more detail on alternative dispute resolution mechanisms.
45. The TNMM is similar to the Comparable Profits Method (CPM) under the US regulations.
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(2) Profit Split Method.*®

With some exceptions, virtually all countries allow for the use of these five methods
(or iterations of these methods) in pricing intercompany transactions. However, there
are a number of tax jurisdictions that express a preference for the use of the traditional
methods (and the CUP method, in particular) over the transactional profit methods. In
such instances, a taxpayer must consider the use of the traditional transaction methods
before defaulting to a transactional profit method approach. This can create challenges
for companies, particularly when comparability standards differ between jurisdictions.

[a] Prioritization of Methods of Analysis

The OECD Guidelines, as well as many local country transfer pricing regulations,
express a preference for the use of the CUP method over other methods of analysis
when it can be applied reliably.*’ Specifically, the OECD Guidelines note ‘Where it is
possible to locate comparable uncontrolled transactions, the CUP Method is the most
direct and reliable way to apply the arm’s-length principle.*® Consequently, in such
cases the CUP Method is preferable to all other methods.

The US regulations state that:

The results derived from applying the comparable uncontrolled price method
generally will be the most direct and reliable measure of an arm’s-length price for
the controlled transaction if an uncontrolled transaction has no differences with
the controlled transaction that would affect the price, or if there are only minor
differences that have a definite and reasonably ascertainable effect on price and
for which appropriate adjustments are made.*

Not surprisingly, the determination of whether a particular CUP transaction is ‘reliable’
enough for comparison purposes is highly subjective, and thresholds for considering a
transaction a reliable CUP vary significantly from jurisdiction-to-jurisdiction (and even
from practitioner-to-practitioner). For instance, it is generally understood and accepted
among tax practitioners that the reliability standards for the use of the CUP method
are more stringent in the United States than they are in many foreign tax jurisdictions.
Similarly, US taxpayers and practitioners, unlike certain of their European and
Asian counterparts, do not apply the Resale Price and Cost Plus methods as frequently
because of practical issues associated with the application of those methods. The Resale
Price and Cost Plus methods can be applied using ‘internal’ or ‘external’ transactions.
In describing the application of the Resale Price method,*® the US regulations state:

If possible, appropriate gross profit margins should be derived from comparable
uncontrolled purchases and resales of the reseller involved in the controlled sale,

46. Each of these methods is described in detail in Ch. 2.

47. OECD Guidelines, para. 2.3.

48. OECD Guidelines, para. 2.15.

49. Section 1.482-3(b)(2)(ii) (A).

50. The Resale Price method evaluates whether the amount charged in a controlled transaction is
at arm’s-length by reference to the gross margin realized in comparable uncontrolled transac-
tions. The Resale Price method is most often used for distributors that resell products without
physically altering them or adding substantial value to them.
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because similar characteristics are more likely to be found among different resales
of property made by the same reseller than among sales made by other resellers. In
the absence of comparable uncontrolled transactions involving the same reseller,
an appropriate gross profit margin may be derived from comparable uncontrolled
transactions of other resellers.”

The availability of internal comparable transactions is often limited. As such, the
application of the Resale Price (or Cost Plus) method generally relies on the use of external
comparable uncontrolled transactions (typically comparable companies). Because both
the Resale Price and Cost Plus methods rely on profitability measures at the gross profit
level, this presents a unique set of challenges. As described in §1.482-3(c)(3)(ii) (B):

The reliability of profit measures based on gross profit may be adversely affected
by factors that have less effect on prices. For example, gross profit may be affected
by a variety of other factors, including cost structures (as reflected, e.g., in the age
of plant and equipment), business experience, (such as whether the business is
in a start-up phase or is mature), or management efficiency (as indicated e.g., by
expanding or contracting sales or executive compensation over time). Accordingly,
if material differences in these factors are identified based on objective evidence,
the reliability of the analysis may be affected.

Because of the difficulty of accounting for all of these potential differences, it is far
more common among Western European practitioners versus US practitioners to use
these methods (or modifications of them) in their analyses because of the expressed
preference for their use in many Western European jurisdictions.

The OECD Guidelines also acknowledge that there can be practical difficulties
in applying these methods. For instance, the OECD Guidelines highlight the need
to account for any inconsistencies in accounting practices between the comparable
companies and the tested party. In practice, taxpayers and practitioners may not have
enough information from the financial statements of the comparable companies to
determine whether or not such differences exist, or whether adjustments have to be
made to account for those differences. As such, all taxpayers and practitioners must
be aware of these potential issues.

In the United States, however, taxpayers and practitioners can be too quick to
default to the use of the transactional profits methods for the aforementioned reasons.
This can be a mistake, especially when the regulations of the jurisdiction on the
opposite side of the transaction express a clear preference for the use of the traditional
transaction methods and hesitation to rely on one-sided profit based methods like the
TNMM or CPM. Further, several recent high-profile transfer pricing cases involving
Veritas, Amazon, and Medtronic have indicated that the use of the CUP (or CUT in the
US Transfer Pricing Regulations) method, even if imperfect, may be preferable to use a
one-sided method or other alternative. Guidance from the OECD on profit splits issued
in December 2014 suggests that a transactional profit split using the best available
transactional data may be preferable to more one-sided methods. While nothing has been
issued with respect to further guidance from the OECD, China issued modifications to
their transfer pricing guidelines in June 2016 that require taxpayers to perform a value

51. Section 1.482-3(c)(3)(ii) (A).
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chain analysis as part of their documentation.*® These methods may not align with the
results identified under a one-sided approach. As such, taxpayers (and the practitioners
that assist them) should thoroughly investigate the potential use of each method of
analysis when performing a transfer pricing analysis, and build strong arguments for
either accepting or rejecting the use of each of those methods.

One clear way to address this issue is to seek a convergence of results between
methods. Specifically, both the OECD Guidelines and the US transfer pricing regulations
acknowledge that the use of multiple methods can be useful for demonstrating that,
regardless of the method used (e.g., the CUP method or the profit split method), the
results are arm’s length.*® As such, if a company has a CUP transaction that it feels
may not fully satisfy the comparability requirements under the US transfer pricing
regulations, but it is likely to be relied upon by a non-US tax authority, the taxpayer
might want to consider using the CUP method as the primary method of analysis and
a second method as a confirming method, assuming the results converge. Similarly, if
the results of an application of the Resale Price method and the TNMM show a similar
result, a taxpayer might want to consider including both analyses in its documentation.
Of course, the potential downside of this strategy is that the results of the analysis
may not always converge in future years, requiring the taxpayer to explain why results
under the methods diverged when compared to prior years.

It is important to note that the IRS issued a directive® in January 2018, which
places a higher burden on the IRS examination team when arguing for a change in
transfer pricing method. Specifically, it directs the exam team to obtain approval from
a review board, the Treaties and Transfer Pricing Operations (‘TTPO’) Transfer Pricing
Review Panel, before making a change in the taxpayer’s selected best method under
Treas. Reg. §1.482 in contemporaneous transfer pricing documentation or an Advanced
Pricing Agreement (‘APA’) application.*

[7] Identifying Comparable Companies

The use of the TNMM requires the identification of third party comparable company
benchmarks. Comparable company searches are typically performed for the first time
during the planning stage of a transfer pricing project, and then updated on an annual
basis for documentation purposes.

Transfer pricing practitioners spend a significant amount of time identifying
comparable companies for use in their analyses. In addition, many taxpayers choose
to perform comparable company searches in-house. This section serves as a guide for
taxpayers and practitioners in thinking about some of the most important practical
considerations when performing comparable company benchmark analyses.

52. Athttps://www.pwc.com/gx/en/tax/newsletters/pricing-knowledge-network/assets/pwc-TP-
China-SAT-issues-TP-compliance-requirements.pdf, accessed 7 Apr. 2017.

53. Sees. 1.482-1(c)(2)(iii) of the US regulations and para. 2.12 of the OECD Guidelines.

54. LB&I-04-0118-005: Memorandum for Large Business and International Division Employees (12
Jan. 2018).

55. Heimert, Mike, and Jill Weise, Douglas Fone, and Shiv Mahalingham; ‘Transfer Pricing Times:
IRS Issues New LB&I Directives’; Duff & Phelps, LLC; 6 February 2018.

29



§1.02[A] Michelle Johnson, Justin Radziewicz & Jay Hudson

[a] Comparability Considerations

Different methods place different weights on various comparability criteria. For instance,
the CUP method places a particular emphasis on the similarity of the products being
transferred in the controlled versus uncontrolled transactions.>® The Resale Price and
Cost Plus methods emphasize the importance of functional comparability between
the controlled and uncontrolled transactions, and require less stringent product
comparability,”” while the TNMM requires only broad functional comparability (a less
rigorous standard than the functional comparability criteria under the Resale Price and
Cost Plus methods).>®>°

In practice, the functional comparability criteria under the TNMM provide taxpayers
and practitioners with a considerable amount of flexibility when selecting comparable
companies. For example, a taxpayer that is looking to benchmark the activities of a
distributor of household appliances (e.g., refrigerators and stoves) is unlikely to be able
to identify a set of comparable companies that is comprised exclusively of distributors
of household appliances. Rather, the taxpayer will need to consider loosening its
comparability criteria to include companies that perform similar functions, but operate
in slightly different industries or distribute different types of products. In this instance,
the comparable company set might include distributors of household electronics,
hand tools, heating and ventilation equipment, or other consumer durables. Although
the product lines differ, the taxpayer might consider the functions and risks of these
companies to be similar to the functions and risks of the entity being benchmarked.
In addition, the taxpayer might determine that these companies operate in industries
with similar characteristics and would therefore be likely to be affected similarly by
changes in the economic environment.

It should also be noted that transfer pricing analyses typically focus on benchmarking
the activities of the party to the transaction that has the least complex functions and
risks. In many instances, the ‘tested party’® is a business segment within a larger legal
entity that performs a variety of functions. For this reason, competitors of the overall
company are frequently not used as reliable comparables. Consider the following
hypothetical scenario. A US sportswear company wholly owns a Singapore subsidiary
that manufactures garments on a contract basis for the US Parent (USP). USP provides the
product specifications to the Singapore manufacturer, specifies the production volume,
and is legally obligated to purchase all of the output produced by the Singapore entity.
USP is also responsible for the development (and funding) of the garment’s trademarks
and other marketing intellectual property. In determining whether the Singapore entity

56. OECD Guidelines, para. 2.13.

57. OECD Guidelines, paras 2.21 and 2.39.

58. OECD Guidelines, para. 2.58.

59. See the local country reports in Part IV of this book for a more detailed description of the
comparability requirements of each of the methods.

60. ‘Tested party’ is a US term, however, the concept of a tested party is applied globally. Under
profits-based methods (i.e., the CPM and TNMM), the tested party is * . . the participant in the
controlled transaction whose operating profit attributable to the controlled transactions can be
verified using the most reliable data and requiring the fewest and most reliable adjustments .
(s. 1.482-5(b)(2)(1)).
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earned an arm’s-length return for its activities, USP benchmarks the financial results
of the Singapore subsidiary against the financial results of USP’s competitors.

Such a comparison would likely be inappropriate for a number of reasons. First,
USP’s competitors operate as full-fledged manufacturers and distributors of a broad
range of products including apparel, footwear, and other sports equipment. Second,
these entities own valuable intangible property, including product and manufacturing
technology and marketing intangibles (e.g., trademarks, trade names and customer
relationships). As such, these entities have significantly different functional and risk
profiles than the Singapore subsidiary.

In determining what types of companies would provide an appropriate comparison
for the Singapore subsidiary’s operations, there are a number of practical issues that should
be taken into consideration. If the comparable companies are independent enterprises,
they may have a significantly different risk profile than the party being benchmarked.
In this instance, it will be difficult to identify independent, public companies that
operate purely as contract manufacturers. Rather, independent manufacturers might
have their own sales and marketing functions, brand-related intangible property, and
manufacturing intangibles.

Taxpayers and practitioners must use their best effort to identify comparable
companies that have functional and risk profiles that are as similar as possible to the
functional and risk profile of the tested party. Since differences are still likely to exist, a
practitioner must determine whether adjustments can be made to increase the reliability
of the results of the analysis. A transfer pricing analyst might find it appropriate to
perform asset intensity adjustments to adjust the financial results of the comparable
companies to reflect the level of accounts receivable, inventories, and accounts payable
held by the tested party.®® These adjustments would increase the reliability of the
comparison by adjusting for various risk factors that could not be addressed otherwise.

[b] Geographic Differences

Tax authorities generally prefer that comparable companies operate in the geographic
market in which the controlled party operates, and most jurisdictions express a
preference for the use of local country comparables when they are available. This is
because the comparable companies would be subject to the same market conditions
as the controlled party and they would be subject to the same accounting standards.
Thus, the comparison of the financial results of the controlled and uncontrolled parties
would be more reliable than if they were operating in different jurisdictions.

In practice, however, it might be difficult (or even impossible) to identify robust
sets of comparable companies in certain jurisdictions. There are two primary reasons
for this. First, certain jurisdictions do not require companies to publicly report their
financial results (or only require the disclosure of limited information) and data is

61. Asset intensity adjustments were primarily a US concept and have not had the tradition of
being widely accepted by other tax jurisdictions. However, Ch. III of the 2010 OECD Guide-
lines include an example explaining an instance in which working capital adjustments would
increase the reliability of the analysis.
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not available.®® Second, less populous jurisdictions simply do not have the volume
of companies required to allow for the identification of robust sets of comparables
performing specialized functions in specialized industries.

Given these data limitations, many countries allow the use of comparable
companies that operate in other countries with similar economic characteristics when
sufficient local country data are not available. For example, the US regulations state:

Uncontrolled comparables ordinarily should be derived from the geographic market in
which the controlled taxpayer operates, because there may be significant differences
in economic conditions in different markets. If information from the same market
is not available, an uncontrolled comparable derived from a different geographic
market may be considered if adjustments are made to account for differences between
the two markets. If information permitting adjustments for such differences is not
available, then information derived from uncontrolled comparables in the most
similar market for which reliable data is available may be used.®

One of the most common applications of this concept is the use of ‘pan-European’ or
‘pan-Asian’ sets of comparable companies to benchmark entities operating in a particular
European or Asian country, respectively. For instance, a transfer pricing practitioner that
is performing a benchmark analysis of an Italian distributor of farm equipment would
likely have difficulty identifying a set of comparable companies comprised entirely of
Italian distributors of farm or other heavy equipment. As such, the practitioner would
be likely to expand the search to include companies operating in other European coun-
tries with similar economic and market characteristics. Similarly, practitioners often
use pan-Asian sets of comparables when they cannot identify a sufficiently robust set
of comparable companies in a particular Asian country.

In certain instances, tax authorities explicitly reject the use of foreign comparables
when benchmarking companies located in their jurisdiction. For instance, Japan will
not allow the use of comparable companies from other countries to benchmark the
activities of a Japanese firm.%

Given the unique requirements of various tax jurisdictions, it may be prudent
in certain circumstances for a taxpayer to work in conjunction with local country tax
practitioners in foreign jurisdictions to ensure that any comparable company benchmarks
identified will satisfy the local country tax authorities.

[8] Arm’s-Length Range

Once a taxpayer or practitioner has identified a set of comparable companies and performed
its transfer pricing planning analysis, the taxpayer needs to think strategically about what
point within the arm’s-length range of results the company should target. In the US,

62. There are a number of countries in which comparable company data are not widely available
including, but not limited to: Austria, Brazil, Chile, Ecuador, Indonesia, Ireland, Israel, Italy,
Kenya, Mexico, New Zealand, Peru, the Philippines, Poland, Portugal, Russia, South Africa,
Switzerland, Turkey, and Vietnam. http://www2.deloitte.com/content/dam/Deloitte/global/
Documents/Tax/dttl-tax-transfer-pricing-country-guide-2015.pdf, accessed 3 May 2016.

63. Section 1.482-1(d)(4)(ii) (A).

64. At https://www2.deloitte.com/us/en/pages/tax/articles/global-transfer-pricing-country-guide.
html, accessed 7 Apr. 2017.
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section 1.482 acknowledges that the ‘application of a method may produce a number
of results from which a range of reliable results may be derived. A taxpayer will not be
subject to adjustment if its results fall within such a range (arm’s-length range).®> However,
if all material differences between the comparable companies cannot be adjusted for,
the taxpayer must increase the reliability of the results by using the interquartile range.
The interquartile range is ‘the range from the 25th to the 75th percentile of the results
derived from the uncontrolled comparables’.®® The use of the interquartile range of results
is meant to exclude potential outliers and, consequently, increase the reliability of the
comparison of results. Under US law, a taxpayer’s results must generally fall within the
interquartile range of results if it is to be considered operating at arm’s length. Similarly,
Mexico and Germany have adopted the concept of the interquartile range.*’

Certain local country rules and regulations do not contain a concept that is
equivalent to the interquartile range.®®® Rather, a company’s results are considered to
be arm’s length if they fall within the full range of results realized by the comparable
companies (or the comparable transactions). As such, a non-US taxpayer that engages
in intercompany transactions with a related party in the United States will need to
ensure that the results of the party being benchmarked not only fall within the full
range of results earned by the comparable companies, but also within the interquartile
range of results. See Table 1.5 for an example.

Table 1.5 Arm’s-Length Range Example

2014-2016 Weighted Average Operating Margin Results (%)

Observation 1 12.5
Observation 2 3.5
Observation 3 7.4
Observation 4 8.1
Observation 5 6.2
Maximum 12.5
Upper quartile 8.1
Median 7.4
Lower quartile 6.2
Minimum 3.5
US related party 4.0

65. Section 1.482-1(e)(1).

66. Section 1.482-1(e)(2)(iii) (C).

67. Note that the formula for computing the interquartile range differs between jurisdictions in
certain instances.

68. Forinstance, Canadian law (CRA 87-2R p. 4) does not support the use of the interquartile range
but also does not disapprove of the use of the interquartile range when presenting results in
transfer pricing documentation (CRA TPM-16, 13 Feb. 2015).

69. However, para. 3.57 of OECD Guidelines now recognizes the concept of the interquartile range
and its potential validity in certain circumstances.
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In the example presented in Table 1.5, the US related party to the transaction
earned an operating margin of 4.0% for its activities over the period 2014-2016. This
result falls within the full range of results of the comparable companies over the same
period (i.e., 3.5%-12.5%), but below the interquartile range of results (i.e., 6.2%-8.1%).
Although the non-US tax authority would view this as an arm’s-length result, the IRS
would require an adjustment (assuming that the taxpayer’s multi-year average result
also fell outside of a multi-year average range). In this instance, the IRS would adjust the
taxpayer’s single-year result (i.e., 2016) so that the taxpayer earned a margin equal to the
median of the range of results (i.e., 7.4%) for the comparable companies in that year.”

To avoid such scenarios, taxpayers should generally set their transfer pricing pol-
icies to target a return that is comfortably within the interquartile range of results. In
practice, taxpayers often target the median of the range. This has a number of potential
benefits. First, since transfer prices are often set at the beginning of the year based
on budget numbers, companies often miss their targeted result because of differences
between their budgeted and actual financials. By targeting a point that is comfortably
within the range, a company provides itself with a certain amount of leeway to miss
its target and still fall within an acceptable range of results. Second, since comparable
company results are likely to vary from year-to-year, a transfer pricing policy that targets
a midpoint in the range will be more likely to fall within the range year-after-year as the
comparable company data is updated for documentation purposes. Furthermore, tax
authorities might view targeting the median of the range as a conservative tax strategy.

[9] Single-Year Versus Multiple-Year Data

In the above example, three-year average results for the tested party are compared to
the three-year average results of the comparable companies. In practice, virtually all US
and non-US transfer pricing practitioners rely on multiple year data when performing
profits-based analyses (e.g., CPM or TNMM analyses). The US regulations state:

Data from multiple years may be considered to determine whether the same eco-
nomic conditions that caused the controlled taxpayer’s results had a comparable
effect over a comparable period of time on the uncontrolled comparables that
establish the arm’s-length range.”

Similarly, the OECD Guidelines state:

Multiple year data should be considered in the transactional net margin method for
both the enterprise under examination and independent enterprises to the extent
their net margins are being compared, to take into account the effects on profits
of product life cycles and short term economic conditions.”

In general, the use of multiple-year data is considered to be appropriate when there
are variations in the year-to-year performance of the tested party and the comparable
companies that are due to factors other than transfer pricing. Such variations are most

70. Section 1.482-1(f)(2)(iii) (D[0]).
71. Section 1.482-1(f) (2) (iii) (C).
72. OECD Guidelines, para. 3.75.
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commonly attributable to short-term changes in market conditions. For example, an
economic downturn in a particular industry may not affect the performance of all of
the companies in that industry at the same time. Rather, certain companies may be able
to withstand the effects of a downturn in the industry longer than others. This type of
timing difference can create inconsistencies in short-term results of companies within
the same industry and can therefore make a single-year data comparison between the
tested party and the comparable companies unreliable. To smooth out fluctuations in
short-term results, most tax jurisdictions will allow taxpayers to take multiple years
of data into consideration.

One notable exception, however, is Canada. Since the issuance of a 2002 article
by Ronald Simkover, a CRA economist,”® the CRA has often looked to single-year
comparisons between tested party and comparable company data when determining
whether an adjustment is warranted.

As such, any taxpayer that has transfer pricing issues in Canada must be especially
vigilant about ensuring that its single-year results are consistent with the results of the
comparable companies in that year. In addition, a company with Canadian transactions
must be sure to document the single and multiple-year results of the analysis. When
the results of the multiple-year comparison diverge from the single-year results, the
taxpayer must be able to explain why the divergence exists and why one result may be
more reliable than the other. Being aware of this issue at the outset of a project allows
a company to set its transfer pricing policies in a way that will increase the likelihood
that the company will be able to meet the varying requirements of the jurisdictions in
which it operates. For instance, a company with an intercompany transaction between
its US parent and Canadian subsidiary may want to target a more conservative point
in its range of results to increase the probability that, at year end, its results will fall
within both the three-year and single-year average ranges of results.

[10] Specific Transactional Considerations

Approaches to transfer pricing are continually evolving. As multinational entities
become more complex and sophisticated, and as new ways of doing business emerge,
intercompany transactions also become more complex and sophisticated. As such,
tax authorities are faced with the task of analysing increasingly complex transactions
without the benefit of explicit regulatory guidance on ways to price certain types of
transactions. For example, few tax authorities have issued any significant guidance
on analysing intercompany loan guarantees. Similarly, only a few jurisdictions have
expressed a clear opinion on the treatment of stock option expenses related to service
transactions and CSAs. The lack of regulatory guidance on such issues creates even
more uncertainty than usual about the treatment of such transactions by various tax
authorities and can make it very difficult for a company to price these types of transactions
during the transfer pricing planning phase. When there is limited regulatory guidance
on a particular issue, taxpayers should seek a local country practitioner’s advice to

73. Ronald I. Simkover, ‘Transfer Pricing: Acceptable Arm’s-length Prices Within the Range’,
Canadian Tax Foundation, 2002 Conference Report, 17:1-17:12.
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determine how the tax authority in that jurisdiction is dealing with these issues in
practice. If there is a significant divergence between the rules in various jurisdictions,
the taxpayer should explore different strategies for addressing the issue and take the
position that provides the right risk/reward profile for the company. Loan guarantees and
stock option expense transactions are explicitly addressed in the following subsections.

[a] Loans and Loan Guarantees

Regulatory frameworks that apply to the pricing and deductibility of interest expense are
numerous and diverse. For example, many countries have ‘thin cap’ regimes, whereby
a specific limit is placed on the amount of interest expense that can be deducted for
tax purposes. Limits are usually expressed as a ratio of debt to equity or a ratio of
interest expense to a profit-based variable such as EBIT or EBITDA. The OECD’s Action
4 guidance suggests a fixed ratio rule that limits interest expenses deductions to a
fixed ratio between 10% and 30% of EBITDA. This rule can be supplemented with a
group ratio rule, which would tie an entity’s limits on interest expense deductions to
the group’s total net third party interest expense, or targeted rules to address specific
risks. The arm’s length standard may still apply when pricing interest rates if thresholds
for deductibility under a thin cap regime or an Action 4 rule are not met. Finally,
countries may have unique rules or legal precedents that govern whether a transaction
can be characterized as debt in the first place, and whether any interest expense can
be deducted at all.

In the United States, the IRS issued final section 385 regulations on 13 October 2016
that were designed to address earnings stripping associated with corporate tax inversions.
These regulations focus specifically on intercompany debt issued by US companies
and contain expanded loan documentation requirements’* as well as modified rules
related to the characterization of debt instruments.”® While the formal documentation
requirements under section 385 will only apply to relevant debt instruments that will
be issued on or after 1 January 2019, the issuance of these regulations serves as a signal
of increased IRS scrutiny related to intercompany financing transactions.’® On 21 April
2017, as part of Executive Order 13789, the US Treasury was charged with identifying
and providing recommendations for regulations that impose an undue burden on US
taxpayers, add undue complexity to the U.S. federal tax laws, and/or exceed the statutory
authority of the IRS. On 16 October 2017, Treasury determined that certain aspects of
the section 385 Regulations could potentially impose an undue burden on taxpayers.
This was despite the fact that, in Notice 2017-36, the Treasury and IRS announced that
application of the section 385 documentation regulations would be delayed until 2019.
The Tax Reform and Jobs Act implemented new, stricter interest expense deduction
limitations, which may help to alleviate certain problems that the 385 documentation
regulations were attempting to solve. However, as of the writing of this chapter, no

74. Treasury Regs. s. 1.385-2.

75. Treasury Regs. s. 1.385-3.

76. Johnson, Michelle, ‘385 Documentation - Three Actions to Take Now’, Duff & Phelps, 22 Feb.
2017, p. 14.
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further legislative action has been taken with the regulations and they still remain in
effect starting January 2019.7

The result is a complex, overlapping set of standards governing financing
transactions. Companies with a pattern of frequent intercompany financing transactions
or high-volume transactions should ensure they have a robust inventory of their annual
transactions and can sufficiently monitor how those transactions might be impacted
by the various rules or restrictions in relevant countries. In addition, tax departments
should work closely with treasury departments to ensure that interest pricing policies
are informed by tax rules.

The lack of regulatory guidance related to guarantee fees has led to uncertainty
about the treatment of such fees in various jurisdictions. Evidence suggests that the
IRS believes that the guarantor should be compensated through a guarantee fee for
providing financial backing to its subsidiary.

In contrast, the CRA has disallowed deductions for guarantee fees paid by Canadian
subsidiaries to non-Canadian parents (see General Electric Capital Canada Inc., T.C. of
Canada, No. 2006-1385(IT)G and 2006-1386(IT)G).

[b] Stock Option Expense

Similarly, the US services and cost sharing regulations explicitly require the inclusion
of stock option expenses in the calculated cost of services (§1.4829(j)) and in the
calculation of intangible development costs within CSAs (§1.482-7(d)(3)). Treatment
of these expenses varies between jurisdictions. For instance, Peru, the Philippines,
Singapore, South Africa, Taiwan and the United States all allow for the inclusion of stock
option expenses in the cost base for intercompany service charges and CSAs. However,
Canada and Denmark generally disallow deductions related to stock option expenses.”
While the IRS position on inclusion of these SBC is explicitly outlined in regulatory
guidance, the IRS issued a directive on 12 January 2018, providing instructions to its
LB&I examiners to suspend any examinations, related to the addition of stock-based
compensation (‘SBC’) to intangible development costs within cost sharing arrangements,
until the Ninth Circuit issues an opinion in the Altera case” currently under appeal.®’

[B] Phase 2: Implementation

The planning, analysis and documentation phases of transfer pricing are guided heavily
by economic and financial theory. In contrast, the implementation phase of any transfer
pricing project involves practical considerations that are unique to the internal political

77. Executive Order 13789-Second Report to the President on Identifying and Reducing Tax
Regulatory Burdens: A Proposed Rule by the Treasury Department on 10/16/2017; https://
www.federalregister.gov/documents/2017,/10/16/2017-22205/executive-order-13789-second-
report-to-the-president-on-identifying-and-reducing-tax-regulatory, accessed on 16 May 2018.

78. Athttps://www2.deloitte.com/us/en/pages/tax/articles/global-transfer-pricing-country-guide.
html, accessed 8 May 2018.

79. For more background on the Altera case, please refer to §18.05[L] of this guide.

80. LB&I-04-0118-005: Memorandum for Large Business and International Division Employees
(12 Jan. 2018).
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structure of the taxpayer, its day-to-day operations, and its internal accounting and
financial management systems. In addition, although transfer pricing practitioners are
often hired to assist a company with developing transfer pricing policies, a taxpayer
is often left to its own devices to implement that policy. The implementation process
can be complex and arduous, so it is important for a company to have well thought
out procedures in place for implementing new transfer pricing policies.

This section describes key implementation steps, provides guidance on some of
the most common implementation issues and discusses best practices for taxpayers
when navigating through the implementation process.

[1] Key Implementation Steps and Timeline

Once a company has established its transfer pricing policies, the company enters the
implementation phase. The implementation phase typically consists of the following
five broad steps:

Step 1: Communicating transfer pricing policies to key stakeholders
Step 2: Drafting and executing intercompany agreements

Step 3: Determining internal pricing mechanisms

Step 4: Monitoring results

Step 5: Developing transfer pricing policy manuals or guides.

Each of these steps is described in detail below.

[a] Step 1: Communicating Transfer Pricing Policies to Key Stakeholders

Generally, the tax department is responsible for transfer pricing compliance, identifying
transfer pricing planning exposures/opportunities and amending existing transfer pricing
policies as needed as the taxpayer’s business evolves. Therefore, the tax team bears
the responsibility of communicating its objectives to the key internal stakeholders.
This is to ensure that the tax objectives are well aligned with the company’s broader
corporate and operational objectives. The key stakeholders include: (1) local country tax
personnel; (2) senior management (such as the CFO); (3) relevant operations personnel;
(4) the IT, accounting, and finance department personnel who will be responsible for
the back office support related to the implementation effort; (5) the legal department;
and (6) the company’s tax planning and compliance advisors.

[i] Local Country Tax Personnel

Transfer pricing policies are often implemented on a global level, and changes to
transfer pricing policies are commonly initiated by headquarters. For the headquarters
of any company, this means that it must clearly communicate its objectives to the
local country tax personnel to ensure that the company’s global tax objectives do not
conflict with its local country tax objectives. In addition, headquarters personnel may
rely on the local country tax personnel to communicate a change in policy to key local
country operations personnel.
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[ii] Senior Management

When implementing changes, the tax department will usually need buy-in from senior
management. This likely includes the CFO and Controller, but may also include other
executives such as the chief executive officer (CEO) and chief operations officer (COO),
depending on the size of the organization and the materiality of the transfer pricing issue.

Generally, buy-in from senior management is critical for several reasons. First,
it is important to ensure that the objectives of the tax department are well aligned
with the company’s overall corporate strategy. Second, there are times when changes
in transfer pricing policies can have unintended effects that require attention from
senior personnel.®! It is therefore is critical that senior management is well informed
of any material changes in pricing policies so they are not caught off guard if issues
arise. When approaching the CFO, Controller, or other senior management about a
change in transfer pricing policy, it is important to be able to clearly communicate:
(1) the reasons for the change; (2) the expected tax implications of the change (transfer
pricing and other); (3) any identified risks; and (4) the anticipated tax and financial
statement impact, as applicable.

[iii] Operations Personnel

From an operations perspective, the most common issue that arises during the
implementation phase is related to employee incentive structures. In many instances,
employee incentive structures are tied to the performance of business units - either
through some measure of revenue generation, cost savings, or profitability, among
others. Since a change in transfer pricing will affect the performance of a business as
reported on its legal entity financial statements, a company that does not keep separate
management financials (or whose managerial books are tied to the legal entity financials)
may unintentionally alter its employee incentive structure.

Taxpayers must ensure that changes in the company’s transfer pricing policies do
not cause unintended changes in employee incentive structures or other operational
metrics used for managing the business, and the tax department must make a concerted
effort to address these issues with operations personnel when changes are made. Having
an open line of communication between the tax and operations personnel is critical
to avoiding any such mishaps.

[iv] IT and Accounting Departments

In addition to communicating changes in transfer pricing policies to management and
operations personnel, it is equally important to clearly communicate the changes to
the company’s IT and accounting departments.

IT Department

81. For instance, a change in a transfer pricing policy could have the unintended effect of altering
the incentive/compensation structure of an employee or a group of employees. See s. 1.6.1.1.3
for a detailed example.
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A company’s IT systems play a key role in the transfer pricing implementation process.
Specifically, the systems must be capable of supporting the implementation of the
policy and monitoring the results of the relevant businesses once the policy has been
put into place. More specifically, the systems must be capable of tracking segmented
legal entity financial data, intercompany payments between legal entities, individual
employee time spent adjusting payments and terms, and, ideally, flagging any potential
issues, such as an underpayment or overpayment between two entities.

Given the importance of IT systems to the implementation process, the tax
department will need to clearly communicate its objectives to the IT department when
implementing its transfer pricing policies. Tax personnel should work with IT personnel
to determine the most effective way to implement the policies given any constraints
posed by the company’s internal IT systems.

Accounting Department

The accounting department will be responsible for ensuring that the transfer
pricing policies flow through the financial statements of the relevant legal entities. As
such, any intercompany invoices that are issued must reflect the appropriate pricing.
In addition, it may be strategically important to ensure that third-party invoices are
issued from a particular entity, given the function and risk profile of that entity for
transfer pricing purposes.

As with the IT department, it will be important for tax personnel to clearly
communicate any changes in policy to the accounting department to ensure that all of
these factors are taken into consideration, and that the policies can be easily monitored.

[v] Legal Department

An important step in the implementation process is the drafting and execution of
intercompany agreements. A company’s legal department generally plays an important
role in this process. The legal department should, therefore, be informed any time a
new transfer pricing policy is put in place or an existing policy is changed to ensure
that these changes are incorporated in the company’s agreements.5?

[vi] Tax Planning and Compliance Advisors

Ideally, the company’s tax advisors will be consulted during the planning phase to
ensure that the policies are consistent with local country rules and regulations and
the company’s overall tax objectives. Changes in transfer pricing policies should be
vetted with the company’s tax planning and compliance advisors for several reasons.

First, a company’s tax advisors can inform the taxpayer of any potential risks
associated with the change. Second, they are likely to have helpful insight into imple-
mentation issues through their experiences with other taxpayers. Third, any changes
in the company’s transfer pricing policies will need to be incorporated into year-end
documentation.

82. This is discussed in more detail in s. 1.6.1.2.
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[b] Step 2: Drafting and Executing Intercompany Agreements

Once a transfer pricing policy has been set and the key stakeholders informed, a taxpayer
will want to memorialize that policy in an intercompany agreement. Intercompany
agreements provide a forum for the taxpayer to, at the outset of an arrangement, describe
the functions and risks of the parties to the transaction, their rights and obligations
under the contract, and the corresponding pricing policy or policies.

A well-constructed agreement should provide the right balance between formal-
izing the policy and maintaining the flexibility to change that policy.

Listed below are a few best practices related to drafting intercompany agreements:

(1) The agreement should be drafted and executed at the time the policy is
put into place.

(2) It should reflect the functions and risks actually being undertaken by
the parties to the transaction (i.e., the form should match the economic
substance of the transaction).

(3) The agreement should be flexible. For instance, parties should not enter
into agreements for unduly long periods of time.

(4) The terms of the arrangement should allow the taxpayers to make periodic
adjustments to the transfer price throughout the year to align actual results
with forecasts. It may also be desirable to allow the pricing terms of the
agreement to change (upon mutual agreement of the parties) to reflect
changes in market conditions. It is important to note if such pricing changes
need to be made, they should not be made in a way that fundamentally
changes the allocation of risk under the agreement.

(5) All intercompany agreements should be reviewed by tax personnel and
legal counsel prior to execution.

Tax authorities typically request any such relevant intercompany agreements
during an audit. Intercompany agreements, in conjunction with contemporaneous
documentation, can be a key element in defending a company’s pricing policies and
its tax return position; however, companies should be wary of instances in which the
terms of the intercompany agreements may not match the economic substance of the
transaction (i.e., the relevant parties engage in functions or bear risks that do not match
the terms set forth in the agreement).

If a disparity exists between the form and substance of a transaction, the tax
authority, if allowed under the rules of the relevant country, must determine whether
to respect the terms of the contract or impute pricing terms that are consistent with
the actual behaviour of the parties to the transaction. Tax jurisdictions have differing
opinions on - and approaches to - this issue. For instance, the US regulations state:

If the contractual terms [of an agreement] are inconsistent with the economic
substance of the underlying transaction, the district director may disregard such
terms and impute terms that are consistent with the economic substance of the
transaction.®

83. Section 1.482-1(d)(3)(ii)(B)(1).
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Based on this guidance, the IRS will typically follow the economic substance of the
intercompany transaction when evaluating the pricing terms regardless of whether or
not there is an intercompany agreement in place. In contrast, certain countries (e.g.,
Germany), tend to place far more emphasis on the existence of and language in the
intercompany agreement itself. In certain scenarios, these conflicting perspectives lead
to significantly different results and potential adjustments.

To avoid potential issues, companies should ensure that the terms of the arrange-
ment are consistent with the true economic substance of the transaction. In addition,
companies should keep their intercompany agreements up-to-date by reflecting any
changes in the functions and risks being performed by the parties to the transaction
in the agreement in a timely manner. In addition, any changes in pricing terms should
be immediately reflected in the intercompany agreement.

[c] Step 3: Determining Internal Pricing Mechanism

In many instances, the results of a transfer pricing analysis (as well as the pricing terms
outlined in the intercompany arrangement) are expressed in terms of an arm’s-length
range of results (e.g., the manufacturing segment should earn an operating margin®*
of between 3% and 6%). The taxpayer can pick any point within that range including
the lower or upper bound. When implementing its transfer pricing policy, the taxpayer
will want to think strategically about its objectives to determine what point it wants
to target within the range. For a company that is interested in minimizing the taxable
income in a particular jurisdiction, it may make sense to target a point close to the
bottom of the range. Conversely, a company that wants to take advantage a favourable
tax rate in a particular jurisdiction may want to target a point close to the top of the
range. However, as discussed in §1.02[A][8], companies often target the median, or
midpoint, of the range of results to be conservative.

Once a taxpayer has determined its target point within the range, it must go about
determining how to actually achieve that result. It can be particularly challenging for
companies to implement transfer pricing policies based on profitability ratios that rely
on operating income (e.g., operating margin, return on total operating costs, return
on operating assets, return on invested capital) since it is often very difficult to track
and allocate general, administrative, and overhead expenses to specific products or
business segments.

As such, companies typically need to perform some analysis at the beginning of
the year, using budget numbers, to determine an appropriate mechanism for pricing
its transactions (see Table 1.6).

In the example shown in Table 1.6, the manufacturing segment of LabCo has
budgeted operating costs of USD 95.0 million (USD 65.5 million + USD 25.5 million +
USD 4.0 million). In order to target a 5% operating margin, the company would need
to charge its related-party entity USD 100 million, or a markup on its total operating

84. Operating margin is equal to operating profit (or earnings before interest and tax, ‘EBIT’)
divided by net sales.
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Table 1.6 Hypothetical Example of an Internal Pricing Mechanism

LabCo - Manufacturing Segment

Annual Budget (in USD ‘000s)

Intercompany Revenue Target USD 100,000
Third party COGS USD 65,500
Gross profit USD 34,500
Gross margin 34.5%
Operating expenses USD 25,500
Depreciation and amortization USD 4,000
Operating profit USD 5,000
Target operating margin 5%
Arm’s-length range 3%-6%

costs® of approximately 5.3% (USD 5 million/USD 95 million). In practice, however,
LabCo does not track operating expenses or depreciation and amortization separately
for its related-party manufacturing segment. Rather, these expenses are solely tracked
for the legal entity as a whole (including its other business lines). Estimated allocations
are made only at the beginning of the year, when budget financials are prepared and
transfer pricing policies are set, with true-ups at the end of the year, when the company’s
transfer pricing documentation report is compiled.

Because of this, LabCo needs to develop an alternative mechanism for implementing
its transfer pricing policy. In this instance, the most straightforward approach would
be to target a markup on the segment’s manufacturing COGS. Although LabCo does
not separately track expenses that fall below the gross profit line, it does know exactly
what direct manufacturing costs (i.e., COGS) are attributable to the product line it
sells to its related party. Using budget numbers, LabCo can estimate the markup on
its COGS that would be required to cover the total estimated operating expenses of its
manufacturing segment. In the above example, LabCo estimates its third-party COGS
will be USD 65.5 million. If the company wants to target USD 100 million in revenue,
it must charge its related party its manufacturing costs (i.e., COGS) plus a markup of
52.7% [(USD 100 million/USD 65.5 million) - 1].%¢ Based on this information and the
desire for a simplified policy, Labco determines that it will charge its related party its
manufacturing costs plus 50%.

This type of strategy (i.e., applying a standard markup) is particularly appealing
to a company that sells a variety of product lines because it can apply a single markup
across all products. However, there may be reasons that a company wants its business
segment to charge different markups on different product lines (e.g., issues with
customs). In the United States, companies have the flexibility to implement policies

85. Section 1.482-1(f)(2)(v)(A).
86. Section 1.482-1(f)(2)(v)(A).
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in any way they choose, as long as the overall result is consistent with arm’s-length
pricing.%” The US regulations state:

In evaluating whether the result of a controlled transaction is arm’s-length, it is not
necessary for the district director to determine whether the method or procedure
that a controlled taxpayer employs to set the terms for its controlled transactions
corresponds to the method or procedure that might have been used by a taxpayer
dealing at arm’s-length with an uncontrolled taxpayer. Rather, the district director
will evaluate the result achieved rather than the method the taxpayer used to
determine its prices.®

However, there are tax authorities that place greater emphasis on the need for pricing
policies to be memorialized in intercompany agreements prior to the beginning of
the tax year (e.g., HMRC and the German Ministry of Finance), and therefore do not
allow the same level of flexibility. In addition, certain tax authorities may, in fact, want
to see product-by-product markups. For these reasons, it is critical for companies to
understand the unique requirements of the jurisdictions in which they are operating.

[d] Step 4: Monitoring

Once a transfer pricing policy is set, it becomes the job of the tax department to monitor
the financial results of the relevant business segments to ensure the transfer pricing
policies are creating the intended results. Many large multinationals have established
Transfer Pricing Committees, which are internal groups of individuals who are responsible
for reviewing a company’s transfer pricing initiatives, priorities and results every quarter
to address any problems as they arise. In smaller companies, it may be sufficient to
have one-or-two individuals monitor transfer pricing results periodically to ensure that
the company’s objectives are achieved.

Unless a company is able to predict its revenue and/or cost structure with a high
degree of accuracy from year to year, it is often extremely difficult for it to implement
pricing policies that will achieve a particular result without performing periodic
adjustments.

Consequently, it is prudent for companies to monitor their results on a periodic
basis (typically monthly or quarterly) and perform adjustments as needed. This type of
adjustment mechanism is particularly important for companies operating in jurisdictions
in which taxpayer-initiated adjustments are not permitted after the financial books are
closed (e.g., Australia, China, Czech Republic, Spain, and the United Kingdom).% Taxpayers
that engage in intercompany transactions involving entities in these jurisdictions must be
particularly vigilant about ensuring any pricing adjustments flow through the financial
statements prior to year-end. If they fail to do so, they are at risk of double-taxation.

Because so many jurisdictions restrict taxpayers’ ability to make self-initiated
adjustments following year end, it is always preferable for a company to have systems

87. Section 1.482-1(f)(2)(v)(A).

88. Section 1.482-1(f)(2)(v)(A).

89. Deloitte 2016 Global Transfer Pricing Country Guide; https://www2.deloitte.com/ru/en/pages/
tax/articles/2016/global-transfer-pricing-guide.html, accessed 7 May 2018.
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in place that allow it to monitor and adjust its transfer pricing policies periodically
throughout the fiscal year. It is generally advisable to review transfer pricing results
on a quarterly basis to make sure that proper pricing is being achieved. Although
there are mechanisms by which a taxpayer may be able to avoid double taxation (e.g.,
Appeals and/or Competent Authority),” the processes are long and arduous and can
be cost prohibitive.

[e] Step 5: Developing Transfer Pricing Policy and Procedure Manuals

In particularly complex situations, it may be prudent for a taxpayer to develop an
internal guide for its employees to help them navigate through the implementation
process. This type of guide can take a number of forms and it can be developed for a
number of different audiences. The following common examples will be described in
more detail below:

- accounting and systems manuals;
- headquarter service allocation manuals; and
- tax department policy and procedures manuals.

[i] Accounting and Systems Manuals

Accounting and systems manuals are developed for the finance, accounting, and IT
personnel who are responsible for the day-to-day implementation of the transfer pricing
policies. The accounting manual typically includes instructions regarding intercompany
invoicing and collections activities, while the systems manual includes details on the
requirements of the time tracking systems and the systems used to monitor the transfer
pricing policies.

[ii] Headquarter Service Allocation Manuals

Many companies have management fee structures that require a detailed headquarter
services analysis. Headquarter service allocation models require individuals to track
time spent on different types of activities. For instance, individuals will need to
separately track time spent on activities performed for the benefit of the group as a
whole, specific foreign affiliates, or the parent (i.e., stewardship). As such, it can be
extremely helpful for a company to develop a time reporting manual that provides
guidance to headquarters personnel regarding time classification. A well-developed time
reporting system and manual can dramatically reduce the work required at year end to
support the company’s management fee charges. In addition, it allows for simplified
monitoring throughout the year.

90. Sees. 1.8.2.2 for a discussion of Mutual Agreement Procedures (MAPs) (such as competent
authority assistance).
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[iii] Tax Department Policy and Procedures Manuals

The tax department has overall responsibility for developing and monitoring the com-
pany’s transfer pricing policies. As such, it may be helpful to develop a manual for tax
personnel that details reporting, monitoring, and communications procedures. Ideally,
this manual will be developed for the global tax team so the company can ensure
consistency in the group’s transfer pricing policies and procedures.

[C] Phase 3: Compliance and Documentation

Once a company’s transfer pricing policies have been developed and implemented, the
company enters the compliance phase of the transfer pricing lifecycle. The compliance
phase includes documenting the arm’s-length nature of the company’s intercompany
pricing policies.

[1] Documentation Strategies and Considerations

The phrase ‘transfer pricing documentation’ generally refers to a study or report that
justifies the manner in which a company prices its intercompany transactions for a
particular fiscal year. In most cases companies prepare such reports for the primary
purpose of avoiding the assessment of penalties by the authorities due to ‘misstate-
ments’ in its intercompany pricing. Such reports are usually backward looking, in
that they are written after the fiscal year end to justify pricing results for the period
corresponding to the filing of a tax return. A second, and closely related purpose is to
avoid unfavourable transfer pricing adjustments by demonstrating that the company’s
transfer pricing satisfies the requirements and expectations of the tax authorities (so
that no adjustment is necessary).

Transfer pricing documentation requirements have proliferated considerably in
recent years. As recently as the 1990s, only five jurisdictions had effective documen-
tation requirements, whereas by 2016 the number approached sixty-nine.”

Documentation requirements vary by jurisdiction. The following categories of
information are usually always required:

- summary of the company’s business;

- overview of the intercompany transactions; — detailed description of the functions
and risks of the legal entities involved in the transactions;

- explanation of the transfer pricing method selected to price the transactions; and

- economic analysis demonstrating the application of such method.”

91. Deloitte 2016 Global Transfer Pricing Country Guide; https://www2.deloitte.com/ru/en/pages/
tax/articles/2016/global-transfer-pricing-guide.html, accessed 7 May 2018.

92. Note that many countries have checklists of what must be included in transfer pricing
documentation reports in order to qualify for penalty protection. In the United States, for
example, Treasury Regs. s. 1.6662-6 provides for ‘ten principal documents’. See the US chapter
of this work for a description of such documents.
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When companies once needed to produce such reports for the one or two coun-
tries in which they had operations and for which documentation requirements existed,
this tended to be a tedious, but somewhat tolerable process. Now that more and more
countries require such effort, multinational companies face an enormous burden. When
CbC reporting requirements contained in BEPS Action Item 13 were officially enacted,
it further increased the compliance burden of MNEs.

In addition to the increasing number of countries requiring documentation, the
trend in the global compliance environment is towards heightened scrutiny by tax
authorities. Requests for documentation are becoming mandatory on tax examiners’
checklists, and in practice, the threshold for sufficient documentation is climbing higher.
Many European countries have established dedicated transfer pricing audit enforcement
teams.”® In the United States, the IRS issued a directive in 2003 requiring examiners to
request transfer pricing documentation in large and medium-sized business audits.”
Further, on 17 September 2015, the IRS announced a significant reorganization of its
Large Business & International (‘LB&I’) division, which it hopes will allow it to apply
a more issue-based approach to identifying and addressing compliance risks.

In addition to increased scrutiny from tax examiners, increased requirements for
disclosure of uncertain tax positions for purposes of financial reporting have attracted
greater attention to transfer pricing from audit committees, financial statement auditors,
and CFOs.

The most important driver of this change in the United States is the issuance of
ASC 740, an accounting standard with which all companies that issue US GAAP financial
statements must comply. Financial statement auditors require significant supporting
documentation to approve ASC 740 reserves that are affected by transfer pricing.

These trends have placed a significantly increased burden on companies with
finite resources and budgets, and staff that are continuously being stretched thin.
Tax departments can no longer address all issues, despite the best intentions of the
parties involved. In the meantime, the factors that contribute to tightened budgets and
resource strain (e.g., slowing economy and decreasing revenues) are those that will
cause governments to become even more aggressive in their pursuit of transfer pricing
adjustments in the years to come. This suggests that if a company does not devote
enough resources to establishing appropriate transfer pricing policies and preparing
sufficient transfer pricing documentation in current years, it could result in serious
issues and significant costs in future years.

As the global regulatory environment grows increasingly more complex, some
multinational companies have looked to technology solutions to mitigate the increased
compliance burden and risks. It is no longer enough for companies to just satisfy
documentation requirements. They may also be required to prove documented policies

93. Ernst & Young LLP. Global Transfer Pricing Survey 2014 www.ey.com/Publication/vwLUAssets/
EY-global-transfer-pricing-tax-authority-survey/$FILE/ey-2014-global-transfer-pricing-tax-
authority-survey.pdf, accessed 15 Jul. 2015.

94. Internal Revenue Service. ‘LMSB Commissioner Directive: Transfer Pricing Compliance Process’.
22 Jan. 2003. http://www.irs.gov/Businesses/International-Businesses/Transfer-Pricing-
Compliance-Directive, accessed 15 Jul. 2015.
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to tax authorities and technology can assist with that process.” Companies offer scalable
software solutions addressing a range of transfer pricing compliance functions, including
data and process as well as economic analysis.”

To create an appropriate balance, tax departments of multinational companies
need to be thoughtful when deciding how to prepare their documentation, and what
level of documentation they need. Before embarking on a documentation project, tax
directors must maintain a strategic mindset and ask important questions, such as:

- What countries should be covered?

- Which transactions are most important?

In what format should the documentation be produced?

- When should outside experts be employed to prepare the documentation instead
of using internal resources?

Approaching transfer pricing issues with these questions in mind can help focus
the decision-making process related to documentation. The answers will be different
for every firm, but §1.02[C][1][a] provides a tool that companies can use to develop
their documentation strategy.

[a] Performing a Risk Assessment to Optimize Documentation Strategy

A transfer pricing risk assessment can help a company make decisions regarding
prioritizing transfer pricing documentation needs. To properly perform such an assessment,
companies must understand the risks associated with not preparing documentation,
as well as the various options for creating documentation. Each of these concepts is
discussed further below.

[i] What Protection Do Transfer Pricing Documentation Reports Provide?

Incomplete or inadequate transfer pricing documentation can have a measurable impact
on a company. Exposure may be related to a company’s intercompany transactions, its
overall tax position, and its audit history. Specifically, non-compliance can result in:

- Penalties. Transfer pricing adjustments are subject to penalties in many jurisdictions,
and proper documentation is the only mechanism available to mitigate this exposure.

- Adjustments. In cases where companies cannot pursue relief from double taxation
through Competent Authority or other mechanisms, or where an adjustment leads
to a net increase in taxable income in a higher tax jurisdiction, the lack of transfer
pricing documentation can increase the likelihood of adjustments, and could lead
to a higher overall effective tax rate or double taxation.

- Financial reporting concerns. Due to ASC 740 and other measures that have
heightened scrutiny of tax positions for financial reporting purposes, the lack of

95. At https://tax.thomsonreuters.com/wp-content/pdf/onesource/transfer-pricing/leveraging-
technology.pdf >, accessed 15 May 2018.

96. At https://www.worldfinance.com/wealth-management/the-challenge-of-transfer-pricing-can-
be-solved-with-key-technology, accessed 15 May 2018.
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