131 Transfer pricing: what is it?

follow-up guestion *who was next to legislate on transfer pricing?’ is still
not the United States of Aimerica, we now turn te define the issue of transfer
pricing.

DEFINING THE ISSUE

112 When two (or more) related companies trade with one another, the
price agreed between them 15 typically referred to as a ‘transfer price’. There is
a concern amongst governments that, due to the special relationship belween
related parties, the transfer price might be different from the price that would
have been agreed between two unrelated parties. Whilst the overall pre-tax
profit realised by the MINE on a global basis remains unchanged, the use, by
accident or design, of non-arm’s-length pricing could lead to diflerent profit
being recognised in each couniry than would have happened if the parties were
not related to each other.

1.13 Why might this matier? Put simply, becanse there is no single
global tax system. It is often said that different tax rates and rules between
states provide a perceived incentive for MINEs to manipulate their tramsfer
prices. Recognising lower profits in one jorisdiction (the one with the higher
tax rate) will reduce the total tax burden on the MNE, as compared (o the
position between unrelated parties, which means that the MINE will have more
resources available to compete, or to return to its shareholders. In the absence
of a rube, there is little or no ncentive for businesses to focus attention on
their inter-company prices beyond what they need to ran their business, All
tax authorifies are concerned with the protection of their tax receipts, within
the laws that are enacted in their country, so transfer pricing has developed
as the means by which a tax authority can both require and check that & -fan
amount of profit is declared for taxation in their country, commensuate with
the activities undertaken and assets owned by a business in that covn'ry.

1.54 itis fair to say that there was a time when the counlries witn iransfer-
pricing tules were few in number and these rules were based o anti-avoidance
measures rather than 3 wedsment. However, times have changed.

1.15 In the mid- to fate twenticth century, many MNEs appeared fo be
relatively indifferent about the legal entity or country in which they recognised
profit. Whilst there have been some examples of deliberate manipulation, the
malter of profit location generally received genuine inatiention. MINEs were
managed by their board on the basis of what would now be called the profit-
before-tax line of the accounts on & global basis and not by reference to earnings
per share (which includes the effect of taxes paid) or by reference to individual
entity profitability. The legal entity in which profit belore tax arose was of litile
{or no} consequence 1o the commercial team; the key question was whether a
particular product or product line was both profitable and contributing to the
group’s overall level of profitability.

L.1s Tax authorities, however, take a very different view as they want
to see the global profits split by country on a fair basis: as a vesult, ransfer-
pricing rules the world over apply to individual legal entities. The rules are
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ilied to ensure that, where there is profit-generaling aciivity in a territory, an
propriate returs on that activity is subject to tax.

By the end of the twentieth century, management focus had moved
and businesses were managed by reference to earnings per share. Taxation
a6k a place at the boardroom table and in business planning discussions.
-MNES began to manage themselves by looking at the after-tax return and
ing corporale tax rates concentraled the attention of management on
e fuestion of where to locate activities, risks and assets. Businesses change
atantly, and locating value-generating functions and risks in a higher tax
rate jurisdiction will mean that the associated profit is both recognised and
axad at a higher rate. This reduces earnings per share, which in turn may have
‘negative consequences for an MNE’s share price, or its ability to compete.
cating those same functions and risks in a lower-tax rate jurisdiction will
have the opposite effect. MINEs may be in a position to consider carefully
wheua to lecate functions, assets and risks and choose (all other factors such
“as local couts, skills, language, legal protection stc being equal) (o tocate in
Tower-1ax rate Ju[‘iSdlChOHS, Thlq can lead to an outflow of functions and risks
rom high tax rate countries and into low tax rate countries together with the
avzociated jobs, personal taxation, ete.

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

1.8  Tax authorities are concerned that the price of transactions between
elated parties might be incorrectly reported to their disadvantage and many
have reached the conclusion that legislation is required to protect against the
otential loss of tax. The generally adopted solution is to require MNEs to
alcnlate their taxable profits based on the transactions and prices that would
" higve been entered into and agreed between unrelated partics. The underlying
“economic assumption is that all independent parties to a business transaction
seek to maximise their own profit and, through this process, a deal is struck.

‘119  In this way the intention is that a fair profit is achieved by each party,
‘commensurate with the functions they perform, the assets they employ and the
~igks that they assume. This is #i& basis of the need, in transfer pricing work,
o review the functions, assets and risks in a related-party transaction and to
ensure that the reward earned by each party is similar to that which would have
* been achieved by unrelated parties. The outcome of this process i1s therefore
referred to as ‘arm’s-length pricing’.

120 The need to understand functions, assets and risks is fundamental o
the theory and practice of transfer pricing and requires a “Tunctional analysis’
to be performed for the entities involved in a related party transaction. This
enables the MNE to understand the role that each entity plays and use this
understanding to determine a fair pricing. Bconomic theory suggests that
cotnpanies should receive a basic return on their assets at the very least, or
they would not enter inlo transactions in the longer term, but this does not
always imply that companies making losses or lower than basic returns are not
pricing on an arm’s length basis. Also, as the arm’s-length principle is applied
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ETISUIES smg!e taxation while protecting against double {axation. To do s
would require at least the following:

‘the arm’s-length principle is reguived), if the wansfer-pricing law of both
figries will accommeodate such a departure. However, without the explicit
@ global agreement to use the method in the first place; ment of all potentially interested parties, this is a dangerous road to walk.
®  giobal agreement on how to measure the global tax base of an MNE :
group; ' ING PRICES VERSUS TESTING PRICES
it remains a mystery to the awthor why there is any doubt on this
mnt at all, but doubt there is in the minds of some. Often one reads of, or
“assertions that ‘the OBCD Guidelines require associated companies
3{31 prices in the way they would have been agreed upon by independent
es acting at arm’s length’. They do not. The OECD Guidelines do not tell
_bus esses how to set their transfer prices. OECD pricing methodologies ara
“here to test, Tor tax purposes only, the outcome of MINEs' pricing policies,
& commentary on Article 9(1) of the Treaty (quoted in 2.2 above) says this
arly enorgi

& global use of a common accounting system; and

@ global agreement on the apportionment formula(e), including
weighting of the various constituent parts.

Without these it would be impossible, should one country make a transfer
pricing adjustment, to tell who was the counterparty and who, as a resulg
should give a corresponding adjusiment. There might indeed be a nombe
of possible counterparties, all of whom might be candidates for giving somef
measure of reliel,

237 Likewise, without a broad consensns on how to apply the method;:
one could imagine taxable profits dropping quistly between the cracks of oné:
couniry’s interpretation and another’s, thus rendering the idea impotent in!
dealing with the very matter for which currently it is being actively promoted
by some ~ the elimiration of non-taxation of MNE profits. .

. it paragraph 1 provides that in such cases the taxation authorities of
a Contracting State may for the purpose of calculating tax labilities ..
araphasis added)

g does not mean that hindsight can be used by tax anthorities or MNEs.
Transfer prices frequently wifl be determined ahead of time by reference to
available forecasts; this is fine, and it is not appropriate to require transfer-
ncing adjustments computed in the light of actual, unforeseen (later) events.

238  Itis worth noting thal global formulary apportionment has a certain
superficial atiractiveness. There are, however, issues; differences in accounting”
systems {movement towards international accounting standards might offer an
answer here) and measuring the global tax base. Perhaps the real point is that a.
broad international consensus isneeded to preserve the benefits of fair, singjs
taxation and no double taxation. The arm’s-length principle has achieved tvay:
consensus where nothing else has.

Perhaps the mistake arises because, in many instances, MMEs do
tideed use OBCD methodologies to calculate their wansfer prices ahead of
& — the idea being that conformity with QECD principles at the price-
élting and planning stage is a sensible way of ensuring (as far as possible)
onformity with OBECD principles at the tax retwrn fiting and subsequent tax
hority audit stage. There are advaniages to this approach. For example, in
~most jurisdictions transfer-pricing adjustment of a tax return is possible only to
ase the tax doe. Failure to trade with an associated business using arm’s-
ength prices would lead to an imbalance of profit between them, and only ths
_nder-rewardcd business might bgsable/required to adjust its tax return. The
er-rewarded business might be required to pay tax based on the excess profit
iat it has reported in its accounts, leading to double taxation of the group
hich would be dealt with through a claim for relief, if available, under an
ropriate bilateral Double Taxation Agreement or a muliifaieral convention
tich as the EU Arbitration Convention. The cost and time required to pursue
tich a claim can be avoided by trading at arm’s-length prices in the first place
tid thereby not suffering a transfer-pricing adjustment at all.

2.1% It is worth pausing to consider how easy it would be to succumb o
the superficial attractiveness of global formulary apportionment. An approach
sometimes put forward is “contribution analysis’. The idea belind this approach:
is that it is possible o look at each aspect of the busincss and to assign a’
profitability to it, sfh the entire profit of the enterprise is aliocated to’
each part of the business. Though it is possible to undertake this exercise:
whiist abiding by the arm’s-length principle — by analysing profit contribution’
by reference to third-party activities and profits — the analysis i1s sometimes
underlaken in the form of a purely econometric exercise which applies human
judgement and economic theory to allocate profit to different parts of th
enterprise. Without reference to the aclions and profits of third parties, with
due comparability, the fundamental requirement of the arm’s-length principle:
is not met. (Note that contribution analysis can, with appropriate reference to;
third-party actions and profits, form part of the worle 1a a profit split approach,-
as described in the Guidelines at paras 2.119-2.120.)

223 50, in summary, it really does not maiter how prices have been set—the
NE may have just “guessed’ a price (although we certainly do not recommend
hat as a course of action!); what we tzst is the price and, if the MNE was
licky” and chose the correct arm’s-length price, there is no transfer-pricing
adjustinent. Although many intra-group services are priced on a cost-plus basis,
-and software licence rates are set by reference to comparable uncontrofled

rices, and so forth, this does not alter the fact that MINEs have considerable

2.28 It is possible that a purely econometric approach to contribution
analysis might have a place in some trapsler-pricing circumstances {eg a
bilateral advance pricing agreement (APA}, where both tax authorities and the
taxpayer agree that there is no potentially comparable data and that a departure
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transaction. This is a subject to which we will return in Chapier 6, where wi

46 - Paragraph3.11 of the Guidelines does talk of the need to unpack some
consider the transfer pricing of intangibles,

ghts bundles, but the examples given are of rights that are quite different in
racter (eg patents, know-how and trademarks bundled in with the provaslon
ervices and the lease of facilities). This does not constifute permission to
qoregate the various iniellectual property rights. Nor doss it sanction the
aaking out of franchise fees into intangible and service elements. A true
.inchise will always consist of service and itangible elements lficensed

tovether as a package.

2.43 Finally on this subjecl, one of the key parts of the recent Australiag
Judgment in Chevron Australia Holdings Pty Lid v COT (No 4) [2015] FCA
1092 concerned the interpretation of ‘consideration’ in the Australian transfer
pricing legislation, specifically whether the consideration given by the compa
for the funds borrowed could be taken to encapsulate more than just the price
(ie the interest rate). The Australian court found that adjustments can be made
to other factors in the loan terms (such as security and financial covenant
which have an impact on the arm’s-length pricing of the loan. The finding th
such other factors would have been present in the Chevron case meant, in that
case, that the interest rate applicd was deemed excessive when consdenng
what would have been agreed between independent parties dealing at arm’s
length.

Use of arm’s-length range

47 This is a familiar concept, supporied by observation, common sense
and the Guidelines (see paras 3.55-3.59). A range of arm’s-length prices
erally exists because inefficiencies in the market, good and bad deals and
sariety of other factors mean that competitors in the sarne market do not

2.44 This could have important consequences for multinational corporations nerally have (he same price or the same profit, There is simply no single

(MNCs) when anatysing whether their internal financing arrangements arc ‘at
arm’s length’, and the idea is certainly not limited to financing transaciions, It
also re-emphasises the importance of finding appropriate comparables, bearing
in mind all tactors considered in arriving at the terms of a loan. We await
the output from the OECD on the transfer-pricing aspects of Action 4, due at
the end of 2018, 1o see whether a similar approach is adopted for the vevised
CECD Guidelines. It will also be interesting to see whether commentary is
forthcoming on the question of whether the approach taken in Chevron, to
effecuvely re-write” some of the terms of the loans to arrive at an arm’s-length
pricing, is simply re-pricing (as found in that case) as distinguished from
re- chara@eusatlon

Hhore should be no adjustment (see para 3.60). Where pricing is outside the
pange and cannot be justified on the grounds of special circumstances, then the
recommendauon in 1he Guidelines is to adjust to the most appropriate part of
e range. There is a compelling argument to move to the upper or lower reach
of a conslstemly reliable range, whichever is nearer. However, local transfer-
pmmo Iaw of customary praclice may provide differently.

Muitiple year data

249 Again it is standard practice and common sense (but not a systemgtic
irement) to look at the position over a number of years before concluding
that any given result is out of line. Reviewing performance over a number
‘of years gives insight into market and product cycles, launches and other
xceptional circumstances and allows a view to be taken on profitability on the
contract over time. st

Evaluation of separate and combined transactions

2,48 This is another important point meriting careful thoogai by both
taxpayers and tax authorities. The Guidelines acknowledge that, while it
would be ideal to evgluatg.each transaction separately, there are times when
a number of transae%ofns are so closely linked or continuous that they are
bundled together and should be priced in aggregate rather than individually
(see Guidelines, para 3.9). Examples include pricing a range of closely linked
products, and intangible property. Should bundled grants of rights (o know-
how, patents, trademarks, designs etc be separaled — and, if so, would the
constituent parts add up (o a different value from the whole? In many cases it
is impractical to unbundle and price in this way. There is a value in having the
whole package together that is different from the value of the various parts,
hence it is neither possible (nor appropriate in view of the overriding arm’s- |
length principle) to fragment a bundle of rights that, in reality, cannot be used -
independently and scatier them among a nomber of associated parties simply
to reduce their total value (and hence the amount of income that they might be
capable of generating).

2.50 An independent enterprise would be incapable of sustaining losses
forever, but independent data shows that there can be circumstances in which
losses are sustained for a number of years. An associated enterprise will ofien
find its transfer-pricing policy under scrutiny if it is consistently making a
foss, particularly where the group as a whole is making a profit. If the losses
arise because of an obligation to make or sell all group products, even though
some are incapable of realising profits in that market, then this arguably may
be a service provided to the group (or to particular members of it) requiring
compensation by way of a service fee. This argument has often been used
in the United Kingdom, where it is nol unusual to find distributors returning
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B4 Pypes of transaction: Tangible goods

jwing compared with like. One answer lies in making adjustments in
of relevant items such as inveniory carried, capital employed, debtor
& such like so that, for example, where the group company is a toll
sturer, all risk and expense related to inveniory ownership is factored
He:zomparable set.

bearing full risk exposures and wsing internaily developed product intag
property (Figure 3.1B). From a transfer pricing perspective, the amog
profit lo be allocaled to the manufacturer depends oo the operational mgy
employed by the multinational group, in other words, how the multinatig
conducts its business between the various group companics, sharing functi
and risk between them, The analysis of functions, risks and assets to angy
this question is called a ‘functional analysis’. This process is fundaimentai
transfer pricing. A functional analysis provides the information for determi; S '§éX. manufacturer
the tested party and provides the information on comparability for the sefe: :
pf evidence of third-party transactions from which the arm’s fength naty 5%
inter-company prices can be tested. This can be illustrated by conside
the posiiton for the type of manufacturing entity at each end of the spect
starting with the operation which adds least value. :

Like a contract manufacturer, a complex manufacturer wouid
Silvown fixed assets for the widget production process and carry ot
cifacturing or assembly work. However, il would also bear inventory,
et and other risks, It is also likely to carry out research and development

n is intangible property and it is this element in particular that adds
complexity. From the perspective of benchmarking transfer prices, it is
iore difficuit Lo test the arm’s-length return for this type of manufacturer,
renlanly where ermbedded intangible asset development and ownership is
¢ Here, costs and tangible assets employed are not the only value
i play, so payment by reference to thern is likely to miss the mark.
to proceed, then?

Contract or toll manufacturer

3..12 The supply chain for this type of business relationship is iTlustrated
Figure 3.1A above. A typical contract or toll manufacturer would be employed
by the business entrepreneur to undertake well-defined widget manufacturin

or assembly processes. The only differsace between contract and. olb
manufgctus‘j_ng is their involvement in procuring raw materials that will fo
part .ot the finished gocds or packaging but the transfer pricing meihodoldgy
that is most applicable to this business model is not affected by that. 1t is Likel:
Fhat a contract manufacturer will not bear any risks associated with currer
inventory or selling the finished goods. Payment terms would tikely be based
on budgets which, quite rightly, allow the manufacturer to be more, or 184
profitable depending on how well they have performed (perhaps witil % Vil
end adjgs_tment to actual, though as this verges on a non-commercial licatce o
spend, it is not the model most commonly advised), and the risk of untulfilfed
Orde;s would lie with the purchaser rather than the manufacturer, Other thar
possibly some process know-how, the coniract manufacturer will not owi' oF
deyelop any valuable intangibles. Transfer prices would ofian be set on a ‘per
unit” fee, or a return o assets or & return on costs. Bven the risks associated
wi%h fixed costs m_@':' itheliorated with long-term contracts and guarantee.
volumes. :

A common structural modet for multinational groups is the separation
anufacturing and sales/distribution activities. This is set out in Figure 3.18
Ve, Where the manufacturer is complex, the sales eniities would, by
efinition, be relatively simple with the manufacturer bearing most of the risks
the overall activity. In this case, allocating an arm’s-length reward to the
s eniities and allowing ail the residual ~ whether profit or loss — to fall
& manufacturer would be the most appropriate approach. This relies on
& premise that if prices paid by the sales entity are at arm’s length, then
e balance received by the manufacturer, whatever it might be, is also arm’s
ngth. As ever, care must be taken to ensure that an accurate analysis of the
mctions of the tested party have been undertaken, as any ornissions here
i tead to an under-reward for the tesied party and the 'mistake value’ will
ugment the residual return.

entralised business model

313 The level of reward would be driven by the funciions, assets and
h_\m‘ted_ risks borne by the contract manufacturer and would reflect the
depreciation of fixed assets employed. These are, in effect, the opportunjtj
COsts of providing the comtracted service. In testing, or indeed setting, the
price 1o be charged by such a manufacturer — and so the reward that it Igakes
- the most likely approach is a berchmarking exercise in which comparison
is drawn between the retwn on costs achieved by the group company and
that of a sample of independent, but otherwise comparable, manufacturing
companies operating (as far as data availability permits) in the same terTitory.
Care does need to be (aken in assembling and nsing such samples because
publicly available data rarely discloses the nature of the relevant contractual
arrangements. There will, as a result, always be some doubt as to whether

316  On occasions, both manufacturing and sales companies will be
egarded as ‘complex’. That is set out in Figure 3.1C above. We can use
oth of the methodologies applied to Figure 3.1A and C to reward both the
anufacturing and sales entities to leave an appropriate reward (the residnal
“profic or foss) for the entreprensur. We look at how Lo proceed in such cases at
3.38 below.

317  Where different manufactoring plants underizke ditferent stages of
‘the manufacturing, or finishing and packing are carried out by the reselier, the
-situation becomes more complicated. It is important to conduct a comprehensive
functional analysis to ascertain the correct transfer pricing method to be used
in the benchmarking process,
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indeed to sei, prices? Must the charge be made direcily, or are §ndir_e§_
methods permissible? Each of these is discussed in turn in the sections whish
follow,

L SETVICE providers where the distinction between direct and indirect costs
neither easy to make nor especially meaningiul.

=

Occasionally a high value-added service or management fee will be
4.16 Further, according to paragraph 7.29 of the Guidelines, the ar culated as a percentage of turnover. This is not the same as allocating a finite
length nature of the consideration has o be considered from the viewpoint s f costs by reference to third-party turnover (see 4.24 onwards below).
beth provider and recipient. e we are talking abeut paying out (say) 2% of sales, such that a bumper
sar means a higher management charge.

There is somewhat obligue coverage of this in paragraphs 7.17 and
8 of the Guidelines. These deal with paying hxed amounis by way of
vetainers’ for (say) legal fees or IT support ~ what the Guidelines describe
services provided ‘on call’. The payment of a fixed percentage of tinover
souild seem to fall into this category. The sort of justilication it would be wise
5 put together would inctude difficelty in calculating the charge any other
v, an uneven call for the services in queslion from one year to the next
g direct Jink between the service and sales performance. Suppose a group
iebes can call on marketing support, legal services, tax advice or computer
npp yrt whenever, and o whatevez‘ extent, they want. One vear they might
5 taunching a new product ling, be embroiled in litigation, suffer repeated
sspuier problems threatening key supplier and customer records and be faced
h a massive tax authority enquiry into a range of difficult technical areas,
r the following two years they may require a rather lower level of support. It
ight well be commercially justified to comimit a substantial amount of money
ach year just to keep such supplies on tap.

What OECD method?

4.317 There is no clear hierarchy of methods for pricing services, followin
the adoption of the ‘most appropriate method” principle (as set out in Chapter’
of this book). However, there is still a preference towards transactional method,
over profit-based methods and, within the transaction-based methods, there§
a preference for the CUP method if data is available. In practice, three DECE
methods are nsed in testing or setting the price of services: CUP, cost-plus, aﬁ'
TNMM (with cost-plus as the profit level indicator).

4,18 CUPs are relatively rare as there are generally no requirements for
public Gling of service agreements. Unless the company also performs similae:
services for, or purchases similar services from, unrelated parties, it is difficulp
to use the CUP methiod to benchmark services. CUPs tend to pop up in specifi
areas such as debt factoring, where there is a wealth of information availabl
{eg on the internet) and there is a reasonable degree of comparability betwee
third-party and in-house infrastructures. This {atier point on infrasirecture
very important when proposing the use of, or examining, apparent CUPs.i
areas such as management consultancy and tax advice, Whils it is possibls
o obtain details of hourly or daily rates, these can vary wildly depending
the strocture of the organisation providing services. Faciors such as‘izjer

Having said that. it is quite hard to get fixed percentages of turnover
‘past the tax auothorities if the amounts are substantial. Tax authorities will
‘usually measure the amounts paid out over a number of years by reference
some other method (eg cost-plus). If the answer is sensible over time they

of delegation and quality control, the need to obtain new businesy. taming may weltl concede, but if overall they appear to be losing, they will not. They
downtime, risk of bitigation, guaranteed utilisation and so forth are alf potent will be particularly unimpressed if it appears that there is no need (o have the
differentiating factors to be taken into account. Nonetheless, i 11 sometime -gervices on standby at all either because the potential need for such services

the case that the recipient of a service could have gone nut (o his (or hir
local market and o‘%ﬁ; g the service on more competitive erms, especiall
if the provider isfm a lgher cost focaiion than the recipient. The nei
paragraphs 1.142 and 1.143 of the Guidelines stress the importance of lookin
al local markei comparables. In such cases, if it is clear that the local subslituie;
for the group service provider could have provided the right kind and gualit;
of service, then the local CUP is indeed a CUP and will drive the price down
This can resul{ in the group service provider making a loss on the ransaction::

is remote, of other sources of supply arve readity available. The other difficulty
with the example given above i3 that not all the services have an cbvious direct
ink with sales (eg tax advice)..Fhis weakens the methodology and increases
“the prospect of tax authority challenge.

Direct or indirect charging? Tracking time, use of allocation
eys, identifving the cost base

4,19 Some form of wsi—p}us is much more commonly used, both to s¢t: 24 A direct charge is one made for a particular service to a specific
and {o test mtra—omup service pricing. Sometimes a recharge is made of direct affiliate, whilst an indirect charge is one that is imputed through other means
costs only (plus a mark-up], for example in the case of a coniract manufacturér.. “{such as where charges are allocated across all group entities on the basis of
In this case, one would expect the recharge to be sufficient to cover indirect 4 ‘an appropriate metric — for example, share of group turnover). A direct charge
well as direct costs, even though only the latter have been built into the pricin has the advantage of providing greater transparency to the tax authorities, in
formuta. that the time and costs associated with suppiving the service will normaily be

4.20 In many cases, an ‘all costs plus’ or “fully loaded costs’ method, whic straightforward to identify.

is realty a form of TNMM, is used. This would be particularly so in the case &
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5.3 These points all make for an interesting and challenging environmett The ongoing operations of subsidiaries also require funding. Uniess
Therefore, transfer-pricing praciitioness must take into account the full contex o subsidiary fAnances itself entirely from its own operations, funding is likely
of territories and tax laws involved and the nature of the {ransactions themselye: te partly by way of share capital and partly by way of debt (which may be
They must consider the arm’s-length nature of the form of financing, the tetin owed Trom an affiliate). This might be the same group entity that injects
of the financing (term, security, elc), the amount of financing, and the intere: 16 capital, but frequently it is not, a8 maly WMMNEs have a specialist group
rate applied. And to make things even more interesting, the deductibility

( ance cOMpAnY through which infra-group loans are provided. Again, the
interest is an area that has been of particular focus as part of the recent OEC sediion of the arm’s-length mix of equity and debt funding may arise, although
developments in relation 1o BEPS, as we will detail further in this chapter. s

< frequently and with less potential for significant error wheu compared 1o
. age, one-off transactions considered in §.7. However, the MINE will still
Gl o determine an arfy’s-lengih price for any loans. As these transactions
slikely to Docur much more frequently within groups it is advisgble, as
“giher areas of transfer pricing, for the MNE to have a transfer-pricing
Ticy in place 0 address this kind of debt. This shouald combine the need to
wermine the arm’s-length mix of equity and debt in the borrower, with the

WHAT ARE TYPICAL INTER-COMPANY FINANCING
TRANSACTIONS?

5.6 nter-company financing (ransactions arise for a variety of comme '
reasons where a company reguires access to funds. The reasons behind. the to determine and apply the arr’s-length nature of the inierest rate. The
financing transaction are importast, not enly in relation to non-transter prici additional each here arises from the practicalities of determining the arm’s-

h naturs of multiple loans in differing currencies and with differing terms
o oaiers with different credit ratings. As a resuli of changes proposed by
i 4 of the BEPS project at OECD, it is likely that inva-group iending
H increase, compared to current levels, at the time of writing. The proposed
hitations Lo inerest dednction are ‘relatively blunt’ and, where external
ahi is concentrated into a parent, it is likely that not all of that cost will be
eductible in computing taxable profits once the new rules are adopted. MNEs
b therefore wish to push down deht to subsidiaries, proportionate (© their
Bility ko obtain a tax dednction, and ensure (i they can) that the full quanium
{nterest paid to external lenders is deductible for tax purposes. Of course,
re are other — pon-transter pricing — rules that might restrict or prevent the
-down of debt that must be considered on a country-by-couniry basis.

tax laws but also because they can have a substantial impact on the types
transfer-pricing questions that arise and the correct approach to dealing w
them. It is important at this juncture (0 consider some of the reasons for inter
company financing which set the context for transfer-pricing approaches that.
are discussed in the rest of this chapter. e

5.7 At the highest level, funding provided lo a group subsidiary.
the acquisition of shares in a target company oOF significant business 4558
might take the form of debt or equity. Immediately this raises a question
the relative levels of debt compared to equity (ie the capitalisation of. 1
subsidiary) once ihe funding is in place. This mix of equity and debt should by
considered against evidence showing the ratio of debt and equity that woullie
appropriate for an independent entify to fund such an acquisition. This i

. o

has (0 be addressed before one can consider the appropriate rate 0. inter - On a short-term basis, subsidiaries within a group may either have
that should apply to the debt portion of the funding, as changes t¢ the debt eplus cash or require additional cash to fund day-to-day operations. From
equity ratio also have an impact on the interest rake fhat would be paid by 2 reasury management perspective, 1t can be most efficient for the MNE to
independent entity ongttie S that remains; MOIe debt leads to a lower cred have a form of cash pool in place. This mechanism for managing short-term
rating and to higher ihterest rates because of the increased tisk to the lender. palances has its own subset of issues regarding transfer pricing which will be
Acquisition scenarios might see external group borrowings at parent compan’ cussed shiorily. e
level being pushed down to the subsidiary making the acquisition. In that ¢ ii
it is appropriate (o consider the relationship between the terms for the external’
debt and those for the internal debt. For example, the parent company Imay giv
secnrity to the external lender that often cannot be replicated by the subsidiary
when it borrows from the parent. One should also consider the question
what should happen to the fees (ncurred in arranging this external funding an
in secuging committed !?urther Jf‘gmdi'n.gs \_Tyhjch are often substantial; showutd the westion because the MNE group must now consider bow much <hould be
(at arm’s length) be passed on 10 the nltimate borrower? : S SRR ) L A

aid by the subsidiary i retuim for the guarantee. That gquestion 18 addressed
sisition financing transactions are relatively firough a variety of quantitaive and technical approaches (see below).

i1 Figr both tong- and medium-term debt, the fransactions described
above are hased on the concept of a ceniral borrowing of external debt, some
ari of which iz pushed down 10 subsidiary members of the group. A MNE
4t take a different approach, wheie the subsidiary borrows funds directly
m a third-party bank with the assistance of a guarantee from, usually, its
atent or the uitimate group parent. This approach changes the transfer-pricing

58 For most MMNEs, acqg
infrequent and large scale. For that reason the transfer-pricing issues afe
carefully considered. If they are not and the Tevel of and pricing of debt’s
not dealt with appropriately, it will typically prove to be difficult to fix thie
vroblems when they are uncarthed later on.

12 Aside from these most common forms of loan transactions an MNE
is a variety of other options o finance its operations and manage its balance
eel. These inciude issuing bonds, factoring receivaties, entering into finance
cases or sale-and-lease-back transactions and hybrid debt instruments. Finally,
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587  Financing

upon giving the guarantee, but it has taken on a potential liability contig
uipon the default (or not) of the borrower. In that sense it might be posg
consider the cost of an alternative transaction — an insurance transactiss
a means to assessing the arm’s-length nature of the guarantee payment 7§
is not re-characterisation of the iransaction as an insurance payment (4
is rejected in all but the most extreme circumstances, see Section D2 g

OECD’s “Transfer Pricing Guidelines for Multinational Enterprises and *
Administrations’) but a potentially acceptable methodology in accorda;
with the OECD Guidelines, '

“AAAT
P .
credil rating

Lend based on an “A”
credit rating S

5.58 The provision of a guarantee can be viewed as an intra-group sery;
I this case, many of the principles set out in Chapter VII of the OBCD
Guidelines discussed earlier should be applied. The OFCD Guidelines state
paragraph 7.13: .

“Baa” standalone

an assoclaled enterprise should not be considered to receive
credit rating

intragroup service when it obtains incidental benefits attributable solely
its being part of a farger concern, and not to any specific activity be
performed. For example, no service would be received where an associated:
enterprise by reason of its affiliation alone has a credit-rating higher {ha
would if it were not affiliated, but an intragroup service would usually éxis
where the higher credit-rating were due to a guarantee by another gF
member ... In this respect, passive association should be distinguished froe
active promotion of the MINE group’s attributes ... '

¢~ The same facis are refiected in Figure 5.2, with the exception that P
o providing a guarantse to the third party lender. The provision of the
g antec has increased the rating at which the third party Was.prepared 10
and from ‘A to *AAA . This additional increase in credit rating is due to P's
afiberate action in providing a guarantee, and so 5 should pay a guarantes
& 1o P However, this guarantee fee should only be based on a proportion of
he benefit provided by the guarantee itseif (ie the difference between ‘A’ and
AA’ and not between ‘Baa’ and “A’). The difference between ‘Baa’ and ‘A
till an incidental benefit.

The OECD Guidelines provide some insight into the definition of ‘incide_.n
benefits” in paragraph 1,158: !

“... the term incidental refers to benefits arising solely by virtue of gr
affiliation and in the absence of deliberate concerted actions or transacticn
leading to that benefit. The term incidental does not refer to the Guantu
of such benefits or suggest thal such benefits must be small or relativi
insignificant. Consistent with this general view.., when syneqgistic benefit
or burdens of group membership arise purely as result ofnierbership ina
MNE group and without the deliberate concerted actits o group membéy
or the performagee 4

“AAAY
P credit rating

“any service or other function by group members,:
such synergistic benefils of group membership need not be separately.
compensated or specifically allocated among members of the MNE group

Guarantee

5.59  The diagrams below provide examples of how group affiliation ca

impact loan pricing in practice. Figure 5.1 assumes that a third party len

(*3P* in the diagram) would allocate a credit rating of *A’ to 8, which is highe

than S°s standalone credit rating of “Baa” due (¢ the fact that its parent, P, S

rated “AAA’. P is not providing any formal guarantee to the thicd party lender

and it should be assumed that it is also not carrying out any other concerte “Raa” standalons Lend based on an
actions or transactions that have resulted in this *A’ rating. So, in line with credil rating “AAA” credit rating

OECD Guidelines, the difference between 8's ‘Baa’ standalone rating and the:
‘A rating allocated by the lender should be considered an incidental benefit,
This is on the basis that the benefit that S is receiving is purely as a result of ¢
being a member of a more creditworthy group. :

Figure 5.2
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6.6 Intangible property

@ the arm’s-length principle (Chapters I, IT and T) applied equ
intangible property,

) it was impportant {o understand, and to take mto account, the value i
intangible property to both licensee and lisensor; and

& the contribution of both parties to the creation or value of the intan g
property had to be taken into account in setting the arm’s- length prgg
to be agreed between them.

6.7

There is nothing in the old guidance against which we can COMi
but it was net actually helpful in any practical way. The new material buj
on the core principles identified by the old Chapter VI, and highlights
following:

@ the alignment of intangibles-related returns with the important ﬁmcﬁ
related 10 the development, enhancement, maintenance, prote
and exploilation of intangibles (more-casily defined as the ‘DE
functions),

#  the importance of the parties’ actual conduct in determining -
ownership of intangibles, including the principle that the legal owne
of an intangible assel, by itsell, does not confer any right u!nmdtely" '
retain the mlamib es-related return {a complicated uica 1o which: W
will return foliowmc these bullet points);

@ the risk-associated retum, including the concept that econontic conf
must be exercised over the risks, and the financial capacity that must
available in order 1o assume the risks; and

& the consideration and appropriate remuneration of the contributiong
each party to the transaction (ie a two-sided analysis),

The trapsfer-pricing practitioner should keep in mind here. that, rathe
confusingly, the revised OECD Guidelines often consider where the ‘retiif
associated with the intangible should rest, as distinet frony ' #Ls has the r1gh
to receive income fr igtangible. This may be a hang-over from sarlie
rounds of debate 2f ECD, when the focus of some meetings that
auwthor attended had been on redirecting the income stream arising from s
intapgible away from the ‘owner towards another party who had comnbuted,_-
in some meamngful way, to the creation of value in the intangible. Thankfully
that approach was recognised (o be incorrect; intangibles that are “owned an
controlled” (in the terms of the revised guidance) are a form of monopol
created by the law of the country concerned, and the paymeat for use is, i
reahity, a payment for the non-exercise of that monopoly right. Looked at i
this way (ie taking a commercial view, as we are intended to do ander th
arm’s-length standard), it is clear that the income arising from an intangibl
will always flow to the party that has the right to enforce the monopoly — b
which we mean the ‘legal owner’. Therefore, others who have contributed in
a meaningful way to the creation value in the intangible must gef their reward:
from the legal owner by way of 2 separate ransaction. What the Guidane
now tells us 18 that, net of thar additional transaction, the rewards that can be
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from an intangible will mainly rest with those who have contributed
‘meaningful way to value in the creation, enhancemend, maintenance,
stection or exploitation of the intangitle.

_ In response 1o past criticisms that the brevity of the current Chapter VI
ant that it did not address, or provide guidance for addressing, the more
damental areas of the transfer pricing of intangibles, the new material includes
ig-step framework for analysing intangible transactions between associated
pnses and provides detailed gnidance on the application of each siep.

~ The six-step framework for analysing transactions involving
angibles, as prescribed by the new material, is as follows:

Identification of iniangibles — what intangibles are being used or
wansferred, and by whom are the associated DEMPE functions
undertaken?

_ Coniractual arrangements - determining legal ownership of intangibles,
hased on the terms and conditions of legal arrangements.

identification and analysis of the parties performing functions, using
assets and managing risks related to the DEMPE functions of the
intangibles.

Confirmation of the consistency hetween the contractual arrangements
and the associated risks undertaken by the parties.

Delineation of the controlled fransaction to determine the DEMPE
functions performed in relation to the intangibles.

Dietermination of the arm’s-length prices for these transaciions consistent
with each party’s contributions of functions performed, assets used and
risks assumed.

“Bach of these six steps is discussed in the remainder of this chapler.

6,10

In the experience of the author, problems with the transfer pricing of
intangibles are frequently traced to a lack of understanding of what intangibles

“are, who owns them and how ghird pariies transact in them. Even the most
*difficuli intangibles transfer-pricing case can be dramatically simplified when

the two sides reach agreement on whether or not an intangible exists, who
owns it and what rights that intangible actually gives to the ownrer. The six-
step framework quite rightly places this first; it would be a waste of time for
everyone involved (o argue about contributions to the development of simple
know-how when simple know-how (ie falling short of a “business secret’) is
unprotectable under the law of the country concerned, and therefore it is not
‘owned and controlled” and hence is not an intangible for the purposes of the
revised Chapter VI The existence of an intangible, precisely what it is and
who the legal owner is {who exercises the monopoly rights} can be ascertained
by following the arm’s-length standard (ie looking at how unrelated partics
deal with each other). The same is true when dealing with every element of
the six-step framework outlined above. After all, it would be a breach of the
arm’s-length standard if, for example, we found that related parties outsourced
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without if), it is not intellectual property because the knowledge_of how :
lay bricks cannot be protected by ABC. For Lknow-how’_ Lo be intellecty
property, it must be protectable. This can only be achieved if the know-how
a trade secrel. :

A6 When know-how falls short of being a trade secret, it is not intellectual
gperty as i fails the three-part test set out in 6.12-6.17 above. That does not
imean that know-how has no value; rather, it is merely a factor to be identified in
e functional analysis and takern into account In considering the comparability
o . . third-party data used to test the tansler price applied.
632  Trade secrets are a particular type of confidential mformatmg whic .

in the possession of departing employees, can still be protected by their forme
employer. There is no limit to {he information that can become a trade sect
but there is no automatic protection. A business must take sieps, contrac
and practically, to protect the information that it _beheves should be secref,
that courts will recognise and uphold that protection.

' éft intangibles

37 Let us now apply these tests to so-called ‘soft intangibles” by
onisidering a hypothetical example based around a business restructuring of
633 The United States has a codified approach set out in the Uniform T oh e type contemplated by Chapler DX
Secrets Act. In the US, a trade secret is information thal depves n_ndepﬁndenf '
econoric value by virtue of its being secret and is the subject 01‘: reasofialy
efforts by the business to keep it secret. Most US States follow this approa
The Seventh Circuit Court of Appeals considered the steps that a bus_m
st take to make mere know-how inlo a trade secret. S(_:e Fail-Safe LL
A. O. Smith Corporation No 11-1354 (29 March 2012),_ whlch h;(-:ld f:_hat, wh_
information was shared without any contractual restriction being in erc_e'
require that information to be kept secret, and it was not used for any purposg
other than that for which the information was disclosed, there 15 no h‘ﬂde.s_e_icra
{o protect.

38 Suppose that a US-parented global mulinational fnds that its
Turopean business is under-performing. Compared to competitors, management
galises that their business is slow to make and implement decisions, has
lzplicaiza functions thronghout Burope and has an inefficient logistical chain.
Manageinent decides that, to retain market position, it has (o reorgamise and
dopta new, more efficient, business model, Tt selects a ‘European principal®
CGaniness model, using ‘commissionaire’ sales entities in several countries as
hie preferred business model option.

3 The US parent effects this change by serving notice on existing
‘bsidiaries, giving notice of its intention {o terminate existing licences (0 use
siintellectual property, principally the right to sell in their own name using
= parent’s brand and trademark. in the United Kingdom, the sales business
igs historically been operated by a fully-fledged distributor, UK Co, which is
ffered and accepts the opportunity o become a sales agent,

634  Trade secrets or ‘secret know-how’ are, therefore, protgctabh_:
faw and can qualify under the three-part test sel oul 1n ‘6.1%65 ?"7 abg
One difficulty that might be highlighted by transfer-pricing pl’q‘i'esssona
particularly those attempting to creaie guidelines that can be’: appl_ied to b
sides of a fransaction and thereby spanning (at least) two Jmisd;cu(ms,._:s____-1,a
TP law varies from country to country. Perhaps minor d].ffcr.exl]cesv mighis i
tolerated, as we tolerate minor differences in local tx‘az%sfermprm_ng r—:%ﬁsau
because the core principle remains, but the ciif‘ferenc_e in profection 0;&:_: : d__ :
wrade secrets is anything but minor, In fact, the varialion in i@;em of protectio
offered 1o trade secrets is so large, even within Memb(fa" Suaes of the_ﬁ
that in March 2011 e @amdmission appointed tl'ae law firta Hogan Lo
identify these differences with a view Lo harmonising protection througho
EU!

The multinational then conducts a ransfer-pricing exercise (o assess
level of commission to be paid to UK Co going forward, It identifies
gtentially comparable companies who are independent, operate in the same
conomic environment and industry, have almost no stock on their balance
hects (or describe themselves as commissionaires or commission agents) and

1n 2 sales capacity, Let us assume that this shows the range of arm’s-length
romission (o be 0.5% (0 2% wfsales, and 1.5% sales commission s selected
the appropriate target rate.

6.35  This significant variation in the level of protection is ih,e' 4
landscape that unrelated parties operate within and 50, as the armmn s-—_le. -
principle requires that we assess related-party transactions agams.i ;hﬂ'
party transactions [or trapsfer-pricing pUEposes, this does not s0 mugh
a problem for transfer-pricing professionals ‘and the drafting of_eﬁe
Guidelines, as provide a real and pre-existing framework within which t
group ransactions.

i1 Inconsidering whether the pricing is at arm’s lengih, a question may be

d as to whether or not the transaction would have happened in this form in
ARird-party situation or, alternatively, whether the commission payables should
significantly higher as the ‘soft intangibles’ (such as business experience,
ticforce in place or customer relationships that have been generated by UK
“from its historical operations) would give it the ability to earn a higher
eward than is being offered,

The starting point for this analysis must be that those ‘soft intangibles’
do'not give rise to any intangible property as they are not owned, controlled
nd transferable separately from another asset such as the business. This is not

1y that these intangibles are not adding value to the business, which they
Clearly are; bat, rather than being intangible property in their own right, thess

1 Available at http:z’;’ac.europa.eu/imemai_ma:ket/ipreufomement/docs{parasitic/l
study_en.pdf.
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6.61  The economic answer: Taking an economelric approach, |
been paid for its services on an arm’s-length basis. The cost and th
developing the software therefore feli squarely on MIS; from this, one

conciude that MIS is the economic owner of all future licence income

d’ed that the licence is valid, it does not matler that E‘t_w Eiq_ﬁnsee may be
it as the provider of the goods and may, in fact, be primarily responsible
it characier or guality.* However, there may yet be special gircumstances
.o the actions of the licensee go beyond that expected of a i_u:zense.en
sereby the licensee becomes simuliansous par owner c-fj the goodwill
ated with a trade name or mark. In this exz}mple, the ‘sole’ nature of F.be
utorship and the actions of GPL in creating a customer hase, passing
omer suggestions and being interested in the quality of the pr'oduc‘zl do
és that bright-line test. However, the sourcing of raw H_aaten_als is an
aple of the line being passed. In this case, the trade name regisiration is not
viurned, but GPL would be allowed 1o use the gOOd.WLU associated with the
S'fiame (by using the trade name itsell without paying a royaity) for a short

6.62  The armt’s-length answer; The facts used in the exampls Are falg
from a commercial dispute heard by the UK Court of Appeal in 2008: My
International Services Lid v Bichards & Qrs [2008] EWCA Civ 609. Cg

arises to the author, which in the case of the subcontracted work was IPE:
failure of MIS to include a requirement for IPE to transfer any copyny
its work to MIS was neither rectified by any ‘implied” need to do so-héé
of the sub-coniract nature of its relationship with MIS, nor by referen;
any agreement that MIS purported to have made with GSK. The ‘eceo
answer given above is not what happens between unrelated parties; tra;
of copyright in the new software would be a factor in testing the arm’s-le
nature of the reward for the sub-contracting activity, not in deciding own;
of the copyright. Neither would it be appropriate to assert that MIS and Iog
‘would have” agreed to transfer the copyright, as it is clear that unrelated part
do not only contract on the basis that ownership of IP would fransfer fro
contractor to the party engaging the contractor. '

7 Again, in the example above, the facts are draws from an existing
sttied commmercial dispute: Gromax Plasticulture Ltd v Don & Low Nonwovens
1099} RPC 367. Where the activities of a licensee go bcyo_.nd that exﬂpected

ensee, either gualitatively or quantitatively, then the }"lght' (o enjoy Ehe
W of the IP might be shared between the licensor apd t_he licensee, Thlg
‘~; ht fine’ test has echoes in s0me tax cases, notably th:e Egd;an case of Maruti
iniiki (‘Maruti’ Suzuki india Lid v Additional Commz.ss;oner of Income Zf”ax
vaisfer Fricing Officer New Delhi WP(C) 687 62608 (High Court of Delhi at
= Drelhi, 201y and the US case of DHL {DHL Corp, T(_: Memo 1998-46] s
A TC Memo)., What is clear i3 that the paity who is c_sl;uﬂed to .the income
& party to which a court would award the inpome if the parties were (o
ute that point before a competent court, The primary rule is that this W}U be
ke party that helds legal tiile to the inteﬁectuai_ property and that Eul; w11§ bf_:
ctaside only if there are circumstances so special that a so—call_ec_i bright line
< crossed, in which case the parties can become simultaneous joint owners of
i 1P,

.63 This approach to ownership is closer to what has in the past: big
considered to be a ‘legal test’, which is unsurprising since ‘intellécy
property’ is a legal concept in any case. However, this does noi mean that
party having legal title to the intellectual property will always get all
income which the IP generates, In short, the party named on any register of
is not conclusive proof that they “‘own’ all of the rights in the IF. Consider f
example in the following paragraphs. i

6.64 The facts: DLN manufactures agricultural crop covering
UK under the registered trade name ‘Gromax’. GPL holds the -ole
distributorship for Gromax and, over the years, GPL has been solely respon
for building the UK client base. In addition, GPL has provided valu
feedback to DLN concerning customer needs and suggestad iinprovemen
the product. GPL hassalsor provided suggestions for sourcing raw materi
from which the pioduct is made and took steps o ensure the finest qualit
product. Over years of trading, GPL has developed a strong reputation a
knowiedgeable and helpful supplier of Gromax crop cover. Subsequently: the
parties fell out with each other and terminated their business relationship. Thi
has led 1o a dispuie about ownership of the trade name ‘Gromax’ which h
been registered by DLN. ;

As the law giving tise (o each kind of IP is different (patent law is
he same as copyright law, and so on), ownership of intellectual property
. 'gevemed by the law and the facis relevant o that parncu'lm" case. Ea_c:h case
ist iherefore be tested on its own merits and according (o the appropriate law
nel corpmercial practice.

49  The importance of following this process to understand who, as
tween unrelated pariies, would be entitled fo enjoy the financial benefit
catinot be understated. Let us consider one more example of how a court has
scided which of two unrelated parties is entitled to the rights in, and therefore

i ; e financial benefit of, 1P to reinforce the point.
6.65  The guestion: Should DLN, holding the registered title to the trade fie financial benefit o P

name ‘Gromax’, be entitled to the goodwill associated with that name
should GPL, the party that developed all castomer relationships, be entitléd to
that goodwill?

6.7 Computer programs represent valuable IP in many _businesses _and
the legal form of protection for a compuier program 13 copyright. Copyright
has heen understood fo concern the actual written code, the source code and

: Ep . . ‘ovidi : ion for 1ts
. X o . ‘the object code of the program, rather than providing any protection
5.66 The answer: Starting from first principles, it is accepted under U ) pios

law that where a licensee uses a valid trade name or mark then the goodwil
accrues to the licensor and not the lcensee. The licensee acquires no interes
in the name or mark and must cease ( use it on termination of their licents

See . Wadlow The Law of Passing Off (2ad edition, 1995, London: Sweet & Maxwell}, para
262
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7.3 Profit split

Profit split 112

available to the licensee, absent a licence, and apportioning them between

m 16  Where both parties make unique and valuable contributions to
the licensor and the licensee.”

& trapsaction, a ‘one-sided’ transfer-pricing analysis, such as cost-plus. or
ihe transactional net margin method (TNMM), does not take into account
the balance of risk and contribution between the parties. It would therefore
be inappropriate to treat one of the transacting parties as the ‘tested party’,

ceiving a relaiively ‘fixed’ remuneration; it would be more likely that, in
these circumstances, unrelated parties would share in the profits (or losses)

£ the venture. Hence a profit split approach, which exphicitly considers both

transacting parties (ie a two-sided analysis), would be more likely 10 be an
ppropriate method.

74 This confirms that whatacom mercial court seeks (th(? \{alue of avlilcer;
between willing licensors and licensees) and what trans fer-pricing practilioners
seck (the licence that would have been agrged between u‘nco_nm_acted. parties)
is actually the same. Hence these cqmmerma‘i cogﬂs pmwc}e insight into hg')w
a court might view a transler-pricing case, Which vg}uatlon meihodologua
are acceptable and which fall shiort of evidential quality. The gxcerpl quote
ahove confirms both a preference for using compara’pla 11_ccnces and, wh‘e__.
they are not available, the appropriaiencss of thc—:_ ps‘oht gpht me-thoc_lology fg
determining a teasonable royalty for the use of intangible assets in case ¢

41 There are many circumstances in which profit split might be
dispute between unconnected parties.

onsidered an appropriate methodology for transfer-pricing purposes. Some

f the BEPS Final R ‘examples are provided below but this list is by no means exhanstive:
7.5 The minimum standards agreed as part 0 the inat Re -

on transfer pricing reduce the possibility of using inapproprigte compargbi
uncontrolled price (CUE) or comparable u_ncontrolled transactions (CUTy.4o
the transfer pricing of intangibles by stressing the neet_i to show compargbﬂ;t
Conseauently the use of profit split for pricing intangible asset transactions
likely 1o continue and, indeed, increase.

Where there is insufficient reliable data to analyse comparability so as

tr-derermine an arm’s-length outcome by any method other than profit
sprit.

Where the nature of the business arrangements means that both parties
to a transaction are performing highly valuable functions and bearing

significant risks such that appropriate comparables cannot be identified
io price one end of the iransaction.

7.6 The driver for selecting an appropriate meihadglogy for tra
pricing purposes is the functional analysis; the anaiysls of .ihe }'clev nf
contripation to the value of the transaction by eacl‘l party. There is no ind ;
or transaction type where profit split cannot poten:tially be the ost appropriae
transfer-pricing methodology. For example, this method may be use
situations as diverse as insurance arrangerments where control over TSk
shared, or for pricing the sharing of savings generated by centralised achy___

such as procursment. -

Where there are a variety of transactions {eg transfers of tangible assets,
the Heensing of intangible assets and the provision of services) between
the associated enterprises, some of which may involve overlaps, and
there are no comparables for the combination of transactions. In these
cases, profit methods may be a more reliable way to set or review the
transfer pricing used in the dealings between the associated enterprises,
or to check the findings made using traditional methods if there is doubt
- about the reliability of the data used or the outcome produced.

N Al the time of writing, the ORCD's Working Party 6 is undertak i
further work to provide additional guidance on whep‘and how the p‘mﬁt--sp
method may be used by taxpayers and tax authorities. A ﬁa:z:ussmn.-
setting out this addition | guidance is expected late in 2016 and final guidanc
is anticipaied by Jufle Z0T7. :

 Where the supply chain is highly integrated and the parties o the
transaction share the key risks or provide the key intangibles. This
situation may arise, for example, where product development risk is
genuinely shared betwetn associated manufacturing entities, one of
whom supplies highly specialised components to another group compasny.

QVERVIEW OF PROFIT SPLIT

7.8 The profit split method seeks to test the a"rm’s&en gth nature of p
by determining the overal} profit from a transaciion and iis division b@Fwﬁ_
the parties, based on what unconnected enterprises would expect to teal
from engaging in {hose transactions. .

12 Care should be taken to record the reasons why profit split (or
deed, any chosen method) is selected as the most appropriate transfer-pricing
methodology. The reasons, and the recording of those reasons, should be

ertaken in a manner that would be considered to be ‘evidential’. Referring
to another UK case, General Tyre & Rubber Co v Firestone Tyre & Rubber Co
[1975] WLR 819, the judge commented that it is for the plaintiff to adduce
idence which will guide the court. The ruling notes as follows:

7.9 Under the current OBCD Guidelines, the profit split is consuigre
be an appropriate method where:

®  the roles of the associated enterprises in a transaction are so interrelat

This evidence may consist of the practice, as regards royalty, in the
that they cannot be evaluated separately; of

relevant trade or in analogous trades; perhaps of expert opinion expressed
1 publications or in the witness box; possibly of the profitability of the

vention; and of any other factor on which the judge can decide the
measure of loss.’

e  both parties to a iransaction make unigue and valuable contrib_l_]t
such that third parties might set up 2 joint venture or p_artnershlp
agree {0 some form of profit split based on their contribuilons.
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724 Profit split Profit split 7.32

ethodology of the profit split and the factors which influenced the actual split;
his can be applied fo the facts and circumstances of the particular fransfer-
cing case.

Total Available Profit Split  Residual Profit Spli¢

Calculation of  There can be third-party Third-party evidence.

the split evidence, or evidence, of less likely to be foiig S _ ) ] ) , o _

how the econometric split and econometric split 28 Tha_‘[ approach is fully consistent with 1he arm snlength principle and

should be performed. A split  is commonly used, . sccords _w_ith the nefad 3] procﬁa{;e ng‘k_ of ev1d§nt1a] guallty, The needﬁor

based on pure econometric  based on pure eco I%O'firii' ‘ apsfer-pricing valuations to be evidential in case of any dispute brought before

R court is iHlustrated in the US case of Daubert v Merrell Dow Pharmaceuticals

113 8.Ct 2786 (1993) and the UK cowt’s approach in General Tyre &

ubber Co v Firestone Tyre & Rubber Co Lid [1976] BEPC 197 (HL). In the

tler case, it is worth considering the following statement which was made in
Jation to a claimed CUT valuation:

principles can be acceptable  pr incipies
if the above are not available

Tax andit risks  Limited to the calculation of  Calculation of overal]
profit and fo the split applied  profit, the routing

activity idenlification

and cost analysis, the

reward for routing

activity, and the split

applied to the IBSAdUa

Before a “going rate” of rovalty can be taken as the basis on which an
infringer should be held Hable, it must be shown that the circumstances in
~which the going rate was paid are the same, or af least comparable, with
sthose in vhich the patentee and the infringer are assumed to strike their

profit _ Chargaind
How commonly More comnmon in unrelated  Less common in - 29 Under the profit split methodology, the determination of the split ratio
used? party transactions unrelated party “chosen based on hypothelical negotiations. The case law in soine countries,
Less common in related transaciions wh as the UK, indicates that this exercise can start from an assumed split
paity {ransactions More common in refd(e hich is then adjusied for the specific facts and circumstances of the case by

application of ‘scientific, technical, or specialized knowledge ... based on
ntific and technical grounding’.® Thus, this approach will alter the starting
: mate {0 arrive at an appropriate profit split, given the specific facts and
Step 3: Split the profit '- rcumstances,

party fransactions. -

7.25 Once the most appropriate form of pwﬁl split has been selected 30 The case law in other countries, such as the US, rejects that idea and
the appropriate profit calculated, the next step is to split this profit betwe _reqmres the analysis to proceed from first principles; howsver, it is arguable
the lcensor and the licenses. Some of the common approaches are discitzse that this is simply to stare at a different assumed ratio, sither 00100 or 100:0. 1t
below. In practice, it is often better to use more than one approach sc that th i not clear that the two approaches would lead to a different answer, as cases
is an element of corroboration in the resulls of the analysis. (i both countries apply precisely the same factors to determine the profit
lit,

731 In practice, as the ransfer-pricing analysis has to be acceptable to the
tax anthority responsible for audibng each end of the transaction, it is likely (o
be appropriate to take the more conservative approach of analysing the factors
and concloding on an appropriate split of the profits, rather than assoming an
initial split and then adjusting (based on the same analysis) to reach the same
slit. The result may actually be the same, but the sase of explaining it to both
iax authorities may well be different.

Case law

7.26 Guidance relevant to a total profit split analysis can be fouad i
commercial court cases, available in the public domain; cases which atir
the profits generated by intangib]c assels between a licensor and a licenseg
These are examples of what arm’s-length behaviours would be in circumistan
where a court is asked to split profits arising from the use of an intangibl

between a “willing licensor and a willing licensee’. ; . .. . . ..
i g i © 7.32 In terms of ascertaining the factors o take into account in determining

an appropriate split, a seminal court case in the US is Georgia-Pacific Corp v
U8 Plywood Corp (318 F Supp 1116 (SDNY 1970)) (the ‘Georgia-Pacific’
case). It concerned the infringement of intelleciual property and led the courts

727 Analysis of case law shows that the split appropriale in any situatio
will depend on its own fact pattern; the relative values and costs of contribut
by each party along with the value-tmpact of the transaction under examinatiol
Thus, when reading third-party cases, even though an analysis of the act
split found in each case would provide material from which one might crg
an ‘industry average’, this would not meet the requivements of the arm’s-lengt
principle. Analysis of these cases is therefore appropriate to understand ‘th

2 Uniloc, 632 F 3d at 13315 (citing 1. Weinstein & M. Berger, Weinstein's BEvidence, para
T02[2], 1988).
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8.23  Business restriucturing

for its role on an arm’s-length basis. This final point requires consideration g
the economic significance of the risk, which is a function of three things, the__
second two being intimately inter-related:

® the costs of taking on, mitigating and managing the risk;
@ the cost of the risk if if turns into a Hability; and
@ the chance of that risk turning into a Lability.

If the potential cost of a risk that tums into an actual Hability is small and ¢
chance of il becoming an actual Liability is smail, then the financial rewa
for handling this risk will be similarly low, over and above the service valui
of managing the risk. If the potential cost of a risk, if if turns info an actual’
liabikity, is large, then even if the chance of it so doing is small, the financia
reward will reflect that position over and above the service value of managi
the risk. Thevefore, the transfer-pricing work should review the potential &ég
of any risk that might materialise ané consider evidence to show the chance of
that event arising. :
8.24 Finally on the topic of business risk, the transfer-pricing metho
adopted for testing the arm’s-kength nature of related-party transactions carnifidy:
affect the allocation of risk between the parties. However, the intportant po
in the last sentence is “tesied’. The pricing method agreed in a contract 10 set

prices can (and, in some cases, does) affect the risk allocation between ihe'_
parties (see paras 9.45 and 9.46 of the OBCD Guidelines),

Part I Arm’s-length compensation for the
restructuring itself

8.25 The restructuring event gives rtise to (ransfer-pricing. aueitions:
concerning the potential right of an entity to compensation for the impact of the.
resiructoring, and for the costs of restructuring. There are three Ciroumsiances,
in which compensation might be due and three types of cost ‘o cunsider. '

The three circumsiens®dtih which compensation might be due for t
resructuring are: o

& where assets belonging to the entity are transferved; _
& where local law or the contract provides a legal right to compensation; or!

@ where the cooperation required of the entity is such that an unrelated”
party would most likely negotiate payment for that cooperation.

The three types of cost that we need to consider are:

&  Expendifure in the period prior to termination of the old business modeh=
is this expenditure arm’s length in the light of the decision to terpunate

® Expenditure incurred to get out of the old business model - shouid this
fall on the entity or on someone else?
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@  Expenditure incurred to get into the new business model — who shoyld
bear that cost?

- e will look first at the question of compensation and then turn to consider

‘cOSTs.

8.27 Before going any further on the topic of compensation, il is important
to note that there is no antematic right to compensation simply because there
has been a restructuring, or because a restructuring results in a reduction in

L the profitability of an entity (sec para 9.65 of the OECD Guidelines). This

might appear to be an obvious statement but, between unrelated parties, similar
claims have been made and ltigated in the UK, with the same result. The UK
Court of Appeal decision in Baird Textile Holdings Limited v Marks & Spencer
ple [2001] EWCA Civ 274 is instructive in this matter, as the business of the
claimant was intertwined with Marks & Spencer to a degree that would not be
unfamiliar within an MNC group. However, compensation would be due if, as

between unrelated parties, compensation would be paid, so we must consider

why vnconnected parties might conclude that compensation should be due.

Compensation for resiructuring

Assets transferred

‘The most obvious reason for payment to be made © the restructured
entity is that 1t has transferred an asset that it owns to someone else. This might
relate to the whole business, or to an asset of the business depending on the
circumstances of the parties and the way in which the restructuring is effected.
Transters of particular assets are easier to recognise and price. A full functional
analysis of the business pre- and post-restructuring is one of the best ways to
identify assets that have been transferred. As part DF the functional analyses,

care should be taken when defining any (ransferred intangible assels, applying

the fanguage in the new Chapter VI of the OECD Cuidelines; if an intangible
is not capable of being ‘owned or controlled” {eg if a product goes off-patent),

‘there may be no requirement for compensaiion on transfer. See &.43 for an

Hlustration of this point.

8.29 Intangible assets, particularty marketing intangibles such as goodwill,
often cause the most disagreement, but reference to the position of independent

P

parties should provide the answer. Intellectual property is ‘property’ and can

be transferred only by contract; members of a sales force in a distributor will
always Interact with customers and will generate ‘goodwill’. The saies force
that remains cai expleil "existing” goodwill while serving a new master without
transferring it, even if they do not build ‘new’ goodwill (which is the case for
an enlily roving, say, from being a distributor to being an agent).

8.30 Whilst this book does cover the creaiion of permanent establishments
{PHs), it is worth noting that one of the changes brought about by the OECD’s
BEPS project has led to a revision of the definition of a PE under the model
double tax treaty. Ome example concems cenpmissionaires and similar
undisclosed agency arrangements (see Chapter 4), which will soon be regarded
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9.3  Transfer-pricing documentation Transfer-pricing documentation 9.9

being a function of national Jaws and practice, the broad structure is like
require: i

HE PURPOSE OF TRANSFER-PRICING
DOCUMENTATION

The OECD, in its revised wording for Chapter V of the Guidelines,
ves three objectives for producing docuinentation (ses paragraph 5 of

@ jdentification of the related pariies;

L a description of the business;

2 identification of the related-party transactions; . _ ‘ : _ o
“To ensure taxpayers give appropriate consideration ... in establishing

prices ... belween associated enterprises and in reporting the income
derived from such transactions in their tax returns’;

@ a functional analysis of those fransactions to show how entiti
value to that transaction; this will draw out the information relevani

of the property or services provided of received, the contractusl it ‘ i ‘To provid§ tax admim}stl'ations with the information necessary to
between the parties, the business strategies adopted by the entity ‘ - conduct an Informed .. risk assessment’; and
functional analysis which outlines the functions performed, the! '

“Te provide tax adminisirations with useful information to employ
assumcci and the assets ueed by the entity zmd the undeﬂymg cc@no'

in conducting an appropriately thorough audit ... although it may be
necessary to supplement the documentalion with additional information
the ﬁ“m}/ oper 3“35)5 and _ as tlw aadit progresses’.
#  the application of an economic analysis to supporl the pricing applie: Swhile the form, content and sometimes even the preparation of
trancfer-pricing documentation is not mandated in alf countries, havipg
cuiorehensive, contemporanecus wansfer-pricing documentation allows the
‘axpayer (0 be on the front foot when supporiing its tax return, particulatly in
ihe case of an audit by a tax authority. By having a position docurmented, the
company is in a better position to push the burdcn of proof back onio the tax
anthority to show that the position taken s incorrect.

9.4 Tiausfemnicing documentation should generally be “look back

nature. That is, it is a document € test an actual resuit of an arrangement
a related party, and whether it is in accordance with the arm’s-length prmmpi
This can be contrasied with 2 policy document which descr abes beforeh
the rationale for setting a pricing policy for the arangement. Multinatibha'ls_
often try to trade at arm’s-length prices because they wish to have arm’s- 1 i
prices reflected in their statutory accounts, as this reduces the risk of eithy
suffering double taxation or incuiring additional costs to deal with d
taxation when it arises, In practice, however, all of the work pclformed. Fﬂr
policy document can be very useful in preparing documentation for a p'wL
financial year, requiring only that the actual financial results and the niderlyis
facts and circumstances of the year are incorporated into the “polf ey miatg
to update (or replace, if needed) the material. This step is viial Lecause. the
arm’s-length standard is not met simply by setting a largel margid based otk
budget for the year; weare r’equn ed to test the actual resuis otthe year, and
just “the intention. W‘hci' & actual results depart from the 1ntended policy; the
documentation will then also include an explanation of facts, circnmstances
or events that brought this about. The objective of this is to identify the party -
that should take ownership of the variance, according to the application of the 9.9 While there are many standard components that would be considered
arm’s-length principle. ecessary (o Include within transfer-pricing documentation, the specific
requiremnents vary from country 1o country, Some countries provide alist of what
information 18 required (o be presenied in the transfer-pricing documentation
befors it can qualify for penalty protection purposes. While some countries
will accept an OECD-style transfer-pricing report, it is not unusual for local
requirsments to be more prescriptive and require additional information to that
ggested in the OECD Guidelines, Chapter V. For example, in Australia, newly
Introduced transfer-pricing legislation requires a comprehensive analysis of
tocal reconstruction provisions before the transfer-pricing documentation can
qualify for penally protection.

THE CURRENT STANDARD - A LOCAL APPROACH

2.8 The pumber of countries that have effective documentation
yirements is significant {as can be seen in the 2016 Transfer Pricing Country
de, referred to in Appendix B to this book). However, currently there is
Little consistency in the requirement to prepare documentation, the information
quired to be presented within the documentalion, the timing of when such
documentation is required to be prepared, whether or not the docurentation is
required 1o be submitted to the tax autherity along with the tax return, and the
penalties inposed for non-compliance.

2.5 With increasing levels of documentation requirements introduced
different countries and the jmplementation of proposals under BEPS, as we
will see, thers is likely to be an increasing focus on the form and content o
any documentation. But firstly we will examine in more detail the purpose,
preparing documeniation,
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9.23  Transfer-pricing documentation Transfer-pricing documentation  9.28

5.23 The OECD recommends that the Master File should be finalised th
filing date for the tax return of the group parent company, and that it is del
{(in conjunction with the Local File) directly to local tax admimstranons W
requested, by each member of the MNE group.

Category  Information required

& Description of selected comparable oncontrolled
transactions, if any, financial indicators for independent
enterprises used in the transfer-pricing analysis and
search strategy

u i . g . =
Local File & Explanation of any comparability adinstrments performed
9.24  Unlike the Master File, the Local File is intended to provide spéc ®  Rationale for concluding on arm’s-length pricing
details relating to inter-company (ransactions beiween a local compa c c ©
a related parly, to demonsirate that the local taxpayer has comphed Wi 8 Summary of financial information used
army’s-length principle. _ %  Copy of existing APAs or other tax rulings related io the
9.25  The Local File, when read in conjunction with the Master transactions (where local eatity is not a party)
meant to allow a tax authority to undertakc a risk assessment Lo assess whet" Financial @ Local aundited financial statements if available, or ¢lse
the related-party ransactions entered into by the local entity are consistent  informatior existing unaudited statements

the arm’s-lengih principle, and therefore to decide whether to start a tra
pricing audil. &  Reconciliation between financial data used in applying

the transfer-pricing method to the financial statements
9.26 The information suggested by the OECD to be presented in the Loc P °
File is described in the table below: &  Summary of financial data for comparables and source

of data
(OECD BEPS Action 13: 2015 Final Report, Annex 11 to Chapter V, page 27.)

Category  Information veguired

Local entity @ Management structure and local organisational chart . .
Y e : SEEE . 27 The OBCD recomumends that the Local File is reviewed annually, to

‘ensure that the facts are appropriately updated, and that the analysis remains
levant. If the business has not materially changed, the OECD notes, in its
tevised guidance, that it should be unnecessary to undertake a benchmarking
udy annoally. It is suggested that a benchmarking search is refreshed
once every three years, although financial data relating to parties chosen as
comparables should be updated each year, to reflect the latest position.

] Description of the business and business strategy
@ Key competitors

Controlled  For each material caiegory of controlled transactions:
transactions Description of the transactions and context
Amount of inira-group payments and receir(; 928  As the documentaiion should present the most reliable information
‘available, the revised guidance notes that itis often (but not always) the case that
docal comparables should be used instead of regional comparables, if available.
The guidance states that, where teamsfer-pricing documentation is prepared for
ioUs couniries in the same geographic region, this may be a situation where
it.is appropriate to conduct a regional benchmarking study. It is also noted
that, while there arc clear benefits in reducing the number of benchmarking
‘studies required (such as lower time investment and professional fees), we are
arned that ‘trying to simplily compliance processes shoucld not uwndermine
comphiance with the requirement (o use the most reliable information’ (OECD
BEPS Action 13: 2015 Final Report, para 46). In practice, for many countries
5 ditficult to obtain local comparables in sufficient quantities, and so the
reality 1s that many multinationals ase regional comparables.

Identification of related parties and selatenship
<op

Cdmparabﬂiiy and functional analysis of taxpayerz-ﬁn
related party

e ] -y
of material intercotnpany agreements

@ ® @ 6

@ Selection of most appropriate transfer-pricing methoc
and reasons for selection

L Selection of tested party and reasons for selection

@  Tmportant assumptions made in applying the selecte
method '

®  Reasons for performing a muiti-year analysis

Country-by-Country report

9.29 The third tier of the transfer-pricing documentation proposed by
ction 13 is the Country-by-Country report. The guidance suggests that
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