WCO

Guide to Customs
Valuation and
Transfer Pricing




CONTENTS

CHAPTER 1 : INTRODUCTION ....tiiiiiiiiiite ittt sttt ettt e e st e e e s sttaa e e st e e e s nsseeeesessseeesassseeesansseeesannneeas 4
1.1.  WHO SHOULD READ THIS GUIDE? ... s n e e ae e e 4
1.2, WWHAT IS THE ISSUE? .ot iiititteittttee sttt e e sttt ettt e e s sttt e e 4 sttt a4 e sttt e e e n ket e e e bt e e e e st e e e e nbe e e e e nbeeeeenees 4
1.3, WHAT ARE THE BENEFITS 2.1 s a e e e e e e e e e e e e e e e e e e e e e e e eas 5

CHAPTER 2 : CUSTOMS VALUATION AND RELATED PARTY TRANSACTIONS........ccccccveeeennns 6
2.1. BACKGROUND TO CUSTOMS VALUATION METHODOLOGY ...ciiiiiiieieiaee e 6
2.2.  RELATED PARTY TRANSACTIONS: “TEST VALUES” ... iutttieiititee e iitite e et et e et e e sntee e et e e 9
2.3.  RELATED PARTY TRANSACTIONS: “CIRCUMSTANCES SURROUNDING THE SALE” .....cuvvveeeeiiiiiiineennnn. 9
2.4.  TRANSACTION VALUE — ADJUSTMENTS TO THE PRICE ACTUALLY PAID OR PAYABLE........ccccvniverenne 10
2.5, ALTERNATE VALUATION METHODS ....iiiiiiiie i 11

CHAPTER 3: AN INTRODUCTION TO TRANSFER PRICING ......ccooiiiiiiiie et 14
3.1, WHAT IS TRANSFER PRICING? ...ceiiiiiiiiit ittt 14
3.2, HISTORY AND CURRENT STATE OF PLAY ...cotiiiiiiiiiiiiiiiiit ettt 17
3.3 LEGAL FRAMEWORK .....cctiiitiiei ettt 19

3.3.1.  DOMESLHIC LEGISIAtION .. .eeiieiiiiieeeitee ettt 19
TR I - b G N (== L[ S OO PP TP UTPUPPPPPRTR 20
3.3.3.  OECD Transfer Pricing GUIAEINES.........ccoiiiiiiiiiiie et 22
3.3.4.  United Nations Practical ManUal .............coooiiiiiiiiiiiiiii e 23
B35, Ol 24
3.4. THE ARM’'S LENGTH PRINCIPLE AND ITS APPLICATION IN PRACTICE ...vvvviiiieeeeeseeiiiieieeee e e e 24
341, Arm’S 1NGLR PIINCIPDIE ..o 24
3.4.2.  ComMPArability.......ccooiiiiiiiiiie 25
3.4.3.  Transfer Pricing MethOGS ........cooiiiiiiiiiii e 32
3.4.4. Selection of Transfer Pricing Method ... 42
3.4.5.  Selection Of TESIEA ParLY ......oeiiiiiiii e 43
3.4.6.  Arm’S Length RANQE............ouuuuiiiiiiiiiiiiiiiiie et 44
3.4.7.  Transfer Pricing AJUSTMENTS ........oiiiiiiiiieiiiiie ettt 45
3.5.  DISPUTE AVOIDANCE AND RESOLUTION ..tittttteesiiuteterareeassannnteneeeeeeessansnssseseeeessaannssnsseeeeessannnssnees 47
3.5.1. Advance PriCing ArrangemMENTS.......ccoiuitieiiiiie ettt ettt e e a7
3.5.2.  Mutual Agreement PrOCEAUIE ...........cooviiiiiiiiiieeeeee ettt 47
3.6, SELECTED PRACTICAL ISSUES ....cciiiiiiiiiiiiiie et 48
3.6.1. Difficulties in obtaining comparable information.............ccccccviiii 48
3.6.2.  SeCret COMPAIADIES ... ..iiiiiiiii ettt 49
3.6.3.  Use of whole of entity financials as comparables ..............cccccccviviiiiiiiii 49
3.6.4.  Use of the profits based transfer pricing methods...........ccoocvviiiiiiiii e 50
3.6.5. Aggregation of controlled tranSaCHONS .........cuuueiiiiie e 51
3.6.6.  Business Restructurings and Typical Business ModelS.........cccoocuvveeiiiieeiiiiiee e 51
3.7.  TRANSFER PRICING COMPLIANCE ......cittitetiieieteiet et et et ettt et et e e e et e e et et e e et e e e e e e e e e e e e e e e e e eeeeaeaeeaeeeeeeees 52
3.7.1.  Annual Reporting SChEAUIES..........ooiiiiii e 52
3.7.2.  Transfer Pricing DOCUMENTALION .........uuiiiiiiiiiiiiiiie et e e e e e e 52
APPENDIX 1 : EXAMPLES OF FINANCIAL INDICATORS CALCULATIONS .....uutviiteeeseiiinrnreerreeesssannnnnneneaeasannns 54
APPENDIX 2 1 REFERENCES. .....ctttttttttttttttetttetetstststssssesessssssssssssbsssbsbs s ssssbsbs s st s b st s s st e st e st s s bs e s bnbnbnees 56

CHAPTER 4 : LINKAGES BETWEEN TRANSFER PRICING AND CUSTOMS VALUATION ........ 57

4.1, BACKGROUND......ceiiititteeittteeestteeeeaette e e e staeeeesbaeeeeasseeeeaassseeeassseeeassseeeaasseaaessnssaeesanssnaessnsrees 57

WCO Guide to Customs Valuation and Transfer Pricing - 2



4.2. PRACTICAL USE OF TRANSFER PRICING DOCUMENTATION .....uutttititeeeiasiitrereeeeeesaaiinneeeeeeeennnnnnees 59

4.3.  JOINTWCO — OECD CONFERENCES / WCO FOCUS GROUP ........cviiiiiiiieiiiiieeiiiiieesaiiieee e 59
4.4,  WORK OF THE TECHNICAL COMMITTEE ON CUSTOMS VALUATION (TCCV)...ooviiiiiiiiiiiic e 60
4.5.  WCO COOPERATION WITH OECD AND WORLD BANK GROUP (WBG) ......ccoiiviiiiiiiiieiiiiieesniiee 60
4.6. PRIVATE SECTOR VIEWS - ICC POLICY STATEMENT ...etiiiiiiitrierireeeieeesireesneeesineesneessneeessneesneeens 61

CHAPTER 5: USING TRANSFER PRICING INFORMATION TO EXAMINE RELATED PARTY

BERY A N S A O 1 [0 ] T 63
LTt S N = 10 ] 10 T N 63
5.2. EXAMINATION OF THE PHRASE “CIRCUMSTANCES SURROUNDING THE SALE” IN ARTICLE 1.2 (A) OF
THE AGREEMENT VIA USE OF TRANSFER PRICING DOCUMENTATION .. .cuuittniiiteitiieeaesiteeansesanessnneesnesenns 63

L2 S = - (o1 (o [ (01U 1 oo PP UP PP PPPP 63
5.2.2.  KEY ChAIIBNQES ...veeiiee ettt e e e e e e e e s et e e e e e e e a e aaaeeeaaan 64
5.2.3.  Use of Advance Pricing Arrangements (APAs) and advance rulings for Customs
(V2= 11U = 11 o 67
5.3.  CUSTOMS VALUATION TREATMENT WHERE A TRANSFER PRICING AGREEMENT INDICATES THAT THE
DECLARED CUSTOMS VALUE WILL BE ADJUSTED AT A LATER DATE ..uuuuiiiitiieeeeeteeeeeteeeeeeeseeeeteseseaeeeeennnnns 68
LR 0 B = - Tod (o [ (01U o To IO P TP PRP PP 68
5.3.2. Possible Customs treatment of transfer pricing adjustments..........cccccccvvvviviiivicicinenene, 69
5.3.3.  Final determination of the Customs value following transfer pricing adjustments .......... 70
5.3.4. Practical ChalleNQes ........cooviiiiiiiii 71

CHAPTER 6 : RAISING AWARENESS AND CLOSER WORKING.......ccoooiiiiiiiiiiiee e 72
LT T 1 N 1= T 10T 1T ) 72
6.2. GOOD PRACTICES FOR CUSTOMS VALUATION POLICY MANAGERS ......cuuuiieieeiieeiriiinieeeeeeeersinneeens 72
6.3,  GOOD PRACTICES FOR BUSINESS ....uuituuititeettetenesttatestesensstasesa sttt esantesanessttessaessesssreraessanes 73
6.4. GOOD PRACTICES FOR TAX ADMINISTRATIONS ...euuiittiitteiitiettiieetessteesniessnesstsessessseessnsessnessnnns 73

ANNEX | : NATIONAL INITIATIVES ...t e e e e et e e et e st e e eaaaaas 75

ANNEX Il : MEETING OF THE FOCUS GROUP ON TRANSFER PRICING BRUSSELS, 26

OCTOBER 2007 — RECOMMENDATIONS ... e e e e s e e e e e e eaaaaeees 81

ANNEX Il : TECHNICAL COMMITTEE ON CUSTOMS VALUATION - COMMENTARY 23.1 ......... 82

ANNEX IV: TECHNICAL COMMITTEE ON CUSTOMS VALUATION — COMMENTARY 4.1 ........... 84

ANNEX V :TECHNICAL COMMITTEE ON CUSTOMS VALUATION — CASE STUDY 10.1 ............. 86

ANNEX VI :TECHNICAL COMMITTEE ON CUSTOMS VALUATION — CASE STUDY 14.1 ............ 89

ANNEX VIl :TECHNICAL COMMITTEE ON CUSTOMS VALUATION — CASE STUDY 14.2............ 93

ANNEX VI : ICC POLICY STATEMENT ...ttt e e e e et e st e e eaaa s 97

ANNEX IX : A GLOSSARY OF COMMON TRANSFER PRICING TERMS.......oooeiiieiieiiieeeeeeeeees 106

ANNEX X : TRANSFER PRICING DOCUMENTATION : EXAMPLE OF STRUCTURE.................. 111

ANNEX X| : ACKNOWLEDGEMENTS AND THANKS ...ooiiiii et e e e e aeaes 113

3 - WCO Guide to Customs Valuation and Transfer Pricing



Chapter 1 : INTRODUCTION

1.1. WHO SHOULD READ THIS GUIDE?

This Guide concerns the relationship between Customs valuation and transfer pricing. It is
designed primarily to assist Customs officials responsible for Customs valuation policy or
who are conducting audits and controls on multi-national enterprises (MNEs). It is also
recommended reading for the private sector and tax administrations who have an interest in
this topic.

The Guide does not provide a definitive approach to dealing with this issue. At the time of
writing, the Technical Committee on Customs Valuation - the body which has the
competence to consider technical interpretation of Customs valuation matters - continues to
discuss the issue. Instead, the Guide provides technical background and offers possible
solutions regarding the way forward, and shares ideas and national practices, including the
trade view.

New in 2018 edition

The 2018 edition includes updates to reflect developments on transfer pricing at the OECD
including the OECD/G20 Base Erosion and Profit Shifting (BEPS) Project (Chapter 3),
information on recent texts concluded by the Technical Committee on Customs Valuation
(Chapter 4), updates to national initiatives (Annex I) and minor drafting changes.

1.2. WHAT IS THE ISSUE?

For Customs valuation purposes, import transactions between two distinct and legally
separate entities of the same MNE group* are treated as ‘related party transactions’. Such
transactions may be examined by Customs to determine whether the price declared for the
imported goods is ‘influenced’ by the relationship. In other words, is the price at which the
goods have been sold at a lower level than it would have been had the parties not been
related and the price had been freely negotiated?

The methodology for determining the Customs value for imported goods subject to ad
valorem duty rates is set out in the Agreement on Implementation of Article VII of the
General Agreement on Tariffs and Trade 1994 (‘the Agreement”). All WTO Members
countries have an obligation to implement the Agreement and apply this methodology. Some
non-WTO Members also choose to adopt it, hence it applies to the vast majority of all
international trade. Further details are provided in Chapter 2.

MNEs also have a direct taxation liability on company profits in most countries around the
world. The mechanism by which MNEs determine prices for goods, services and assets
bought and sold within the group is known as ‘transfer pricing’. The OECD has developed

! Multinational enterprise group (MNE Group): A group of associated companies with business establishments in two or more
countries.(OECD Transfer Pricing Guidelines, 2010)
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guidelines based on the ‘arm’s length principle’ for the setting and testing of transfer prices
for direct tax purposes. The arm’s length principle is generally accepted as the international
standard used by businesses and tax authorities. Further details on transfer pricing are
provided in Chapter 3.

The relationship between Customs valuation and transfer pricing has been discussed in
various national and international fora over a number of years (see Chapter 4). The business
community has raised the issue as a matter of concern, in particular advocating that
Customs take into account available transfer pricing information prepared for direct tax
purposes when examining related party transactions and also give consideration to the
impact of transfer pricing adjustments on the Customs value. It has been recognised that at
this stage any alignment or merger of tax and Customs methodologies is not a realistic
proposition given the particulars of the existing legal frameworks upon which they are based.
The essence of the issue therefore is contained in the following question: to what extent can
information contained in transfer pricing documentation, primarily developed for taxation
purposes, provide useful information for Customs to determine whether or not the price
declared for imported goods has been influenced by the parties’ relationship, in order to
make a final determination of the Customs value?

The Technical Committee on Customs Valuation has confirmed the basic principle that
transfer pricing documentation may provide useful information for Customs in respect of
related party transactions, on a case by case basis (see Chapter 4). The focus is now on
providing further guidance to Customs on how to examine and interpret transfer pricing
documentation which may be helpful in this regard. The other key question is the impact of
adjustments made (after importation) for transfer pricing purposes; in which cases, if any,
should such adjustments be taken into account by Customs in determining the Customs
value of the imported goods?

Additionally, the WCO is working with the OECD and World Bank Group to encourage
Customs and tax administrations to establish bilateral lines of communication in order to
exchange knowledge, skills and data, where possible, which will help ensure that each
authority has the broadest picture of a MNE’s business, its compliance record and can make
informed decisions on the correct revenue liability.

1.3. WHAT ARE THE BENEFITS ?

Greater understanding of this issue and a sharing of ideas and solutions will provide more
certainty for governments and business and will lead to a more consistent approach and
accurate determination of duty liabilities. Burdens on business can also be reduced by taking
a more joined-up approach, which can be seen as an important trade facilitation measure.
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Chapter 2 : CUSTOMS VALUATION AND RELATED PARTY
TRANSACTIONS

2.1. BACKGROUND TO CUSTOMS VALUATION METHODOLOGY

This chapter provides technical information on Customs valuation methodology, in particular
the provisions relevant to the transaction value method and the conditions which apply to
related party transactions. Further information on all aspects of Customs valuation can be
obtained via the WCO website here:

http://www.wcoomd.org/en/topics/valuation/overview.aspx and via the WCO Bookshop link:
http://wcoomdpublications.org/valuation.html

The Customs value of imported goods is primarily used as the basis for determining
Customs duty liability for imported goods where ad valorem duty applies. Tariff classification
and preferential origin are the other key elements necessary for establishing duty liability.
Valuation, classification and origin are also vital for international trade statistics.

Customs valuation methodology is set out in the WTO Agreement on Implementation of
Article VII of the General Agreement on Tariffs and Trade 1994 (the ‘Agreement’). The
Agreement contains a hierarchy of valuation methods and establishes the transaction value
method as the primary method. The General Introductory Commentary to the Agreement
states that :

1. The primary basis for Customs value under this Agreement is "transaction value" as
defined in Article 1. Article 1 is to be read together with Article 8 which provides, inter alia,
for adjustments to the price actually paid or payable in cases where certain specific
elements which are considered to form a part of the value for Customs purposes are
incurred by the buyer but are not included in the price actually paid or payable for the
imported goods. Article 8 also provides for the inclusion in the transaction value of certain
considerations which may pass from the buyer to the seller in the form of specified goods or
services rather than in the form of money. Articles 2 through 7 provide methods of
determining the Customs value whenever it cannot be determined under the provisions of
Article 1.

Furthermore, the Preamble to the Agreement states: “Recognizing that the basis for
valuation of goods for Customs purposes should, to the greatest extent possible, be the
transaction value of the goods being valued;”. Many countries have reported that the
transaction value is used in 90 — 95% of all importations.

As stated above, there are two main components to the transaction value. The first,
described in Article 1, is the price actually paid or payable for the goods when sold for export
to the country of importation. The second is a series of cost elements not included in the
invoice price (known as ‘adjustments’) which are to be added to the price established under
Article 1, where necessary criteria are met, to arrive at the transaction value. These
adjustments are described in Article 8.

The first step is to determine whether the goods in question have been sold for export.
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Advisory Opinion 1.1 states that the term “sale” should be interpreted as widely as possible.
It also provides examples of situations in which the imported goods are deemed not to have
been the subject of a sale, e.g. free of charge consignments, goods imported under a hire or
leasing contract and goods imported by branches which are not separate legal entities.

With reference to the latter example, it is noted that subsidiaries within a MNE are often
independent legal entities, rather than branches, hence in such cases, sales between, for
example, parent and subsidiary, are treated as sales within the meaning of Article 1.

Article 1 also sets out certain conditions and restrictions which may affect the acceptability of
the price actually paid or payable. Included in these criteria is the situation where the buyer
and seller of the imported goods are related. The definition for related parties, contained in
Article 15.4 of the Agreement, is as follows :

4. For the purposes of this Agreement, persons shall be deemed to be related only if :

(a) they are officers or directors of one another's businesses;

(b) they are legally recognized partners in business;

(c) they are employer and employee;

(d) any person directly or indirectly owns, controls or holds 5 per cent or more of the
outstanding voting stock or shares of both of them;

(e) one of them directly or indirectly controls the other;

(f) both of them are directly or indirectly controlled by a third person;

(g) together they directly or indirectly control a third person; or

(h) they are members of the same family.

Having established that buyer and seller are related, the Agreement makes clear that this in
itself is not grounds for regarding the transaction value as unacceptable. The transaction
value may still be accepted provided that the relationship did not influence the price. If, in the
light of available information, Customs has grounds for considering that the relationship
influenced the price, it is required to conduct further enquiries with the importer before
reaching a conclusion. Further details on the procedures to be followed by Customs and the
importer are set out in Article 1.2; see key extracts reproduced below.

Article 1 and its Interpretative Note indicate two main approaches for examining whether or
not, in a particular case, a related party transaction has been influenced by the relationship :

I. ”Circumstances surrounding the sale “
Article 1.2 (a)

a) In determining whether the transaction value is acceptable for the purposes of paragraph
1, the fact that the buyer and the seller are related within the meaning of Article 15 shall not in
itself be grounds for regarding the transaction value as unacceptable. In such case the
circumstances surrounding the sale shall be examined and the transaction value shall be
accepted provided that the relationship did not influence the price. (...)

Note to Article 1, Paragraph 2

2. Paragraph 2 (a) provides that where the buyer and the seller are related, the
circumstances surrounding the sale shall be examined and the transaction value shall be
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accepted as the Customs value provided that the relationship did not influence the price. It is
not intended that there should be an examination of the circumstances in all cases where
the buyer and the seller are related. Such examination will only be required where there are
doubts about the acceptability of the price. Where the Customs administration have no
doubts about the acceptability of the price, it should be accepted without requesting further
information from the importer. For example, the Customs administration may have
previously examined the relationship, or it may already have detailed information concerning
the buyer and the seller, and may already be satisfied from such examination or information
that the relationship did not influence the price.

3. Where the Customs administration is unable to accept the transaction value without
further inquiry, it should give the importer an opportunity to supply such further detailed
information as may be necessary to enable it to examine the circumstances surrounding the
sale. In this context, the Customs administration should be prepared to examine relevant
aspects of the transaction, including the way in which the buyer and seller organize their
commercial relations and the way in which the price in question was arrived at, in order to
determine whether the relationship influenced the price. Where it can be shown that the
buyer and seller, although related under the provisions of Article 15, buy from and sell to each
other as if they were not related, this would demonstrate that the price had not been
influenced by the relationship. As an example of this, if the price had been settled in a
manner consistent with the normal pricing practices of the industry in question or with the
way the seller settles prices for sales to buyers who are not related to the seller, this would
demonstrate that the price had not been influenced by the relationship. As a further
example, where it is shown that the price is adequate to ensure recovery of all costs plus a
profit which is representative of the firm's overall profit realized over a representative period
of time (e.g. on an annual basis) in sales of goods of the same class or kind, this would
demonstrate that the price had not been influenced.

Il. “Test Values”
Article 1.2 (b)

(b) In a sale between related persons, the transaction value shall be accepted and the goods
valued in accordance with the provisions of paragraph 1 whenever the importer
demonstrates that such value closely approximates to one of the following occurring at or
about the same time:

(i) the transaction value in sales to unrelated buyers of identical or similar goods for export to
the same country of importation;

(i) the Customs value of identical or similar goods as determined under the provisions of
Article 5;

(iii) the Customs value of identical or similar goods as determined under the provisions of
Article 6;

In applying the foregoing tests, due account shall be taken of demonstrated differences in
commercial levels, quantity levels, the elements enumerated in Article 8 and costs incurred
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by the seller in sales in which the seller and the buyer are not related that are not incurred by
the seller in sales in which the seller and the buyer are related.

(c) The tests set forth in paragraph 2(b) are to be used at the initiative of the importer and
only for comparison purposes. Substitute values may not be established under the
provisions of paragraph 2(b).

Note to Article 1, Paragraph 2

4. Paragraph 2(b) provides an opportunity for the importer to demonstrate that the
transaction value closely approximates to a "test" value previously accepted by the Customs
administration and is therefore acceptable under the provisions of Article 1. Where a test
under paragraph 2(b) is met, it is not necessary to examine the question of influence under
paragraph 2(a). If the Customs administration has already sufficient information to be
satisfied, without further detailed inquiries, that one of the tests provided in paragraph 2(b)
has been met, there is no reason for it to require the importer to demonstrate that the test
can be met. In paragraph 2(b) the term "unrelated buyers" means buyers who are not
related to the seller in any particular case.

Note to Article 1, Paragraph 2 (b)

A number of factors must be taken into consideration in determining whether one value
"closely approximates" to another value. These factors include the nature of the imported
goods, the nature of the industry itself, the season in which the goods are imported, and,
whether the difference in values is commercially significant. Since these factors may vary
from case to case, it would be impossible to apply a uniform standard such as a fixed
percentage, in each case. For example, a small difference in value in a case involving one
type of goods could be unacceptable while a large difference in a case involving another
type of goods might be acceptable in determining whether the transaction value closely
approximates to the "test" values set forth in paragraph 2(b) of Article 1.

These two approaches are further analysed as follows, starting with the latter :

2.2. RELATED PARTY TRANSACTIONS: “TEST VALUES”

As stated in Article 1.2 (c), test values are to be used at the initiative of the importer. So, the
extent to which they are used depends on the importer's ability to access and produce
relevant price data to Customs. It can be seen that the criteria to be met under Article 1.2 (b)
(1), (i) and (iii) require prices to be produced which pertain to identical or similar goods.
However, manufactured goods often contain technology or intellectual property unique to the
MNE so such comparison prices are typically not available. Furthermore, goods sold by
MNEs within their own group are often not sold to unrelated parties. Hence, this option is
rarely used in practice.

2.3. RELATED PARTY TRANSACTIONS: “CIRCUMSTANCES
SURROUNDING THE SALE”

This option allows Customs to examine in broader terms how a price was determined. The
Agreement states that is not intended that there should be an examination of the
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circumstances surrounding the sale in all cases where the buyer and the seller are related,
only in cases where Customs have doubts about the acceptability of the price.

When Customs decides to conduct an enquiry, the importer should be given an opportunity
to supply further detailed information as necessary to enable it to examine the
circumstances surrounding the sale in order to determine whether or not the price had not
been influenced by the relationship

As quoted above, the Interpretative Note provides advice and examples of this, in the form
of questions, which can be summarised as follows :

1. Has the price been settled in a manner consistent with the normal pricing practices of
the industry in question?

2. Has the price been settled in a manner consistent with the way the seller settles
prices for sales to buyers who are not related to the seller?

3. Can it be demonstrated that the price is adequate to ensure recovery of all costs plus
a profit which is representative of the firm's overall profit realized over a
representative period of time (e.g. on an annual basis) in sales of goods of the same
class or kind?

These options will be considered in more detail later in the Guide.

Example of Customs examining circumstances surrounding the sale - Case
Study 10.1 — Application of Article 1.2

This instrument of the TCCV considers a situation where Customs examined the
circumstances surrounding the sale of two products sold between related parties.

In the first case, the product concerned was sold by the seller to a related buyer in the
country of importation and also to an unrelated buyer at a higher price. It was established
that the costs incurred by the exporter were the same in the sales to both the related and
unrelated buyers. The importer failed to explain why the price differed in each case and
there were insufficient grounds to take the view that the price difference was not significant.

In the case of the other product, which was sold only between related parties, Customs
established that the prices charged to the related buyer were adequate to recover all the
seller’s costs, including the costs of acquisition plus the costs of repacking, handling and
freight charges, as well as to recover a profit that was representative of the firm's overall
profit over a representative period of time. The transaction value in this case was therefore
accepted.

The full case is reproduced in Annex V.

2.4. TRANSACTION VALUE — ADJUSTMENTS TO THE PRICE ACTUALLY
PAID OR PAYABLE

Article 8 of the Agreement details elements which should be included in the transaction
value, in addition to the price actually paid or payable.

WCO Guide to Customs Valuation and Transfer Pricing - 10



These adjustments include :

- selling commissions and brokerage, but not buying commissions;

- the value of certain goods and services supplied by the buyer free of charge or at
reduced cost for use in connection with the production and sale for export of the
imported goods, including :

o materials, components, parts incorporated in the imported goods;

o tools, dies, moulds etc. used in the production of the imported goods;

o materials consumed in the production of the imported goods and,

o engineering, development, artwork, design work, and plans and sketches
undertaken elsewhere than in the country of importation and necessary for
the production of the imported goods;

This category is known as “assists”.

- royalties and licence fees related to the goods being valued that the buyer must pay,
either directly or indirectly, as a condition of sale of the goods being valued, to the
extent that such royalties and fees are not included in the price actually paid or
payable;

- the value of any part of the proceeds of any subsequent resale, disposal or use of
the imported goods that accrues directly or indirectly to the seller.

Additionally, WTO Members have an option whether or not to include the following elements:

(a) the cost of transport of the imported goods to the port or place of importation;

(b) loading, unloading and handling charges associated with the transport of the
imported goods to the port or place of importation; and

(c) the cost of insurance.

The majority of WTO Members made the one-off decision to include these elements in the
Customs value; known as CIF (cost, insurance, freight) basis. The system used by the few
Members who chose not to include these elements is known as FOB (free on board).

The determination of whether or not Article 8 elements should be included in the Customs
value in a particular case can be a complex process and typically requires consultation with
the importer in order to establish all pertinent facts before reaching a decision. Substantial
amounts of money may be at stake, particularly with such elements as royalties. The WCO
Valuation Compendium contains many useful instruments issued by the TCCV, relevant to
these topics which can assist with interpretation of particular case scenarios.

It is also noted in this context that several of these elements, such as commissions, royalties
and assists relating to design work for example may be viewed as ‘services’ or ‘intangibles’.
This highlights that although Customs role is to determine the Customs value and duty
liability for imported ‘physical’ goods, certain intangible elements may also be includable in
the Customs value of those goods.

2.5. ALTERNATE VALUATION METHODS

The alternate valuation methods are to be used only when the transaction value cannot be
applied. There are three main situations where this will occur:
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1) The transaction value is rejected on the basis of failing one or more of the conditions of
Article 1 or,

2) The transaction value has been rejected following application of the procedures of WTO
Decision 6.1, namely, Customs had doubts regarding the truth or accuracy of the declared
value which were conveyed to the importer and Customs’ doubts remained after due
consultation process was followed.

2) No sale has occurred (e.g. leased goods, gifts, goods transferred between branches etc.).

Only in the above circumstances can consideration be given to the alternate methods.
These are known as follows :

- the transaction value of identical goods (Article 2);
- the transaction value of similar goods (Article 3);
- the deductive value method (Article 5);

- the computed value method (Article 6);

- fallback option (Article 7).

The methods described in Articles 2 and 3 require a comparable consignment to be found
where a transaction value has been previously accepted by Customs. The Agreement
provides criteria for defining identical and similar goods, covering the goods themselves,
time of importation, commercial level of consignment etc. The criteria for similar goods are
less restrictive than for identical goods, allowing a broader range of comparable
goods/consignments to be considered. If comparable consignments are found which meet
the criteria in question for either Articles 2 or 3, and those consignments were cleared on the
basis of the transaction value, that value can then be applied as the Customs value.

The method described in Article 5, known as ‘deductive value’, is based on the price at
which the imported goods (or identical or similar goods) are sold on the domestic market.
This establishes a ‘unit price’ from which are to be deducted costs pertaining to post-
importation activities and elements, such as post-import transportation and storage costs
and profit and general expenses (with an adjustment under Article 8.2 if applicable). The
Customs value under Article 5 is based on the price after such deductions are made.

The method described in Article 6, known as ‘computed value’, is based on a price which is
built up from the various elements which contribute to the manufactured goods. This
includes cost of materials, components etc. manufacturing costs, profit and general
expenses and transport. Typically, this method is used extremely rarely as it requires
financial data which may be confidential to the manufacturer and will not be willingly made
available to the importer or Customs in the importing country.

Article 7 is informally known as ‘fallback’ — it is not a specified ‘method’ as such but rather
describes the possible means of establishing the Customs value when the previous methods
cannot be applied. It also lists approaches which are expressly forbidden by the Agreement
(e.g. values must not be based on minimum Customs values or arbitrary or fictitious values).
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The above methods must be considered in the order specified by the Agreement, i.e. only if
Article 2 cannot be applied should consideration be given to Article 3, and so on. Note that
the order in applying Article 5 and 6 may be reversed if the importer so requests. When
transaction value is not applicable, and the previous methods cannot be used to determine a
value due to lack of data and comparative prices, Article 7 is applied.

It is important to note that when the alternate methods are used, there should be a process
of consultation between Customs administrations and the importer with a view to
determining a proper basis of value for Customs purposes.

The Agreement contains not only the valuation methodology but also a number of additional
requirements including trade facilitation measures which establish rights and obligations for
the importer, and also the rights of the Customs administration.

For more information on the transaction value, alternate methods and other Customs
valuation matters, it is recommended to consult the links provided at the beginning of this
Chapter.
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Chapter 3 : AN INTRODUCTION TO TRANSFER PRICING?

3.1. WHAT IS TRANSFER PRICING?

When a multinational enterprise (MNE) group establishes itself in a new market by
incorporating or acquiring a local subsidiary or establishing a branch, the local subsidiary or
branch generally engages in transactions with other members of the group. As a result, a
significant portion of international trade is estimated to be taking place between members of
MNE groups.

As a result of the common ownership, management, and control relationships that exist
between members of an MNE group, transactions between them are not fully subject to
many of the market forces that would have been at play had the transactions taken place
between wholly independent parties. The prices charged—known as transfer prices—may
be manipulated or set in a way that has the unintentional consequence of being
unacceptable to external stakeholders.

This phenomenon is not limited to transactions within MNE groups. It also occurs in
transactions between any other parties - such as family members or companies and
substantial individual shareholders - whose relationship may allow them to influence the
conditions of the transaction.

Transactions between parties whose relationship may allow them to influence the conditions
of the transaction - related parties (also commonly referred to as “associated
enterprises”) - can involve the provision of property or services, the use of assets (including
intangibles), and the provision of finance, all of which need to be priced (see figure 1.1).

2 Chapter 3 has been kindly supplied by the World Bank Group and is based on modified extracts from “International Transfer
Pricing and Developing Economies: A Handbook for Policy Makers and Practitioners”, a World Bank Group publication. The
content of this chapter does not necessarily reflect the views of the World Bank Group or its member countries.
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Figure 1.1 Typical Transactions within Multinational Enterprise
Groups
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How transfer prices are determined in practice can be important for, and influenced by, a
range of regulatory and non-regulatory factors, including, inter alia, taxes (such as corporate
income tax) and duties.®

Transfer pricing is a neutral concept that simply refers to the determination of transfer prices
for transactions between related parties. As pointed out by Tax Justice Network, “[tJransfer
pricing is not, in itself, illegal or abusive. What is illegal or abusive is ... transfer pricing
manipulation or abusive transfer pricing.” (Tax Justice Network).

How transfer prices are determined is essential for defining the corporate tax base (direct
taxation), but in some cases, it may also be important for a range of other regulatory and
non-regulatory purposes, including the following:

e Taxes and duties (value-added tax, customs duties, mining royalties, and
petroleum resource taxes, for example);

e Corporations law (directors’ duties, protection of minority shareholders, for

example);

Contractual requirements (investment contracts, for example);

Statutory accounting requirements;

Foreign exchange controls;

Management accounting;

Internal performance management and evaluation;

Employee profit-sharing requirements;

% Examples may include foreign exchange regulation, accounting requirement and practices, corporate law, trade statistics,
contractual requirements, amongst others
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¢ Competition law; and
o Official trade statistics.

The determination of appropriate transfer prices is also often required for subsidiaries to
prepare stand-alone statutory accounts in order to meet local reporting requirements.
Although standards or methodologies for determining these transfer prices may or may not
be provided for under local, generally accepted accounting principles, the value of
associated party transactions will generally require separate disclosure in the notes to the
accounts, as may any uncertain tax positions related to them.

Regulation of transfer pricing for direct tax purposes generally involves the prescription of
standards or methodologies. Direct tax transfer pricing regulations, for example, generally
require that transfer prices for transactions between associated enterprises be determined in
accordance with the arm’s length principle (discussed below). Noncompliance with these
regulations will often result in adjustments to the tax liability and the imposition of penalties
and interest.

A study by Cools (2003) found that “because of the real threat of audits and penalties, the
tax requirements of transfer pricing play a prominent role in the MNE’s decision-making
process” (see Figure 1.2). As an increasing number of countries introduce transfer pricing
legislation and increase audit capacity (see below), this trend will only increase.

Regulation of transfer prices for Customs purposes (i.e. determination of Customs values)
and VAT purposes also generally involves the prescription of specific standards or
methodologies that must be complied with. However, these standards or methodologies
generally differ from those prescribed for direct tax purposes and have a narrower scope of
application.

In addition to taxes and duties, foreign exchange controls, contractual requirements, and
other regulations and administrative practices can have a substantial impact on the
determination of transfer prices.

As a result of the different regulatory and non-regulatory factors that can influence the
determination of transfer prices, MNE groups sometimes face conflicting requirements.
Although congruence is theoretically desirable, different transfer prices may be recorded or
reported for different purposes.
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Figure 1.2 The Role of Transfer Pricing in Corporate Strategy
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Note: Given the dominant role of direct tax legislation in the determination of transfer prices,
the term ‘transfer pricing’ is commonly used to describe the regulation of transfer prices for
direct taxation purposes (corporate tax, income tax, profits tax etc.).

3.2. HISTORY AND CURRENT STATE OF PLAY

The arm’s length principle, which is the principle upon which countries have tended to
base the provisions of their tax legislation concerning transfer pricing (see below), has its
roots as the internationally adopted principle for dealing with transfer pricing for direct
taxation purposes as far back as the early 1900’s where it was implicitly included in treaties
concluded by France, the United Kingdom and the United States. The principle was first
adopted in an international context in Article 3 of the League of Nations Draft Convention on
the Allocation of Profits and Property of International Enterprises (1933). It was then
adopted in the 1963 OECD Draft Tax Convention, and the subsequent OECD (and UN)
model tax conventions.

The first international guidance on transfer pricing was developed by the OECD in 1979 -
Report of the OECD Committee on Fiscal Affairs on Transfer Pricing and Multinational
Enterprises. This report sought to document “generally agreed practices in determining
transfer prices for tax purposes”. As the number and size of MNE groups, and the nature of
international trade developed, increasing attention was paid to transfer pricing, and in 1995
the OECD issued revised guidelines — Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations. These guidelines have played a lead role in influencing
the development of transfer pricing legislation and practices globally. In the years following
their publication, the OECD Transfer Pricing Guidelines (TPG) 1995 were supplemented
with additional chapters providing guidance on specific issues, such as intangible property
(1996), services (1996), cost contribution agreements (1997).

After numerous public consultations on specific issues (such as comparability and the use of
the profit based methods) and with the benefit of more than a decade of practical application
of the guidance contained in the OECD TPG 1995, in 2010 a revised version of the
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guidelines was published (OECD Transfer Pricing Guidelines 2010). Important changes from
the 1995 version included removal of the ‘last resort’ status for use of the profits based
methods, revised guidance on the selection of transfer pricing method (i.e. introduction of
‘most appropriate method to the circumstances of the case’), inclusion of additional guidance
on comparability analyses and the inclusion of an additional chapter of the transfer pricing
aspects of business restructurings.

Notably, however, the implementation of the arm’s length principle has been vulnerable to
manipulation schemes as a result of the overemphasis on the contractual allocation of
functions, assets, and risks. Several of the action items in the OECD/G20 Base Erosion and
Profit Shifting (BEPS) Project (Actions 8, 9, and 10) were therefore focused on revising the
OECD transfer pricing guidelines, focusing on problem areas such as transactions involving
intangibles, allocation of risk, or profit allocation in contexts lacking a commercially viable
rationale. The agreed revision of the guidelines emphasizes the need for a careful
delineation of transactions. This process begins with the contractual agreements entered
into by the parties, but emphasises the primacy of their actual conduct, and the real
substance of the arrangements. In the case of intangibles, the result is that legal ownership
alone does not concern any right ultimately to retain returns derived from the exploitation of
the intangible. Remuneration within a group will be based on the actual contribution by group
members. Similarly, risks that are contractually allocated by a party that cannot meaningfully
control these risks or bear their financial consequences may be reallocated to a party that
does and can.

The results of BEPS Actions 8, 9 and 10 were incorporated into the OECD Transfer Pricing
Guidelines in 2016 and a completely revised and consolidated version of the Guidelines was
published in 2017.

In order to protect their tax bases, a significant, and growing, number of countries have
introduced provisions in their tax legislation concerning transfer pricing and many have, or
are, increasing the resources allocated to building specialist capacity within their tax
administrations. Whilst several countries have had in place provisions concerning transfer
pricing in their tax legislation based on the arm’s length principle since the early 1900’s, the
vast majority have introduced such provisions in the past two decades (see figure 1.3). For
example, during the period 1994-2014, the number of countries with “effective” transfer
pricing documentation rules increased from 4 to more than 80 (see figure 1.4).*

““Effective”, for these purposes, indicates that the country has specific legislation, regulations, or other guidance that, at a
minimum, strongly suggest that transfer pricing documentation should be in place
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Figure 1.3 — Timing of introduction of the arm’s length principle in selected countries
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Figure 1.4 Timeline of effective transfer pricing documentation rules, 1994-2014
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3.3. LEGAL FRAMEWORK

Whilst transfer pricing issues can, and do, arise in a purely domestic context (e.g.
transactions between related resident taxpayers), transfer pricing is predominantly an
international tax matter. Therefore, when considering the legal framework for transfer
pricing, reference to both domestic legislation and the relevant international legal framework
is required. Set out below is an overview of the role of domestic legislation, tax treaties and
other relevant materials, such as the OECD Transfer Pricing Guidelines and the United
Nation’s “Practical Manual on Transfer Pricing for Developing Countries” .

3.3.1. DOMESTIC LEGISLATION

Regulation of transfer prices for direct taxation purposes requires provisions in the domestic
tax legislation. Whilst sovereign states are, in theory, free to adopt any legislation they see
as being fit for purpose, this freedom may be curtailed by international obligations and is
often influenced by a range of economic factors and the practices of other countries. In the
case of transfer pricing, there is no single body of international law or specific international
instrument concerning transfer pricing (as is the case for Customs valuation), however, the
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vast network of bilateral tax treaties and various sources of guidance have shaped domestic
legislation concerning transfer pricing.

To date, countries have tended to adopt relatively homogenous provisions in their tax
legislation concerning transfer pricing, being legislation that is based on the arm’s length
principle and, in most cases, the key concepts elaborated in the OECD Transfer Pricing
Guidelines.® Whilst the underlying principles are typically the same, differences in domestic
provisions are commonplace. Examples of common differences include: the scope of the
provisions (e.g. the definition of related parties and the types of transactions covered) and
the administrative requirements (e.g. requirements for transfer pricing documentation).

3.3.2. TAX TREATIES

Double taxation® is generally recognized as a hindrance to international trade and
investment. Thus, countries have generally sought to avoid and or eliminate cases of double
taxation by entering into tax treaties. These (largely bilateral) treaties are agreements
between the contracting parties (the states) concerning the allocation of taxing rights (i.e.
extent to which each state may level tax in specific cases), amongst other things (such as
exchange of information and other administrative procedures). There are over 3,000 bilateral
double tax agreements currently in force.

As regards transfer pricing, tax treaties can provide taxpayers with a level of certainty
regarding the treatment of their related party transactions by setting boundaries for the
application of the contracting states’ domestic tax legislation and by providing an
international legal framework for the avoidance and elimination of economic double taxation.
Tax treaties that incorporate provisions based on Article 9(1) of the OECD and UN models
(see below), to the extent applicable to a particular transaction or set of transactions,
establish the arm’s length principle as the ‘boundary’ for applying each of the contracting
states’ domestic tax law provisions concerning transfer pricing.

® The one noted exception at the time of this chapter being authored is Brazil. For an overview of Brazil's approach to transfer
pricing see Chapter 10.2 of the UN TP Manual (2013)

® Double taxation may be juridical (taxation of the same income in the hands of one person by more than one state) or
economic (taxation of the same income in the hands of two different persons).
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Article 9 of the OECD Model Taxation Convention on Income and Capital (2010)

1. Where

a) an enterprise of a Contracting State participates directly or indirectly in the
management, control or capital of an enterprise of the other Contracting State, or

b) the same persons participate directly or indirectly in the management, control or capital
of an enterprise of a Contracting State and an enterprise of the other Contracting State,
and in either case conditions are made or imposed between the two enterprises in their
commercial or financial relations which differ from those which would be made between
independent enterprises, then any profits which would, but for those conditions, have
accrued to one of the enterprises, but, by reason of those conditions, have not so
accrued, may be included in the profits of that enterprise and taxed accordingly.

2. Where a Contracting State includes in the profits of an enterprise of that State—and
taxes accordingly— profits on which an enterprise of the other Contracting State has
been charged to tax in that other State and the profits so included are profits which would
have accrued to the enterprise of the first-mentioned State if the conditions made
between the two enterprises had been those which would have been made between
independent enterprises, then that other State shall make an appropriate adjustment to
the amount of the tax charged therein on those profits. In determining such adjustment,
due regard shall be had to the other provisions of this Convention and the competent
authorities of the Contracting States shall if necessary consult each other.

Tax treaties are generally not considered to create taxing powers additional to those
provided for under each contracting state’s domestic law; rather, their role is to place
limitations on the contracting states’ taxing powers in accordance with the agreed allocation
of taxing rights under the treaty. The dominant view is therefore that Article 9 of a tax treaty
itself is not a legal basis for a transfer pricing adjustment (a “primary adjustment”) to be
made by a tax administration and that a domestic legal basis is required in order for a tax
administration to make such an adjustment (Lang 2010). The role of treaty provisions based
on Article 9(1) is therefore to provide taxpayers with certainty regarding the treatment of their
associated party transactions that fall within its scope and to provide a level of protection
from economic double taxation.

Although Article 9 is titled “associated enterprises,” the term is not elaborated on beyond the
reference to participating “directly or indirectly in the management, control or capital” and
neither of the models nor their commentaries provide any further insight as to when this
threshold is considered to have been met. In accordance with Article 3(2) of the models,
where a term is not defined, reference to the countries’ domestic law may be required, which
can lead to conflicting interpretations.’

" As countries’ domestic law definitions can, and do, reasonably differ, situations can arise in which the contracting states have
different positions regarding the applicability of the article, potentially resulting in instances of economic double taxation for
which there is no clear or explicit solution provided (Rotondaro 2000). In practice, the occurrence of these situations is minimal.
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Tax treaty provisions based on Article 9(2) of the OECD and UN models provide
mechanisms for the relief of economic double taxation arising from a transfer pricing
adjustment made in accordance with the arm’s length principle. The mechanism for relief
from economic double taxation under Article 9(2) is generally referred to as a corresponding
adjustment (or “correlative adjustment” under the UN model) and generally involves the
other contracting state making an adjustment to the amount of tax charged in order to
provide relief from economic double taxation.

Tax treaties also commonly contain other articles that are of importance to transfer pricing.
For example, the relevant articles of the OECD model are: Article 25 (Mutual Agreement
Procedure) (see below), and Article 26 (Exchange of Information) along with other articles
that make reference to the arm’s length principle (i.e. Articles 7, 11 and 12).®

3.3.3. OECD TRANSFER PRICING GUIDELINES

The OECD Transfer Pricing Guidelines are the most influential source on transfer pricing;
they provide guidance for multinational corporations and tax administrations regarding the
practical application of the arm’s-length principle. As noted in section 3.2, the Guidelines
were initially issued in 1995 and cover a range of transfer pricing issues and have been
revised and supplemented on a number of occasions since then.

The guidelines are not a legal instrument per se, and, as a result, the legal and practical
relevance of the guidelines varies significantly between countries and may depend on the
applicability of a tax treaty containing an associated enterprises article based on Article 9 of
the OECD or UN model tax convention (see above).

Where a tax treaty containing an associated enterprises article based on Article 9 of the
OECD or UN model tax conventions is applicable, reference will typically be made to the
OECD Transfer Pricing Guidelines when applying that article (for example, during a mutual
agreement procedure). In this regard, paragraph 1 of the commentary to Article 9 of the
OECD model notes that the guidelines represent ‘“internationally agreed principles and
[provide] guidelines for the application of the arm’s length principle of which [Article 9] is the
authoritative statement”. However, this reference is made in the commentary to the model,
the status itself of which can vary significantly between countries and is the subject of much
debate.

In OECD member countries, the OECD Council has recommended that the OECD Transfer
Pricing Guidelines be followed by the tax administrations of OECD countries and they
encourage taxpayers to follow them (OECD 2010b). In some OECD member countries, the
status of the guidelines is made clear as explicit reference is made to them in the legislation
(e.g. Australia, United Kingdom, Ireland). Whilst in others, despite undoubtedly having high
practical relevance, their legal relevance may be less certain. However, even when there is

8 For example, Article 7 (Business Profits) requires that the profits attributable to a permanent establishment be
determined in accordance with the arm’s length principle, and Article 11 (Interest) and Article 12 (Royalties) are
worded so as to apply only to the arm’s length amount of interest or royalty income.
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no explicit reference to the Guidelines in the relevant domestic statute, they are generally
considered to be highly persuasive, at least in OECD member countries and are often
referred to in practice by tax administrations and the private sector.

In non-OECD countries the situation is less clear. In numerous non—OECD countries, such
as Albania, Georgia, Namibia, the Philippines, Serbia and South Africa, the legislation or
administrative guidance implicitly or explicitly refers to the OECD Transfer Pricing
Guidelines, making their relevance clear. However, in many other non—OECD countries, no
reference is made to the OECD Transfer Pricing Guidelines, despite the fact that in many
cases the domestic transfer pricing legislation is largely based on the guidance found in
therein.

In many countries, despite the lack of reference to the Guidelines in domestic law and the
applicability of a tax treaty, the OECD Transfer Pricing Guidelines will be considered as at
least a relevant source of reference by taxpayers, the tax administration, and even the
judiciary. According to Alnashir Visram J in Unilever Kenya Ltd v. Commissioner of Income
(Income Tax Appeal 752/753 of 2003) KENYA “...it would be foolhardy for any court to
disregard internationally accepted principles of business as long as these do not conflict with
our own laws. To do otherwise would be highly short-sighted.” In the absence of clearly
conflicting legislation or guidance in a country, it is therefore reasonable to assume that the
OECD Transfer Pricing Guidelines will have a significant influence on transfer pricing
practices in that country.

3.3.4. UNITED NATIONS PRACTICAL MANUAL

The UN’s Committee of Experts on International Cooperation in Tax Matters constituted the
‘Subcommittee on Transfer Pricing — Practical Issues’ at its annual session in 2009. The
subcommittee was given the mandate to produce a practical manual on transfer pricing
based on the following principles (UN 2012):

(a) It should reflect the operation of Article 9 of the UN Model

Convention, and the arm’s-length principle embodied in it, and be consistent

with relevant commentaries of the UN Model Convention;

(b) 1t should reflect the realities for developing countries at the relevant stages of
their capacity development;

(c) Special attention should be paid to the experience of other developing countries;
(d) 1t should draw upon the work being done in other forums.

In the foreword to the manual, it is noted that the guidelines are “a practical manual rather
than a legislative model”, that “a key “value added” of the is to be its practicality...” and that
in developing the manual “consistency with the OECD Transfer [Pricing] Guidelines has
been sought...” (UN 2017).

The Committee of Experts approved the publication of the first edition of the manual in May
2013. The manual was described as “... a living work however, which will be improved and
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added to over time by drawing upon further experiences and expertise” (UN 2012). A
second edition of the manual was published in 20179 to reflect more recent developments,
including the outcomes of the OECD/G20 BEPS project, by adding, for instance, chapters on
intra-group services, cost-contribution arrangements, and the treatment of intangibles.

The UN manual is playing an increasingly influential role in the development of transfer
pricing practices in transition and developing economies. As the manual is not a legal
instrument, its status and influence will therefore depend on domestic law references and
practices in each country. It is also important to note that the manual was not adopted by
consensus of all UN member states but by the Committee of Experts (comprising of 25
members nominated by governments, but acting in their personal expert capacity).

3.3.5. OTHER

In addition to the OECD Transfer Pricing Guidelines and UN Practical Manual there are
several other international and regional sources of guidance that may be of relevance to a
particular country. These include the EU arbitration convention and the various soft law
instruments and reports prepared by the EU Joint Transfer Pricing Forum (EUJTPF)* and
endorsed by the European Commission and the Pacific Association of Tax Administrators
(PATA) ** transfer pricing documentation package and operation guidance on mutual
agreement procedures.

3.4. THE ARM’'S LENGTH PRINCIPLE AND ITS APPLICATION IN
PRACTICE

This section provides an overview of the arm’s length principle and its application in practice.
In particular the fundamental concept of comparability is explained, along with the transfer
pricing methods. This section is largely based on the guidance provided in the OECD
Transfer Pricing Guidelines, with references, where applicable, to the UN TP Practical
Manual and any specific approaches commonly observed in practice.

3.4.1. ARM’S LENGTH PRINCIPLE

The arm’s length principle requires that the conditions (prices, profit margins etc.) in
transactions between related parties should be the same as those that would have prevailed
between two independent parties in a similar transaction under similar conditions. The
principle can be expressed and applied in various ways,'? however, the most commonly
referred to expression is that which is found in Article 9(1) of the OECD and UN model tax
treaties, which both read as follows:

“... conditions are made or imposed between the two enterprises in their commercial or
financial relations which differ from those which would be made between independent

® http://www.un.org/esa/ffd/wp-content/uploads/2017/04/Manual-TP-2017.pdf

19 hitp://ec.europa.eu/taxation_customs/taxation/company_tax/transfer_pricing/forum/

! Australia, Canada, Japan and the United States

!> Numerous countries’ transfer pricing legislation use terms such as “market price” or “fair market value.” When used in a
similar context, these terms are generally interpreted as equivalent, or similar, to the arm’s length principle. However it should
be noted that the terms “market price”, “fair market value” as used in financial valuations etc., are different concepts to the
arm’s length principle.
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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.”

In short, the arm’s length principle requires that related parties price their transactions with
each other as if they were wholly independent of each other.

3.4.2. COMPARABILITY

The application of the arm’s length principle is typically based on a comparison of the
conditions in the controlled transaction with the conditions in ‘comparable’ transactions
between independent parties. This approach necessarily requires the identification of
comparable transactions, and thus the undertaking of a comparability analysis. That is, it
draws a comparison of the conditions in the transaction between the related parties (the
controlled transaction) with the conditions in transactions between independent parties
(uncontrolled transactions) that have been found to be comparable.

Many developing countries face a range of practical challenges in conducting comparability
analysis, including limited information availability and administrative capacity constraints. To
support practical implementation of transfer pricing regimes that apply the arm’s length
principle in this context, the Platform for Collaboration on Tax - a joint initiative of the IMF,
OECD, UN, and World Bank Group — has recently published a toolkit to assist tax
administrations with these issues. It provides an outline of steps in the comparability
analysis and presents relevant policy options to address information constraints.*?

According to the Platform toolkit and the OECD Transfer Pricing Guidelines, the UN
Practical Manual and the legislation/guidelines of the vast majority of countries with
developed transfer pricing rules, comparability for the purposes of applying the arm’s length
principle does not require that the transactions being compared are identical. Rather,
comparability requires that none of the differences between the transactions being
compared materially impact on the condition being examined in the transfer pricing
methodology that is to be applied (i.e. the price or the profit margin); or, that where such
differences do exist, that reasonably accurate adjustments (comparability adjustments)
can be made in order to eliminate the impact of any such differences on the condition being
examined.

'3 http://documents.worldbank.org/curated/en/447901498066167863/pdf/116573-REVISED-PUBLIC-toolkit-on-comparability-
and-mineral-pricing.pdf
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Figure 4.1 Comparability Flow Chart
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When determining whether or not there are any differences between the transactions being
compared that materially impact the condition being examined there are five comparability
factors that the OECD Transfer Pricing Guidelines and the UN Practical Manual specify
identify as important to consider:

= Contractual terms

= Functional analysis

= Characteristics of the product or service

= Economic circumstances

= Business strategies

These five comparability factors are referred to directly or indirectly in the
legislation/guidance of most countries with established transfer pricing rules. To address
vulnerability to manipulation schemes as a result of over-emphasis on the contractual
allocation of functions, assets and risks, recent revisions to the first chapter of the OECD
Transfer Pricing Guidelines stress the importance of accurate delineation of transactions in
comparability analysis. This requires a determination of actual functions performed, risks
assumed, and assets contributed or used by the relevant parties. The revisions highlight the
importance of proper fact-finding and looking beyond mere contracts in undertaking a
comparability analysis. The outcome is to either supplement or replace contractual
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arrangements where required.* The Platform toolkit on addressing difficulties in accessing
comparables data mentioned above provides a detailed summary of the relevant steps in
comparability analysis, including examples and cross-references to the relevant sections in
the OECD and UN guidelines.

Contractual Terms

Contractual agreements are commonly the starting point for delineating a transaction, but
may need to be supplemented (or replaced) by information on the actual conduct of the
parties in their commercial or financial relations (actual functions performed, assets
contributed or used, risks assumed, etc.). The contractual terms of a transaction will
influence the allocation of functions and risks between independent parties and, therefore,
the prices charged and margins earned. Accordingly, differences in the contractual terms
applicable to the controlled transaction and uncontrolled transaction(s) require identification
and analysis.

One of the benefits of forming a multinational enterprise (MNE) group, besides creating
synergies, is a reduction in transaction costs (i.e. costs of negotiating and drawing up
agreements). It is, therefore, not uncommon that MNE groups do not have formal contractual
arrangements in place for some of their intragroup dealings. Where formal contractual
arrangements are not in place, for transfer pricing purposes the terms may need to be
deduced from the economic relationships of the parties and their conduct. This may be best
evidenced by correspondence and communication between the parties. Where formal
contracts are in place, it is important to check whether the terms of the contract are actually
adhered to in practice and are congruent with conduct of the parties.

Details of the contractual terms of potentially comparable transactions between independent
parties will often be limited or unavailable. The impact of such informational deficiencies on
comparability will depend on the method being applied, the transactions under examination,
and the particular facts and circumstances. Informed judgment is required in this regard.

Examples of contractual terms that may influence the price or margin may include, but are
not limited to:™

= Differences in volumes;

= Differences in payment terms (for example, net 30 days as compared to net 90
days);

»  Shipping terms (for example, FOB as compared to CFR or CIF);*®

= Geographic area, exclusivity, duration in relation to the licensing of intangibles; and

= Currency, security, and call and repayment options in relation to financial
transactions.

Functional Analysis

!4 See Revisions to Chapter 1, Section D 1.36. Amendments in October 2015 by the Final Reports on BEPS Actions 8-10:
“Aligning Transfer Pricing Outcomes with Value Creation.”

'3 See further, chapter on comparability analysis in the UN Manual.

'8 Under the Incoterm standard published by the International Chamber of Commerce, FOB stands for “Free On Board” and
designates that the passing of risks occurs when the goods pass the ship’s rail at the port of shipment, CFR (Cost, Freight) and
CIF (Cost, Insurance, Freight) and on the other hand designate that the risk is transferred to the buyer once the goods are
loaded on the vessel, and that the seller pays costs and freight (and insurance in the case of CIF) to bring the goods to the port
of destination.
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In so far as the comparability analysis may be considered the cornerstone of the arm’s
length principle, the functional analysis (which involves an analysis of functions performed,
risks assumed and assets employed) may be considered as a cornerstone of the
comparability analysis.

In transactions between independent parties, the compensation will usually reflect the
functions that each party to the transaction performs, the assets they employ, and the risks
they assume. For example, the more functions a party performs, the greater risks it bears,
and the higher the value of the assets employed in relation to a transaction, the greater the
remuneration it would expect to receive from the other party in relation thereto. As a result,
the remuneration of a party, and therefore its profit potential, with respect to a transaction (or
set of transactions) will generally be correlated with the functions it performs, the risks it
bears, and the assets that it employs.’

Functional analysis — example functions, assets and risks

Functions = Design

= Manufacturing
=  Assembling

= Research and development
= Servicing

= Purchasing

= Distribution

= Marketing

= Advertising

= Transportation
= Financing

= Management

Assets = Plant and equipment

= Valuable intangibles

* Financial assets

Note: the age, market value, location, property right protections
etc. may also require consideration, along with the legal,
economic and beneficial ownership of valuable intangibles

Risks = Market risks such as input and output price fluctuations

» Risks of loss associated with investment in and use of
property, plant and equipment

= Risks of failure or success in research and development

= Financial risks such as those caused by currency exchange
rate and interest rate variability

=  Credit risks

Source: Based on OECD Transfer Pricing Guidelines 2017

An analysis of the economically significant functions performed, risks assumed, and assets
employed by the parties in relation to the transaction(s) being examined is necessary not
only to assess comparability, but it also plays an important role in accurately delineating the
transaction(s) and from that, determining how the transfer prices should be set or tested
(e.g. selecting the most appropriate transfer pricing method how it should be applied).

7 Simply performing more functions, bearing greater risks, and employing greater assets does not necessarily lead to high
profitability. However, implicit in bearing more risk is the possibility of that risk materializing, resulting in decreased profitability
or even losses.
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Undertaking a detailed functional analysis in practice will often involve significant research
and analysis and is highly reliant on the collection of accurate and sufficiently detailed
information obtained from a variety of sources. Typically, in an audit context, this will involve
more than a desk review, and may require interviews of relevant personnel (operational
personnel). Where informational deficiencies do exist, as is often the case when analyzing
external comparables, professional judgment may be required as to whether or not those
transactions are sufficiently comparable.

The identification and quantification of risks assumed can present a significant practical
challenge when conducting a functional analysis. Consequently, the most recent revision to
the OECD Transfer Pricing Guidelines provides expanded guidance on risk assumption in a
transaction. In line with the general emphasis on economic substance and the accurate
delineation of transactions, these revisions emphasize that contractual allocation of risks is
only accepted when it corresponds to the performance of control functions in relation to the
risk and capacity to assume the risk. With respect to financing, for instance, the revisions
clarify that a legal entity that controls a funding risk is not entitled to the returns associated
with operational risks, unless it exercises control over those operational risks.

Characteristics of the product or service

The characteristics of a particular product or service impact upon the value attributed to it in
the open market. Therefore consideration of the characteristics of the products and/or
services in the transactions being compared is required in order to determine whether or not
there are any differences that materially impact the condition being examined, and where
there is, whether appropriate adjustments can be made to eliminate the impact. Examples of
characteristics that may be important to consider are set out in the table below.

Sample Characteristics of Tangible Property, Services, and Intangible Property

Tangible property = Physical features
» Quality and reliability
Availability and volume of supply

Nature of the services
Extent of the services

Services

Intangible property = Form of the transaction (for example, sale or license)

= Type of property (for example, patent, trademark, or know-how)
= The duration and degree of protection

» Anticipated benefits from use

Source: Based on OECD Transfer pricing Guidelines (2017)
Economic Circumstances

In transactions between independent parties, the economic circumstances (including the
market within which a transaction takes place) surrounding a transaction can have a
significant influence on its pricing. For example, the price paid for the same goods or
services can differ significantly as between geographic locations or the industry (or sub-
industry) in which they take place. Whether differences in economic circumstances have a
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material impact on the condition being examined will depend on the particular facts and
circumstances however. For example, for some products and services global markets have
emerged, thus geographical location may have limited or no impact on the pricing. 8
However for many products and services, differences in market size, competition and
regulation for example can have a significant impact on pricing at the regional or country
specific level.

Examples of economic circumstances that may be important to consider, include, but are not
limited to: *°

= Geographic location

= Market size

= Barriers to entry

= Level of the market (wholesale, retail etc.)

= Competition

= Existence and availability of substitute products

= Location specific costs

= Government regulation

= Economic condition of the industry

= Consumer purchasing power

= Economic, business or product cycles

Business Strategies

Adoption of particular business strategies by parties to a transaction (or group of
transactions) can have a significant impact on pricing. Such strategies may include inter alia;
market penetration; market expansion; market maintenance and diversification strategies.

Undertaking a Comparability Analysis in Practice

The goal of the comparability analysis, aside from identifying and analysing the economically
significant elements of the controlled transaction(s), is to identify uncontrolled transactions
that are sufficiently comparable to the controlled transaction(s) under examination so as to
be able to apply a transfer pricing method and make a determination of the arm’s length
price or margin, or as is more common, a range of prices or margins (see below).

The actual process adopted in practice will depend on the particular facts and circumstances
of the particular case and the resources available. The OECD Transfer Pricing Guidelines
detail a typical 9-step process that is considered good practice in this regard. The chapter
on ‘comparability analysis’ in the UN TP Manual details a similar process.

'8 See for example: Commissioner of Taxation v SNF Australia Pty Ltd 2011 ATC 20-265 (Australia) where Ryan, Jessup and
Perram JJ found that the evidence “...pointed to the existence of a global market” and that “standing back from the evidence
that conclusion should hardly be surprising: the products in question were high volume industrial chemicals used in worldwide
industries and inherently transportable. It is difficult to see how the market could not be a global one.”

19 See further, Chapter 1 (D.1.) of the OECD Transfer Pricing Guidelines 2017 and chapter on comparability analysis in the UN
Manual.
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Comparability Analysis: the typical 9 step process in the OECD TPG

Step 1: Determination of years to be covered

Step 2: Broad-based analysis of the taxpayer’s circumstances

Step 3: Understanding the controlled transaction(s) under examination, based in particular
on a functional analysis, in order to choose the tested party (where needed), the most
appropriate transfer pricing method to the circumstances of the case, the financial indicator
that will be tested (in the case of a transactional profit method), and to identify the significant
comparability factors that should be taken into account.

Step 4: Review of existing internal comparables, if any.

Step 5: Determination of available sources of information on external comparables where
such external comparables are needed taking into account their relative reliability.

Step 6: Selection of the most appropriate transfer pricing method and, depending on the
method, determination of the relevant financial indicator (e.g. determination of the relevant
net profit indicator in case of a transactional net margin method).

Step 7: Identification of potential comparables: determining the key characteristics to be met
by any uncontrolled transaction in order to be regarded as potentially comparable, based on
the relevant factors identified in Step 3 and in accordance with the comparability factors set
forth at paragraphs 1.38-1.63.

Step 8: Determination of and making comparability adjustments where appropriate.

Step 9: Interpretation and use of data collected, determination of the arm’s length
remuneration.

Sources of Comparable Information

Application of the arm’s length principle is relatively flexible vis-a-vis the sources of
information that can be relied upon, with the generally accepted qualifications that the
information must be publically available (see below), concern transactions between
unrelated parties and meet the standard of comparability (see above).

Generally speaking, broad distinction can be made between so-called ‘internal comparables’
and ‘external comparables’:

» |Internal comparables - comparable transactions that have taken place between one
party to the controlled transaction and an independent party

= External comparables - comparable transactions that have taken place between
two independent parties, which are not associated with each other or either of the
parties to the controlled transaction(s).

Internal comparables, where they exist, may have a more direct relationship to the
transaction being examined. Furthermore it is likely that the necessary information to
perform the comparability analysis will be more readily available and complete. As a result
internal comparables can be easier and less expensive to identify and obtain information in
relation thereto as opposed to external comparables. However, as most MNE groups are
highly integrated, internal comparables are uncommon in practice. Often, where an entity
does engage in potentially comparable uncontrolled transactions, these uncontrolled
transactions do not, upon closer examination, meet the comparability standard. This is often
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due to differences in comparability factors such as; market level; geographic market;
contractual terms; and, quantities sold or purchased.

There are various sources of information that can be used to identify and obtain information
on external comparables. The availability of such information however will be highly
dependent on numerous factors, including; the type of transaction being examined, the
methodology being applied and, where relevant, the country (or region) in which the tested
party is located. Commonly used sources of information include commercial databases
(which collate publically available information into a more user-friendly and easily searchable
format, but often have limited coverage in developing countries as discussed further below),
government bodies that collect and publish statutory financial accounts of local entities,
company websites and the internet more generally (which can be used for example to obtain
copies of annual reports and general information about the business activities and strategies
of enterprises). These information sources are used by both taxpayers and tax
administrations.?

3.4.3. TRANSFER PRICING METHODS

The OECD Transfer Pricing Guidelines detail five transfer pricing methods that may be used
to “establish or test the arm’s length principle”™:

= Comparable uncontrolled price method
= Resale price method

= Cost plus method

» Transactional net margin method

» Transactional profit split method

The first three methods are commonly referred to as the ‘traditional transactional methods’
whilst the latter two are referred to as the ‘transactional profits methods’. These methods, or
iterations thereof, are referred to in the UN Practical Manual and in the domestic legislation
or administrative guidelines of almost all countries with established transfer pricing regimes.
Reference is also made in the OECD TPG to the use of other methods to establish transfer
prices, provided that the outcome is consistent with the arm’s length principle. The use of
other methods may or may not be acceptable depending on the applicable domestic law.

A basic explanation of each of the methods is provided below.

Comparable uncontrolled price method (CUP method)

The CUP method compares the price charged in controlled transaction with the prices
charged for comparable goods or services (including the provision of finance and
intangibles) in uncontrolled transaction(s). Where the prices differ, this may be an indication
that the conditions in the controlled transaction were not arm’s length.

% For example, in its Announcement and Report concerning Advance Pricing Agreement (29 March 2011) the United States’
IRS disclosure that the following sources of comparable information were used (with varying degrees of frequency): Compustat,
Disclosure; Mergent; Worldscope; Amadeus; Moody’s; Australian Business Who's Who; Capital I10; Global Vantage; SEC;
Osiris; Japan Accounts and Data on Enterprises (JADE); and “others”. - http://www.irs.gov/pub/irs-utl/2010statutoryreport.pdf
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This price comparison may be made between internal uncontrolled transactions or external
uncontrolled transactions (see above), depending on the existence of such transactions and
availability of information in relation thereto. The condition being examined when applying
the CUP method is the price of the products or services (including the provision of finance
and/or intangibles). Accordingly, when assessing comparability it is important to consider
that even minor comparability differences may have a material impact on the condition being
examined. In this regard, the required standard of comparability for applying the CUP
method is high relative to the other transfer pricing methods.

The main strengths of the CUP method are the fact that the actual price in the transaction is
subject of the comparison/analysis and that it is not a one-sided analysis (there is no
requirement to select a tested party — see below). However, the sensitivity of the CUP
method to comparability differences means that this method is less likely to be the most
appropriate method for more complex transactions or those involving non-commoditised
goods, services or intangibles. .

Common examples of the CUP method being successfully applied in practice include, inter
alia:
= Cases where internal comparables exist (tangible goods, services, royalty rates etc.)
= Commodities transactions, particularly where information on market prices for
homogenous or standardised commodities exist
» Financial transactions (interest rates on loans etc.)
= Rights for the use of common intangibles (royalty rates, licence fees)

CUP method illustration

Controlled transaction

enterprise A ; > enterprise B
Colombian coffee beans

Price: 100/ton

Uncontrolled transaction

enterprise A ; 0
Colombian coffee beans

Price: 120/ton

First, it needs to be determined whether the uncontrolled transaction (sale by A to C) is comparable to
the controlled transaction (sale A to B). This will be done through a comparability analysis (review of
the five comparability factors).

It may be that the difference in the prices of the two transactions reflects a difference in relation to
one comparability factor (for instance, an additional function performed or risk assumed by A in its
transaction with C, compared to its transaction with B). In such a case, the effects of such difference
should, to the extent possible, be eliminated through a comparability adjustment.

If the two transactions are comparable, the price difference may indicate that the controlled
transaction is not arm’s length and the tax administration auditing enterprise A may consider a
transfer pricina adiustment equivalent to 20/ton.

Source: OECD Secretariat, Transfer Pricing Methods (2010).
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Resale price method

The resale price method starts with the price at which the product that is the object of the
controlled transaction is resold to an independent enterprise (the “resale price”), which is
then reduced by an appropriate gross profit margin (the “resale price margin”) in order to
determine an arm’s length price. The appropriate resale price margin is determined by
reference to the gross margins (see appendix 1) in comparable uncontrolled transactions.
Accounting consistency is therefore paramount to the reliable application of the resale price
method.

Arm’s length price = Resale Price x (1-Resale Price Margin)

Where Resale Price Margin = gross profit margin, defined as ratio of gross profit to
revenues.

The condition being examined when applying the resale price method is the resale price
margin earned by the reseller of the goods, hence it is a one-sided method that requires the
selection of a tested party (see below). As the starting point for application of the resale price
method is the resale price, the tested party must necessarily be the party that purchases the
product in the controlled transaction which it then resells.

The resale price margin represents the margin that a reseller of the relevant products would
seek to make in order to cover its operating expenses, taking into account the functions it
performed, assets employed and risks assumed. The appropriate resale price margin may
be determined by reference to the gross profit margins earned in internal comparable
uncontrolled transactions or by reference to the gross profit margins earned by independent
parties in external comparable uncontrolled transactions. Comparable resale price margins
may be used as either a comparison to test compliance with the arm’s length principle or as
a reference point for setting the prices in the controlled transactions.

When assessing comparability for the purposes of applying the resale price method it is
important to consider that minor differences in the characteristics of the product may not
materially affect the condition being examined — the resale price margin - as, for example,
minor product differences are more likely to materially impact price as opposed to a profit
margin. Functional comparability is very important however, as the main premise underlying
the resale price method is that parties with comparable functional profiles (taking into
account assets and risks) will be compensated similarly.

The main strengths of the resale price method are that as the condition being examined is at
the gross margin level, there is less scope for variables unrelated to the transfer price in the
controlled transaction to have an affect (vis-a-vis the TNMM — below), the fact that the
starting point is an independent price (i.e. the resale price). The resale price method is
however a one sided method, and thus requires the selection of a tested party. As only one
party to the transaction is tested, there is the possibility that the arm’s length resale margin
for one party may give rise to an extreme result for the other party to the controlled
transaction(s) (i.e. a loss or extreme profitability) which may not be arm’s length.
Furthermore, the resale price method is very sensitive to the classification of amounts to be
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taken into account in calculating the gross profit margin or alternatively as selling and other
operating expenses. As gross margin data may not be reported or where there are
differences in accounting treatment that cannot be reliably adjusted for, such data may not
be available or may be rendered unsuitable for the application of the resale price method
(see below).

Common examples of the resale price method being successfully applied in practice include,
inter alia:
= Sijtuations where a reseller purchases products for resale from associated parties
and independent parties, but due to product differences the CUP method cannot be
applied
= Purchases of products from associated parties for resale by a reseller (e.g. a
distributor) that does not add significant value by, for example, making physical
modifications, contribution of valuable intangible property, significant marketing
activities
= Commissionaires and agents (not undertaking significant marketing activities)

Resale price method (illustration):

Tested in the
resale price
method,;
determined from
uncontrolled
comparables

ost of goods sold: transfer price 600 _ )
(i.e. purchase price

(300) from as;ociated
enterprise)

Sales price to independent customers 1,000

Selling and other operating expenses

Operating profit 100

Source: OECD Secretariat, Transfer Pricing Methods (2010)

Cost plus method

The cost plus method starts with the costs incurred by the supplier of the property or
services that are the object of the controlled transaction, which are then marked up by an
appropriate mark-up in order to determine an arm’s length price. The appropriate cost plus
mark-up is determined by reference to the gross margins earned in comparable uncontrolled
transactions. Accounting consistency, and in particular the composition of the relevant cost
base, is therefore paramount to the reliable application of the cost plus method.

Arm’s length price = Cost base x (1 + Cost Plus Markup)

Where Cost Plus Markup = gross profit margin, defined as ratio of gross profit to the
relevant cost base
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The cost plus mark-up represents the margin that a supplier of the relevant goods or
services would seek to make in order to its cover operating expenses, taking into account
the functions it performed, assets employed and risks assumed. The appropriate cost plus
margin may be determined by reference to the gross profit margins earned in internal
uncontrolled comparable transactions or by reference to the margins earned by independent
parties in external comparable uncontrolled transactions. Comparable cost plus margins
may be used as either a comparison to test compliance with the arm’s length principle or as
a reference point for setting the prices in the controlled transactions.

The condition being examined when applying the cost plus method is the cost plus mark-up
earned by the supplier of the products or services; hence it is a one-sided method that
requires the selection of a tested party. As the starting point for application of the cost plus
method is the costs incurred by the supplier of the goods or services, the tested party must
necessarily be the party that supplies the product or service in the controlled transaction.
The costs to be taken into account are the direct and indirect costs of producing the product
or service, excluding operating costs. As these costs are the starting point, it is important
that these costs are either incurred in transactions with independent parties, or otherwise
determined to be consistent with the arm’s length principle.

The main strengths of the cost plus method are that as the condition being examined is at
the gross margin level, hence there is less scope for variables unrelated to the transfer price
in the controlled transaction to have an affect (vis-a-vis the TNMM — see below), the fact that
independent parties sometimes use costs as a reference point for determining prices and
availability of comparable information vis-a-vis the CUP method (see above). However, as
gross margin data may not be reported and where it is, differences in accounting treatment
cannot be reliably adjusted for, this renders the cost plus method unsuitable in many cases.
The availability of reliable gross margin data for the purposes of applying the cost plus
method can be problematic in practice, particularly given the importance of ensuring that the
cost base is comparable as between the transactions being compared (see below).

Common examples of the cost plus method being successfully applied in practice include,
inter alia:
= Sijtuations where a supplier of the goods or services in the controlled transaction(s)
supplies similar goods or services to independent parties, but due to differences in
the product or service the CUP method cannot be applied
= Sales of products where the manufacturer does not contribute valuable intangibles or
assume substantial risks (e.g., contract manufacturers etc.)
* Intra-group services
= Contract research and development arrangements
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Cost plus method (illustration):
Cost of raw materials 200
Other direct and indirect production costs 100 Tested in the cost plus
method; determined
Total cost base 300 from uncontrolled
comparables
hmmmmnm_m (i.e. sale price to
associated enterprise)
hlﬁﬁﬁ_{dﬁq‘/
Overheads and other operating expenses (40)
Operating profit 20

Source: OECD Secretariat, Transfer Pricing Methods (2010).

Transactional net margin method %

The transactional net margin method (“TNMM”) examines an appropriate financial
indicator (based on net profit) that the tested party realizes in controlled transactions, and
compares it with that realized in comparable uncontrolled transactions. The appropriate
financial indicator will differ depending on the facts and circumstances and the selection of
the tested party (see below). The appropriate financial indicator is determined by reference
to the net profit (operating margin) (see Appendix 1) earned in comparable uncontrolled
transactions (as opposed to the gross margin, as used when applying the resale price or
cost plus methods). Examples of financial indicators commonly used are set out in the table
below.

Financial Indicators Tested Party Examples of use
Operating profit Operating Party earning sales | Distribution
margin profit*/sales income enterprises
(also “EBIT/sales

ratio”) *net margin

excluding taxes and
interest, also
referred to as EBIT

Return on total operating profit/total | Party incurring costs | Service providers
costs costs and manufacturers
(also “full cost plus

markup”)

2 In the some countries (namely the United States) a slightly different version of this method is applied, which is referred to as
the comparable profits method (CPM). The CPM is very similar to the TNMM, the main difference is that in CPM is described
in the United States’ regulations as providing for a comparison with the results of uncontrolled entities, whereas the TNMM, as
described in the OECD TPG, refers to a comparison of the controlled transaction(s) with uncontrolled transactions. Whilst the
distinction is relatively clear in theory, in practice the TNMM is, out of necessity, often applied using whole of entity or
segmented data (provided the comparability requirements are still met).
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Berry Ratio Gross Party incurring Distribution

profit/operating operating expenses | enterprises
expenses
ROA (return on Operating Party holding and Asset intensive
assets) profit/assets* employing assets activities

*generally tangible
operating assets

ROCE (return on Operating Party with capital Asset/capital
capital employed profit/capital employed intensive activities
employed*

*for example, total
assets less current
liabilities or fixed
assets plus working
capital

Note: See Appendix 1 for example calculations of operating profit margin, return on total
costs and berry ratio.

When assessing comparability for the purposes of applying the TNMM it is important to
consider that minor differences in the characteristics of the product or service may not
materially affect the condition being examined — the net profit margin — as, for example,
minor differences as regards the product, services or industry are more likely to materially
impact a price or a gross margin, as opposed to a net profit margin. Functional comparability
is very important however, as the main premise underlying the TNMM is that parties with
comparable functional profiles will be compensated similarly, however relatively minor
differences in functionality may not have a material impact on the net margin, or may be able
to be appropriately adjusted for, since such minor differences in functions may be reflected
in variations in operating expenses.

An advantage of the TNMM is that since the condition being examined is at the net margin
level there is a greater pool of potential comparable information available vis-a-vis the CUP,
resale price and cost plus methods. Net margins are also being less likely to be materially
affected by differences in the product/service or minor functional differences, and net margin
information is commonly reported on (in financial accounts) and is less likely to be materially
impacted by accounting differences. The TNMM is also very flexible in its application, in that
the net margin can be compared to different bases depending on the financial indicator
selected, allowing, for example, for the selection of the supplier or the purchaser in the
controlled transaction(s) to be selected as the tested party. As a result of this flexibility and
the relative availability of information, the TNMM is one of the most commonly applied
methods in practice (Cooper & Agarwal 2011), in both developed and developing countries.

One major criticism of the TNMM is that net margins are affected by factors other than the
transfer price(s), it is therefore important to ensure that during the comparability analysis that
these other non-transfer pricing related factors are considered and that other controlled

WCO Guide to Customs Valuation and Transfer Pricing - 38



transactions that may impact the net margin (such as services payments) are consistent with
the arm’s length principle.

Common examples of the TNMM method being successfully applied in practice include, inter
alia:
= Sales of tangible products to distributors (not performing significant marketing
functions or contributing valuable intangibles) where the data is not available to use
the resale price method
= Sales of tangible products by manufacturers (performing routine manufacturing
functions and not contributing valuable intangibles or bearing significant risk) where
the data is not available to use the cost plus method
= Where gross margin data is available but is not reliable due to accounting differences
= Intra-group services, including contract research and development arrangements.

Difference between a resale price and a TNMM for a
distributor (illustration):
Sales revenue (sales to independent customers) 1,000
Cost of goods sold (purchases from associated enterprise) (400) Tested in a resale
price method
ross profit (e.g. 60% of sales 600
Selling and other operating expenses (400) Tested in 2 TNMM
_M/
Financial items +10
Exceptional items (30)
Pre-tax profit (EBT, earnings before taxes) 180
Income tax (60)
Net profit 120
Dividends/retained earnings

Source: OECD Secretariat, Transfer Pricing Methods (2010).
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Difference between a cost plus and a TNMM for a contact
manufacturer (illustration):

Cost of raw materials 200

Other direct and indirect production costs
Tested in a cost

Total cost base plus method
hm

Transfer price 360

Tested in a TNMM
Overheads and other operating expenses (45)

Op gp e.g. o% of costs

Source: OECD Secretariat, Transfer Pricing Methods (2010).

Transactional profit split method **

The transactional profit split method begins with the relevant profits (or losses) arising
from the controlled transaction(s) and then attempts to split those profits between the
associated enterprises which are party to those transactions on an economically valid basis.
Ideally, this economically valid basis should be supported by market data, however this is
not always possible, and thus internal data, applied objectively using allocation keys for
example, may be relied upon by necessity.

When applying the profit split method, different approaches may be used for determining the
appropriate (arm’s length) split of profits between the parties:

= Comparable profit split - Relevant profit (or loss) is split by reference to comparable
splits of profits observed between independent enterprises in comparable
transactions

= Contribution analysis - Relevant profits (or losses) from the controlled transaction(s)
allocated between the associated parties on the basis of their relative contributions

2 Revised guidance on the application of the transactional profit split method is currently under development at the OECD as
set out in the BEPS Actions 8-10, Final Report (2015).
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» Residual analysis - A two-step approach that first allocates profits to non-unique
(routine) activities of the associated parties and then splits the residual profit or loss
(if any) on an economically valid basis, e.g. by applying a contribution analysis.

As the condition being examined when applying the profit split method is the split of the
combined profits, the profit split is not a one-sided method — the results of all parties to the
controlled transaction(s) are considered. The application of the profit split method may
however, depending on the approach adopted, require the application of other one-sided
methods (such as the resale price method, cost plus method or TNMM) as one of the steps
in determining the appropriate split.

The profit split is used in practice in situations where the controlled transactions:

e where each party to the transaction makes unique and valuable contributions, e.g. in
the form of valuable intangibles, which cannot be reliably measured by reference to
comparable uncontrolled transactions; and/or

e are highly integrated and therefore cannot be reliably considered as a separate
basis;

o Where the parties to the transaction share the economically significant risks
associated with those transactions.
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3.4.4. SELECTION OF TRANSFER PRICING METHOD

When determining which method to apply, reference must firstly be made to the relevant
domestic law requirements (if any). In this regard, domestic law may dictate a hierarchy of
methods?®; a ‘best method’ standard, or, as is more commonly the case, a standard of “most
appropriate method to the circumstances of the case”. The latter approach is that which is
provided for in the OECD Transfer Pricing Guidelines®. In practice, it is practical realities
and constraints such as the information available concerning comparable transactions, the
functional profiles of the parties to the controlled transaction(s) and the type of transactions
that typically dictate the method to be applied. In this regard, the guidance provided in the
OECD TPG on the selection of the most appropriate method to the circumstances suggests
that the following be taken into account:*

= the respective strengths and weaknesses of the methods

= the appropriateness of the method considered in view of the nature of the controlled
transaction

= determined in particular through a functional analysis

= the availability of reliable information (in particular on uncontrolled comparables)
needed to apply the selected method and/or other methods

= the degree of comparability between controlled and uncontrolled transactions,
including the reliability of comparability adjustments that may be needed to eliminate
material differences between them.?

Despite the adoption of the most appropriate method standard, the OECD TPG 2017 do still
express a preference for the CUP method where it and another method can be applied “in
an equally reliable manner”. This same preference is also relevant as regards the other
traditional methods (i.e. the cost plus method and the resale price method) when either can
be applied in an equally reliable manner to the TNMM).

lllustration of the selection of the most appropriate method to the circumstances of
the case

If CUP and another method can be applied = CUP
in an equally reliable manner

If not:
Where one party to the transaction = One sided method
performs “benchmarkable” function (e.g.
manufacturing, distribution, services for = Choice of the tested party (seller or

% Prior to 2010 the OECD TPG contained a hierarchy of methods, with the TNMM and PSM specified as methods of last resort.
This explicit hierarchy was removed in 2010, following an extensive public consultation process on the use of these methods.

2 “The selection of a transfer pricing method always aims at finding the most appropriate method for a particular case.” (para
2.2 of the OECD TP Guidelines 2017)

% See further paragraphs 2.1 — 2.10 of the OECD Transfer Pricing Guidelines (2010)

% paragraph 2.2 of the of the OECD Transfer Pricing Guidelines (2017)
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which comparables exist) and does not
make any unigue and valuable contribution

purchaser): generally the one that has the
less complex functional analysis.

The tested party is the seller (e.g. contract
manufacturing or provision of services)

v' Cost plus = If cost plus and
v' Cost-based TNMM can be
TNMM (i.e. applied in an
testing the net equally reliable
profit/costs) manner: cost plus
v' Asset-based
TNMM (i.e.
testing the net
profit/assets)

*The tested party is the buyer (e.g.
marketing /distribution)

v" Resale price
v' Sales based

= If resale price
and TNMM can be

TNMM (i.e. applied in an
testing the net equally reliable
profit/sales) manner: resale

price

Where each of the parties makes unique
and valuable contributions to the controlled
transaction; the transactions are so highly
integrated that they cannot be reliably
evaluated in isolation; and/or the parties
share the economically significant risks in
relation to the transaction

= Two-sided method
v Transactional profit split

MNEs retain the freedom to use “other
methods” not listed above, provided they
satisfy the arm’s length principles. In such
cases, the rejection of the above-described
methods and selection of an “other method”
should be justified.

= Other methods

Source: Adapted from OECD Secretariat, Transfer Pricing Methods (2010).

3.4.5. SELECTION OF TESTED PARTY

Application of a one-sided transfer pricing method (i.e. the resale price method, the cost plus
method and the transactional net margin method — see above) requires the selection of a
tested party. The tested party is the party for which the relevant condition being examined
under the relevant method (i.e. gross profit margin, gross profit mark up, net margin etc.) is
to be tested. The selection of the tested party is crucial to the selection of the transfer pricing
method to be applied and, in the case of the transactional net margin method, the financial
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indicator to be used. The OECD TPG provide the following guidance on the selection of the
tested party:?’

The choice of the tested party should be consistent with the functional analysis of the
transaction. As a general rule, the tested party is the one to which a transfer pricing method
can be applied in the most reliable manner and for which the most reliable comparables can
be found, i.e. it will most often be the one that has the less complex functional analysis.

In practice, the tested party will generally be the party to the transaction with the least
complex functional profile and for which the most reliable information is available. For
example, when examining the sale of products by a complex manufacturer that has
developed and exploits unique and valuable intangibles (such as patents and trademarks) to
a distributor that undertakes general routine functions, assumes minimal risks and that does
not employ any unique and valuable intangibles, it is likely that the distributor would be the
appropriate tested party, and the resale price method or the transactional net margin method
would be applied accordingly. If, however, the factual situation is reversed, and the
manufacturer undertakes general routine functions, and assumes minimal risks and the
distributor undertakes high value added functions such as extensive marketing and has
developed and exploits unique and valuable intangibles (e.g. a valuable trademark), it is
likely that the manufacturer would be the appropriate tested party and the cost plus method
or transactional net margin method would be applied accordingly.

The tested party may be the local party or the foreign party to the controlled transaction(s).
However in practice, issues can arise in some countries regarding the acceptability of a
tested party not located in that country, i.e. a so-called foreign tested party, largely due to
concerns of availability and reliability of information concerning the foreign party.

3.4.6. ARM’S LENGTH RANGE

Although application of the most appropriate transfer pricing method(s) can give rise to a
single arm’s length price or margin, in practice it is commonly the case that application of the
most appropriate method(s) will result in a range of acceptable arm’s length results (i.e. an
arm’s length range). This range may come about because:*®

*= in using a single method, the arm's length principle only produces an approximation
of conditions that may be established between independent enterprises and for this
reason the comparables examined may lead to different results

= when using more than one method, differences in the nature of the methods and
data relevant to applying each method may produce different results

In practice, an arm’s length range is more likely to arise as a result of the identification of
multiple comparables (of equal reliability) that give rise to different arm’s length prices or
margins (see figure 1), as opposed to the use of more than one method, as it is not common
that more than one method is applied.

% paragraph 3.18 OECD TPG 2017
% paragraph 2.83 of Australian Taxation Ruling TR 97/20
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How the arm’s length range is defined and used is a matter of domestic law and/or
administrative practice. For instance, some countries typically adopt a ‘full’ range while in
others, statistical measures, such as an interquartile range (see figure 1.5) may be used.
Figure 1.5 — lllustration of “Full” Arm’s Length Range and Interquartile Range
EBIT/Sales-20x1
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3.4.7. TRANSFER PRICING ADJUSTMENTS

The table below sets out the various types of adjustments that may be made for transfer
pricing purposes, depending on the particular case, applicable domestic law and the
applicability of a tax treaty.

Type of adjustment Description

Primary Adjustment made by the tax administration in order
to increase (or decrease) the taxable income of a
taxpayer in accordance with the arm’s length

principle.
Compensating adjustment Self-adjustment made by the taxpayer, whereby the
(actual price adjustment) actual transfer price is adjusted in order to be

compliant with the arm’s length principle. This would
involve the price adjustment being recorded in the
accounts of the taxpayer and a debit/credit note

being issued.
Compensating adjustment Self-adjustment made by the taxpayer, whereby the
(for tax purposes only) taxpayer reports an (arm’s length) transfer price for

tax purposes that differs from the amount actually
charged by the associated enterprises.

Corresponding adjustment Adjustment to the tax liability of an associated
enterprise corresponding to a primary adjustment
made with respect to another associated enterprise
in relation to a transaction with the first associated
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enterprise so that the allocation of profits between
the enterprises is consistent and no double taxation
of the same income occurs.

Secondary adjustment Adjustment that arises from imposing a tax on a
secondary transaction (that is, a constructive
transaction asserted in order to make the actual
allocation of profits consistent with the primary
adjustment).

As regards primary adjustments, in most countries, where the price or margin used in the
controlled transaction falls within the arm’s length range (see above), no transfer pricing
adjustment will generally be made. However, where the price or margin falls outside of the
arm’s length range, an appropriate point within the range will need to be selected.

In practice, various approaches are adopted to the selection of the appropriate point within
the range. The OECD Transfer Pricing Guidelines state that “In determining this point, where
the range comprises results of relatively equal and high reliability, it could be argued that any
point in the range satisfies the arm’s length principle”. Therefore, in practice, the selection
of the appropriate point in the range should be based on the facts and circumstances,
weighing up various qualitative factors. However, in the absence of any factors or
circumstances in favor of a particular point in the range, or where there are comparability
defects (i.e. due to a lack of information or the use of “inexact” comparables) the use of
measures of central tendency (such as the average (mean), median or weighted average)
may be prescribed, or deferred to in practice (see figure 1.6).

Figure 1.6 — lllustration of Measures of Central Tendency

EBIT/Sales-20x1
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» paragraph 3.62 OECD TPG 2017

WCO Guide to Customs Valuation and Transfer Pricing - 46



3.5. DISPUTE AVOIDANCE AND RESOLUTION

In addition to the typical domestic tools available for the avoidance and resolution of tax
disputes, there are two specific mechanisms available for avoiding and resolving transfer
pricing disputes.

3.5.1. ADVANCE PRICING ARRANGEMENTS

Advance pricing arrangements (APAs) are arrangements that agree, in advance, an
appropriate set of criteria for the transfer pricing treatment of a specific transaction or group
of transactions, for a future period of time, generally for a specific taxpayer or group of
taxpayers. The sorts of criteria agreed will generally be the transfer pricing method to be
applied, comparables to be used (or the arm’s length range to be applied from those
comparables) and specific critical assumptions as regards the future situation. An APAs will
typically cover a period of 3-5 years, but may be longer or shorter, depending on the
particular case and the rules and practices of the country(ies) involved.

There are various types of APAs, categorized by the number of parties involved:
= Unilateral — APAs involving an arrangement between the taxpayer and the tax
administration.
= Bilateral — APAs involving an arrangement between two tax administrations and the
associated enterprises in those two countries
= Multilateral - APAs involving an arrangement between multiple tax administrations
and the associated enterprises in each country

The number of countries with APA programs (i.e. offering APAs) has been increasing
steadily and APAs, as a result, are becoming more commonplace. In addition to being used
a dispute avoidance tool, APA’s can play a role in resolving existing disputes through
agreement on both historical and future treatment.

3.5.2. MUTUAL AGREEMENT PROCEDURE

The Mutual Agreement Procedure (MAP) article of double tax agreements (see section
3.3.2) plays a crucial role in eliminating double taxation by providing a legal framework for
the competent authority of one contracting state to the treaty to come together with the
competent authority of the other contracting state to endeavour to remedy instances of
“taxation not in accordance with the provisions of the Convention.” Whilst the MAP is equally
applicable to non-transfer pricing cases, such as disputes regarding the existence of and
attribution of profits to a permanent establishment, residence, and withholding taxes,
historically the majority of these cases have involved transfer pricing issues.

The outcome of a MAP may involve the contracting state that made the primary adjustment
reducing or withdrawing the adjustment, or the other contracting state making the necessary
corresponding adjustment in order to eliminate economic double taxation, or a combination
thereof. However, the MAP articles of most of the comprehensive tax treaties currently in
force do not require that the competent authorities reach an agreement, only that they
endeavour to do so. Thus, under such agreements, there is no guarantee that any economic
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double taxation arising from transfer pricing adjustments will be eliminated. Efforts to
strengthen the effectiveness of the MAP process have, therefore, also been a key element
of the OECD/G20 BEPS process, which resulted in the adoption of commitment to
implement specific measures (a “minimum standard”) aimed at the timely, effective, and
efficient resolution of treaty based disputes.®

In recent years, an increasing number of MAP articles have been drafted to include binding
arbitration provisions.*! In addition to this, countries signing the Multilateral Convention to
Implement Tax Treaty Related Measures to Prevent BEPS also had an option to adopt
measures which could provide for binding arbitration. Where applicable, treaties containing
such provisions may require that a solution be implemented by the contracting states in
order to eliminate the double taxation. The European Arbitration Convention (1990), which
deals specifically with the elimination of double taxation in connection with the adjustment of
profits of associated enterprises, provides for compulsory binding arbitration as regards
disputes between its contracting parties.

In addition to providing a mechanism for resolving disputes, MAP articles also provide a
legal basis for competent authorities to negotiate bilateral and multilateral advance pricing
agreements for specific taxpayers (see above) and, although much less common in practice,
more general agreements covering a particular transaction type or industry.

3.6. SELECTED PRACTICAL ISSUES

Set out below are brief overviews of selected practical considerations of importance to
understanding the interface of transfer pricing and Customs valuation.

3.6.1. DIFFICULTIES IN OBTAINING COMPARABLE INFORMATION

In practice, obtaining data that reflects transactions between unrelated parties, is public and
meets the standard of comparability can be very difficult. Enterprises typically do not make
information public unless they are required to, and, due to the size and number of MNE
groups, transactions between unrelated parties are increasingly scarce. As a result,
obtaining information concerning comparable transactions is one of the greatest difficulties
faced in the practical application of transfer pricing. Practitioners make use of what
information can be obtained within this rigid framework. Often, the information that is
available is information concerning public filings by enterprises, namely financial accounts,
but also, in some jurisdictions, details of licence agreements and finance transactions.
Certain products may be publically traded (i.e. commaodities), providing a potential source of
transactional information, but can be limited in number.

% OECD/G20 Base Erosion and Profit Shifting (BEPS), Action 14 Final Report (2015): “Making Dispute Resolution Mechanisms
More Effective.”

* Example provisions are included in Article 25(5) of the OECD Model (2010) and Article 25B of the UN Model (2011)
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However, solutions need to be found in practice and the recently published “Toolkit for
Addressing Difficulties in Accessing Comparables Data for Transfer Pricing Analysis”32
presents practical tools to help with a search for potential comparables, common
approaches to adjust imperfect comparables, and discusses policy options (use of safe
harbours, reference to quoted prices for commodity sales, selective use of anti-avoidance
approaches) that can be considered by countries to address problems of poor availability of
accessibility of relevant data.

3.6.2. SECRET COMPARABLES

Tax administrations will generally have access to information regarding taxpayers and their
transactions that is not publicly available and is the subject of tax secrecy laws. Use of such
information (often generally referred to as the use of “secret comparables”) to determine and
support transfer pricing adjustments is a contentious issue, and may or may not be possible
under a country’s domestic law. In this regard, the OECD TPG recommend against the use
of secret comparables:*

Tax administrators may have information available to them from examinations of other
taxpayers or from other sources of information that may not be disclosed to the taxpayer.
However, it would be unfair to apply a transfer pricing method on the basis of such data
unless the tax administration was able, within the limits of its domestic confidentiality
requirements, to disclose such data to the taxpayer so that there would be an adequate
opportunity for the taxpayer to defend its own position and to safeguard effective judicial
control by the courts.

In practice, countries have adopted a range of different approaches to the use of secret
comparables. However, in the vast majority of cases the use of secret comparables is either
explicitly disallowed in the legislation or administrative guidelines, or they are not relied upon
in practice by the tax administration.

3.6.3. USE OF WHOLE OF ENTITY FINANCIALS AS COMPARABLES

One of the most commonly relied upon sources of comparable information in practice is
commercial databases. Commercial databases are databases whereby accounts or details
of transactions (that are otherwise publically available) are collated and presented in an
easily searchable form. Although these databases require a paid subscription (which can be
a particular constraint in developing countries with limited resources), they can generally
provide a more cost effective way for identifying external comparables. Commercial
databases typically present whole of entity financial data (i.e. company financial accounts)
and data on specific transactions types (such as financial transactions (loans) and royalty
agreements), depending on the particular database. One limitation of such databases is that

% platform for Collaboration on Tax (2017): A Toolkit for Addressing Difficulties in Accessing Comparables Data for Transfer
Pricing Analyses. http://documents.worldbank.org/curated/en/447901498066167863/pdf/116573-REVISED-PUBLIC-toolkit-on-
comparability-and-mineral-pricing.pdf

% paragraph 3.36 OECD Transfer Pricing Guidelines 2017
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the information they contain is based on publically available information, which may be
limited or non-existent in many countries (see above).

As the most common source of publically available information is whole of entity financial
accounts, it is this information that is often, out of necessity, relied upon for transfer pricing
purposes. This does not however mean that a wholesale comparison of profit margins of
entities is acceptable. Rather, an assessment of the comparability of the (independent) entity
as a whole is undertaken vis-a-vis the controlled transaction(s) being analysed, taking into
account all of the five comparability factors. Where the independent entity as a whole has
differences vis-a-vis the controlled transactions(s) that materially impact the condition being
examined under the transfer pricing method (for example, differences in functions
performed, undertaking different types of transactions) it will not be considered comparable,
unless such differences can be adjusted for. The OECD Transfer Pricing Guidelines provide
the following guidance in this regard:**

In practice, available third party data are often aggregated data, at a company-wide or
segment level, depending on the applicable accounting standards. Whether such non-
transactional third party data can provide reliable comparables for the taxpayer’s controlled
transaction or set of transactions aggregated consistently with the guidance at paragraphs
3.9-3.12 depends in particular on whether the third party performs a range of materially
different transactions. Where segmented data are available, they can provide better
comparables than company-wide, non-segmented data, because of a more transactional
focus, although it is recognised that segmented data can raise issues in relation to the
allocation of expenses to various segments. Similarly, company-wide third party data may
provide better comparables than third party segmented data in certain circumstances, such
as where the activities reflected in the comparables correspond to the set of controlled
transactions of the taxpayer transactions.

3.6.4. USE OF THE PROFITS BASED TRANSFER PRICING METHODS

In practice, the transactional information necessary to apply the CUP method, and reliable
gross margin level information for applying the resale price method or cost plus method can
be scarce outside particular industries. Requirements that the information be in the public
domain, and involve unrelated parties, and that the standard of comparability, taking into
account the five comparability factors is met, substantially limit the pool of available
information.

As financial accounts are the most readily available source of potential comparable
information (see above), in practice the profits-based transfer pricing methods, in particular
the TNMM are the most commonly relied upon methods). The TNMM, which draws upon net
margin information presented in financial accounts, is widely used. Whilst financial accounts
may also contain gross margin information, due to differences in accounting standards and
elections the reliability of this information for applying the cost plus or resale price methods
may be questionable.

% para 3.37 OECD TPG 2017
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Where profits-based methods are relied upon, the impact on profitability of other economic
considerations unrelated to the controlled transactions (such as functional differences,
inefficiencies and the level of operating costs) requires consideration. As part of the
comparability analysis, any differences in the operating model and function profile will be
considered, along with a whole range of other factors that may potentially impact the net
margin. Information will only be considered comparable where it is determined that no
differences exist that materially impact on the net margin, or, where such differences do
exist, reliable adjustments can be made to eliminate the effect of the differences on the net
margin.

Determining the relevant information concerning the controlled transaction(s) for comparison
under the TNMM, often requires allocation of operating costs across different business
segments, transaction or product types. Further, it must be ensured that any other controlled
transactions that may impact the level of operating costs, such as services payments to
associated parties, are consistent with the arm’s length principle.

3.6.5. AGGREGATION OF CONTROLLED TRANSACTIONS

Although transfer pricing legislation is generally applicable on a transaction by transaction
basis, in practice transactions are often aggregated for the purposes of application of the
arm’s length principle, with the analysis being undertaken on a product line or divisional
basis. When aggregating however, caution is needed, particularly where the resale price
method, cost plus method or transactional net margin method are being applied. In
particular, the following require consideration:

= Aggregation of controlled and uncontrolled transactions. If controlled and
uncontrolled transactions are aggregated, what may look like an arm’s length result,
may nhot be. For example, the margins achieved on the controlled transaction(s) may
be being masked by those achieved on uncontrolled transactions.

= Aggregation of controlled transactions that are not comparable. Aggregation of
controlled transactions that are not themselves comparable will not provide an
appropriate basis for the application of the arm’s length principle. For example,
aggregation of revenues and expenses relating to the delivery of both specialized
services and basic administrative services (the former generally attracting greater
remuneration than the later) may result in the administrative services being
overpriced and/or the specialized services being underpriced.

= Similar transactions with multiple associated parties. Where similar transactions
are entered into with multiple parties, this may not be appropriate. For example, if a
distribution entity purchases similar products from two associated parties which it
distributes into its local market, aggregation of these transactions could mask the fact
that the distributor is paying greater than the arm’s length price for products
purchased from one associated party and less than the arm’s length price for
products purchased from the other.

3.6.6. BUSINESS RESTRUCTURINGS AND TYPICAL BUSINESS MODELS
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Business restructurings typically involve the centralization of functions, assets (intangibles in
particular), and risks, together with the related profit potential. The conversion of “fully
fledged manufacturers” into contract or toll manufacturers and the conversion of fully fledged
distributors into limited risk distributors or commissionaires are typical examples of business
restructurings that have become increasingly common. As a result the way in which MNE
groups operate has impacted significantly on international trade. In particular, the use of
principal entities and stripped risk distribution and manufacturing models has resulted in a
situation whereby the physical flows of goods often do not align with the flow of legal title in
relation to those goods.

3.7. TRANSFER PRICING COMPLIANCE

3.7.1. ANNUAL REPORTING SCHEDULES

Tax administrations around the world have adopted various approaches to collecting the
information needed to identify transfer pricing risks, ranging from requiring basic disclosures
in the annual tax return to requiring taxpayers to complete specific schedules detailing
related party transactions. Typically annual ‘transfer pricing schedules’ require taxpayers to
disclose, on an annual basis, information such as:*®

e economic classification/business activities

¢ locations of related parties

e types and amounts of related party transactions
e transfer pricing methods applied

¢ |oan balances

e existence of transfer pricing documentation

In addition to the general annual disclosure requirements, some tax administrations seek to
collect more detailed information or information on selected topics and transaction types
from specific taxpayers or categories of taxpayer. Targeted questionnaires are sometimes
used for such purposes.

3.7.2. TRANSFER PRICING DOCUMENTATION

Transfer pricing documentation is specific documentation prepared by a taxpayer and or
their advisors that is aimed at providing the tax administrations with the information they
need to identify transfer pricing risks and assess the taxpayers’ compliance with the transfer
pricing legislation. A lot of the information typically contained in transfer pricing
documentation is aimed at describing the business activities of the taxpayers and the
specifics of the related party transactions.*

As part of the OECD/G20 BEPS project, transfer pricing documentation requirements were
reviewed under Action 13 and it was agreed in October 2015 to introduce a uniform

% See further: OECD Draft Handbook on Transfer Pricing Risk Assessment (April 2013) - http://www.oecd.org/ctp/transfer-
pricing/Draft-Handbook-TP-Risk-Assessment-ENG.pdf
3 Appendix 2 sets out the typical content of transfer pricing documentation that may be relevant to Customs valuation.
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