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Glossary


You do not have to be or become an expert in transfer pricing and technical concepts to read and utilize the Survival Guide. Still, some basic transfer pricing terminology might be helpful:


Arm's Length Principle: The arm's length principle is a fundamental principle of transfer pricing, which states that transactions between related parties should be conducted as if they were between unrelated parties and that the price charged for a good or service should be the same. Chapter 2 and 3 will provide a working definition (see “Basic TP Rationale”) of how to apply the arm’s length principle in practice. Understanding the Basic TP Rationale will be sufficient to utilize the Survival Guide.


Transfer Pricing Methods: Transfer pricing methods are a set of pre-defined methods used to determine the arm's length price of a good or service in a controlled transaction. These are the comparable uncontrolled price method [CUP], the cost plus method, the resale price method, the transactional net margin method [TNMM] and the Profit Split Method. To utilize the Survival Guide a technical understanding of these methods is not required.


Transfer Pricing Documentation: Transfer pricing documentation refers to the documentation that companies are required to maintain to demonstrate compliance with the arm's length principle. This documentation typically includes information about the parties involved in the transaction, the goods or services being transferred, and the methods used to determine the arm's length price.


Advance Pricing Agreement (APA): An advance pricing agreement (APA) is an agreement between a taxpayer and a tax authority, in which the taxpayer agrees to a specific transfer pricing methodology for a specified period, in exchange for certainty and avoidance of disputes.


BEPS (Base Erosion and Profit Shifting): BEPS generally refers to tax planning strategies used by multinational corporations to minimize their tax liabilities, often by shifting profits from high-tax to lowtax jurisdictions. In case profit shifting is based on misaligning profit allocation from value creation by “abusive” transfer pricing is one component of BEPS. The OECD has developed a series of actions to address transfer pricing issues arising from BEPS. As a consequence, the arm’s length principle has been “modernized” (e.g. with DEMPE) to account for a more intangible-based economy.


Country-by-Country (CbC) Reporting: Country-by-country (CbC) reporting is a reporting requirement by the OECD, under which multinational corporations are required to provide information about their global allocation of income and taxes. The information provided is intended to assist tax authorities in assessing the risk of BEPS and determining the appropriate transfer pricing policies.


Intangibles: Intangibles refer to non-physical assets that have value, such as intellectual property (e.g., patents, trademarks, copyrights), customer relationships, and trade secrets. In transfer pricing, intangibles can play a significant role in determining the arm's length price of a transaction between related parties, as the ownership and exploitation of intangibles can affect the allocation of profits between associated enterprises.


DEMPE: DEMPE is an analytical framework developed by the OECD to assess the functions, risks, and assets involved in the development, enhancement, maintenance, protection, and exploitation of intangible assets. The DEMPE framework is used to determine the allocation of profits among associated enterprises in transfer pricing. Chapter 8 provides background on practical implications from a risk management perspective.





1. What the Survival Guide offers and how to use it



While transfer pricing is a topic that I, along with numerous transfer pricing professionals and academics, find fascinating and rewarding, it is often a subject that many individuals are either unfamiliar with or would rather not have to deal with.


Most CFOs tend to reluctantly deal with transfer pricing issues only when they are forced to. For example, when an auditor or tax advisor raises a red flag as they compile annual accounts and realize that a transfer pricing documentation is absent. Or perhaps they notice that some subsidiaries realize abnormally high profits (or continuous losses) and start feeling uneasy about compliance issues and how to defend the profit allocation during a tax audit. In other words, they identify a tax risk.


Depending on the level of risk identified and the urgency with which they are communicated, the CFO might, reluctantly, agree to address the issue. Too often, however, such efforts fizzle out soon, as internal resources are scarce and external consultants are expensive. The CFO might have other, more pressing and fun, issues on their full agenda. Essentially, the level of commitment tends to be low. However, the consequences of this low commitment become apparent during a tax audit, when the CFO realizes that tax authorities have little patience for half-baked justifications and are happy to enforce draconic transfer pricing adjustments. If transfer pricing was not a major issue during previous tax audit some CFOs might perceive this as a safeguard and are lured into complacency. Tax authorities’ job, however, is to raise public revenues and recent changes to the regulatory framework (e.g., BEPS being implemented in national regulations) provide auditors with ample additional discretionary power to scrutinize and adjust transfer prices. As such, complacency could be costly.


It is not my intention to point fingers at CFOs, rather it must be acknowledged that a reluctant approach to transfer pricing is rational. The lack of clear guidance on estimating and managing risks means that for most transfer pricing cases, risks are underestimated while the costs for mitigating such risks are overestimated. Hence, the first objective of the Survival Guide is to shed some light on typical transfer pricing risks and provide an intuitive “risk matrix” that is designed to help CFOs as well as tax advisors to develop a quantitative understanding of the relevant risks. The second objective of the Survival Guide is to outline intuitive and targeted mitigation strategies that will limit the time and money spend on transfer pricing.


The mitigation strategies outlined in the Survival Guide are based on pragmatic considerations rather than complex and sophisticated analysis. It must always be remembered that the focus is on mitigation rather than elimination of risk. The results will not be perfect but ensure a viable tradeoff between cost and benefit. This type of approach is sensible for small start-ups as well as large MNEs, which despite the differences in size, often face similar challenges when it comes to transfer pricing.


Employees in the departments like tax, controlling, finance, and accounting are often weighted down by having to provide answers to comprehensive questionnaires or create reports for tax purposes in the context of which they do not fully understand. Starting with the reluctance of the CFO, it is hardly surprising that an assignment to a transfer pricing project is seldom viewed with excitement. Successful mitigation, however, depends on the tax departments being committed to act. The Survival Guide thus aims to provide you with concise explanations of typical transfer pricing issues and will differentiate between information and tasks that are considered a “must” for mitigation purposes and those that can be regarded as merely “nice to have”. In other words, the Survival Guide will support you in clarifying priorities, outlining actionable mitigation measures and, ultimately, save time.


The immediate utilization of the Survival Guide is as a frame of reference for making informed decisions about your transfer pricing projects. To survive, you need to be able to identify a risk and to develop an understanding of its magnitude. After your risks are identified, actions to mitigate these risks are next. The actions have, however, to be targeted and efficient. You do not need to do everything, and you do not need to do everything on your own. Economizing on your resources is part of survival, which means your transfer pricing policies need to be “appropriate” rather than “perfect”.


The Survival Guide is structured as follows:


Chapter 2 will provide a concise introduction to transfer pricing and explains why ensuring a profit allocation that is commensurate with the arm’s length principle is vital for any MNE. In Chapter 3 the “BASIC TP RATIONALE” for evaluating whether a profit allocation reflects arm’s length conditions is introduced. This rationale will be applied throughout the Survival Guide and reflects the “basic knowledge” of TP that is required to understand the nature of risk. Chapter 3 will also explain the simplest type of transfer pricing risk, which is the non-arm’s length remuneration of so-called routine entities. The risk will be “positioned” within the BASIC TP RATIONALE in the so-called “1st TP Risk Zone”. Chapter 4 will explain mitigation strategies for the 1st TP Risk Zone. In Chapter 5 we will discuss risk related to ambiguities within a TP system, which constitute the 2nd TP Risk Zone and Chapter 6 outlines respective mitigation strategies. More complex TP risks, related to intangibles, comprise the 3rd TP Risk Zone and will be addressed in Chapter 7 and Chapter 8 (mitigation) respectively. In Chapter 9, the “non systemic” nature of risks attributable to financial transactions and cost allocations are explained. The impact of a transfer pricing documentations and intercompany agreements on TP risks, conceptualized as “hygiene factors”, are reviewed in Chapter 10. Chapters 2 through 10 provide you with an understanding of different types of TP risks as well as respective mitigation strategies.


Chapter 11 will consolidate the insights gained in the previous Chapters and provide a framework for a holistic, quantitative, assessment of TP risks. The so-called “TP Risk Matrix” constitutes the focal point of the Survival Guide and the utilization of it will be illustrated by (simple) case studies. In Chapter 12 the utilization of the TP Risk Matrix for designing targeted mitigation strategies will be illustrated by further elaborating on the case studies introduced in Chapter 11. In respective sub-chapters, the utilization of the TP Matrix from the perspective of tax authorities as well as (academics) policymakers will be discussed. In Chapters 13 and 14 complementary we address complementary issues that should be considered when applying a more sophisticate risk management. Specifically, we address due diligence processes (FIN 48) as well as APA (ICAP).


Considering that Survival Guide aims to provide “just enough” transfer pricing knowhow to have a realistic idea of the risks and to survive in an increasingly confrontative tax environment, it does not contain detailed references to the regulatory framework or methodological explanations. You will, however, find a concise “glossary” in the beginning of the Survival Guide. In case you are interested to learn more about the basics of transfer pricing in a more technical and systematic manner, I am happy to refer to my previous book “Transfer Pricing in one Lesson”1. That book is designed to enable the reader to perform basic transfer pricing tasks such as performing a value chain analysis and appropriately selecting transfer pricing methods. As such, the Survival Guide constitutes the “prequel” rather than the “sequel” to Transfer Pricing in One Lesson. While cross-references are made where appropriate, the Survival Guide works on a stand-alone basis.


The typical disclaimers are quite boring, but not entirely irrelevant. First, I am always keen on emphasizing that I am not a tax advisor and nothing in this book is to be considered tax advice. Second, the Survival Guide is built on practical experience. While the mitigation strategies are battle tested and can be considered reasonably representative, it should not be interpreted as a general truth as there always are counterfactuals. Third, the Survival Guide is written having the regulatory framework provided by the OECD2 in mind and thus applies on a global level. My experience, however, primarily stems from German tax audits. Having also extensively been involved with transfer pricing projects outside of Germany, I am reasonably confident, however, that the Survival Guide will prove useful irrespective of your location. Just take it for what it is.





1 Treidler, O. (2020), Transfer Pricing in One Lesson - A Practical Guide to Applying the Arm’s Length Principle in Intercompany Transaction. Published by Springer Nature Switzerland AG 2020, https://doi.org/10.1007/978-3-030-25085-0





2. Tax Authorities Care About Borders. You Can Not Avoid Transfer Prices



Borders matter. A lot. Organizational culture and cooperation within MNEs are increasingly global. From a business perspective, there is often little concern about in which legal entity profit (losses) accrue. This approach is one characterized by a statement such as, “we are one group, so any allocation between entities is artificial and arbitrary and a matter of “left-hand pocket vs. right-hand pocket” anyway”. Fair enough. From the business perspective, it is not only rational, but essential to make decisions based on the optimization from a consolidated perspective. However, for transfer pricing and taxation, the fact that tax jurisdictions are separated by borders and that the separate-entity approach applied is crucial and must be acknowledged by each CFO.


As transfer pricing or tax practitioners, we would never challenge the importance of the business perspective. BUT, FOR TAX AUTHORITIES THE GROUP PERSPECTIVE IS IRRELEVANT! It cannot be overemphasized that TAX AUDITORS WILL SOLELY FOCUS ON WHAT THEY CAN TAX. In other words, auditors are first and foremost interested in the profitability of the legal entity located in their jurisdiction without considering the losses or profits of entities located outside of their jurisdiction. They will assess whether the profit (loss) allocated to that entity is considered “appropriate” – with “appropriate” being defined as “commensurate with the arm’s length principle” [an explanation of the arm’s length principle is provided below]. In case the auditor feels that the profit of the local entity is not appropriate (too low), he will challenge the applied transfer prices with the objective of enforcing an adjustment to increase local profits and subject the increment to local corporate income tax (CIT). As such, an audit is not targeted at attaining a “balanced” or “consolidated” outcome that considers how local transfer pricing adjustments affect other legal entities of the group located outside of the jurisdiction of the auditor. Additionally, you will NOT get any refund or other sort of acknowledgment in case the profit of the local entity is “too high”. 3 In such a case the auditor will tend to keep quiet and move on to other, non-transfer pricing, issues.


Although auditors focus solely on taxable information, they will still be interested in the profitability of legal entities located outside of their jurisdiction. For large multinational enterprises (MNEs), this information is often available through published annual reports or Country-by-Country Reports (CbC-Rs), particularly for very large MNEs. Auditors also routinely request annual reports for legal entities outside their jurisdiction, esp. in case the local entity engages in transactions with these entities. Thus, you should generally proceed on the assumption that the auditor is well-informed about the global allocation of profits within your MNE. While such information is technically not relevant when assessing whether transfer prices are commensurate with arm’s length conditions, it will certainly determine the level of scrutiny and aggression with which the tax auditor will approach the audit. In case the legal entity in his jurisdiction exhibits a comparatively low level of profitability (or losses), while foreign entities show higher profits, the auditor has a strong incentive to conduct a thorough audit. Again, the auditor could not care less whether legal entities located abroad suffer losses or realize comparatively lower profits.


Keeping the above in mind, you should take the old Metallica song to heart when it comes to discussing the left-hand vs. right-hand statement with your CFO, i.e., from a transfer pricing and tax perspective, when it comes to profit allocation among legal entities: “NOTHING ELSE MATTERS” – in the sense that only the profit allocation to separate (legal) entities is relevant during a tax audit.


Hold on, you might think, are there not Double-Tax Treaties (DTTs) in place that ensure that any adjustments made by an auditor in one jurisdiction are offset by a corresponding counter-adjustment in another jurisdiction? Theoretically, “Yes”, Art. 9 (2) DTT contains such corresponding counteradjustment; practically the issues arises that the contracting states might have different view on the interpretation what is arm’s length so that a difference in the adjustment amounts exists and results in double-taxation. Although a Mutual Agreement Procedure (MAP) may be available in some jurisdictions, particularly among EU member states, it is important to note that a MAP is not a magic bullet, and even in suitable cases, it may not be a straightforward process, especially for “small” multinational enterprises (MNEs).You should always approach your transfer pricing cases as if MAPs do not exist at all. In the context of the Survival Guide they can be perceived as the “last straw” MNEs can cling to. There will be a lot of pain (time and resources) involved and relying on conflict resolution rather than prevention seems like the inferior strategy. It is always better to strive for a proactive agreement with an authority - a so-called Advance pricing Agreement (APA). Alas, not all transfer pricing cases are suitable for APAs, and the administrative burdens involved need to be carefully considered in the context of your risk mitigation strategy. We will discuss APAs below [see Chapter 14]


So, let us reemphasize our “NOTHING ELSE MATTERS” sentiment. Considering that the auditor is focused on assessing the profits of a legal entity for CIT purposes, please NEVER TRY TO JUSTIFY PROFIT ALLOCATIONS BY REFERRING TO DIVIDEND PAYMENTS. Alluring to capital distributions is simply another variant of the left-hand-pocket vs. right-hand-pocket narrative. A respective justification is rooted in the group perspective and is, again, IRRELEVANT FOR TAX PURPOSES. The possibility of future capital distributions does not exempt you from the responsibility of determining appropriate transfer prices and, – therefore – appropriately allocate profits to individual legal entities. Discussions about transfer pricing are focused on the Profit & Loss Statement and movements (alignments) in the balance sheet of the Group will not compensate for transfer pricing related deficiencies in your P&L statement. To be clear, the single most important line for tax and transfer pricing purposes is the EBIT (EBT) in the annual report of the local entity.





2 The relevant regulatory framework for transfer pricing on a global level are: “OECD (2022), OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations 2022, OECD Publishing, Paris, https://doi.org/10.1787/0e655865-en. The United Nations also published a separate framework called “Practical Manual on Transfer Pricing for Developing Countries”. The two documents provide extensive guidance on how to apply the arm’s length principle and are adhered to and recognized as authoritative (sometimes binding) by de facto all national tax authorities. There is a substantial overlap between OECD and UN guidance and for the purpose of the Survival Guide the differences are negligible.


3 Some (lawyers) might insist that the tax auditor is obliged to audit the facts and circumstances relevant for determining the tax not only against the taxpayer but also in their favor (Section 199 (1) AO). In practice, however, at least in the context of transfer pricing ,this is seldom observed which also results from the nature of Section 1 AStG which is an adjustment (correction) clause for, and only for, reduced income (asymmetric/one-sided correction approach).





3. Basics of Transfer Pricing. Detection of Basic Risks within the 1st TP Risk Zone



As stated above, the Survival Guide shall provide you with “just enough” knowledge in transfer pricing, without bothering to explain technical details and nuances. To qualify for “just enough” knowledge it is imperative to develop and embrace a working definition of the arm’s length principle. In Section 2, the term “appropriate” was utilized synonymously with “arm’s length”. It is important to understand that, from a transfer pricing perspective, we need to insist on a restrictive interpretation. You can sometimes see the word “fair” being used when transfer pricing and profit allocation are discussed. Please, DO NOT utilize “fair” and “arm’s length” synonymously. It is not feasible to satisfactorily define “fairness” in the context of taxation, as it is an inherently subjective concept. More importantly, it is irrelevant as the tax regulations require you to be compliant with arm’s length conditions rather than fairness. Considering that tax authorities are prone to disagree on the concept of fairness, the challenges discussed in Section 2 would be exacerbated when applying “fairness” rather than “arm’s length” as the relevant measuring rod.


Let us start with a concise working definition.


“[…] pursuant to the arm’s length principle, MNEs are required to price their intercompany transactions by utilizing prices that are (or would be) agreed between unrelated third parties in comparable circumstances. By basing the pricing of intercompany transactions on such a reference, i.e., (hypothetical) market prices, the artificial shifting of profits between companies of MNE located in different jurisdictions ought to be prevented”4
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