TRANSFER PRICING DOCUMENTATION GUIDANCE

Navigating Compliance, Risk Management, and the Arm’s Length Principle in a Post-BEPS
World

1. Executive Summary

In an era of heightened transparency and aggressive enforcement by tax authorities globally,
Transfer Pricing (TP) has moved from a compliance exercise to a critical component of
strategic financial risk management.

This guidance document outlines the essential frameworks for preparing robust Transfer
Pricing documentation. It is designed to assist Multinational Enterprises (MNEs) in adhering
to the OECD’s Base Erosion and Profit Shifting (BEPS) Action 13 guidelines and local tax
regulations (such as IRC §482 in the US or local adoption of OECD guidelines).

Key Obijective: To demonstrate that intercompany transactions satisfy the Arm's Length
Principle—ensuring that terms and conditions of controlled transactions are comparable to
those that would have been made between independent enterprises.

2. The Three-Tiered Documentation Structure (BEPS Action 13)

To ensure global consistency and transparency, modern TP documentation should follow the
three-tiered approach recommended by the OECD.

A. The Master File

e Purpose: Provides a high-level overview of the MNE group’s global business
operations and TP policies.

o Key Components:
o Organizational structure (legal and geographic).
o Description of the MNE’s business drivers and supply chain.

o Intangibles (DEMPE analysis: Development, Enhancement, Maintenance,
Protection, and Exploitation).

o Intercompany financial activities.
o Financial and tax positions (consolidated financial statements).
B. The Local File
e Purpose: Provides detailed transactional evidence specific to the local taxpayer.
o Key Components:
o Detailed management structure of the local entity.

o Detailed description of controlled transactions (e.g., procurement,
manufacturing services, licensing).

o Functional Analysis: Detailed breakdown of Functions, Assets, and Risks
(FAR).

o Selection and application of the most appropriate TP method.



o Benchmarking Study: Comparability analysis and financial data of
comparable independent companies.

C. Country-by-Country Reporting (CbCR)

o Purpose: A quantitative report for tax administrations (typically for MNEs with revenue
> €750M).

o Key Components:

o Aggregate tax jurisdiction data on revenue, profit before tax, income tax paid,
stated capital, accumulated earnings, number of employees, and tangible
assets.

3. The Cornerstone: Functional Analysis (FAR)

The Functional Analysis is the heart of any defensive Transfer Pricing study. It dictates the
characterization of the entities involved and limits the selection of appropriate testing
methods.

1. Functions Performed
We must identify who performs the economically significant activities:

e Manufacturing: Contract manufacturing vs. fully-fledged licensing.

o R&D: Who directs the research vs. who executes the testing?

o Sales & Marketing: Strategic marketing vs. routine sales execution.

e Management: Strategic decision-making vs. day-to-day administration.
2. Assets Employed

o Tangible Assets: Inventory, plant, property, and equipment.

e Intangible Assets: Patents, trademarks, brand names, customer lists, and know-how.
Note: Mere legal ownership is no longer sufficient to attribute high returns; economic
ownership requires substance.

3. Risks Assumed

Tax authorities scrutinize whether the entity assuming the risk has the financial capacity to
bear it and the capability to manage it.

o Market risk.
e Inventory risk.
e Credit risk.

o Foreign exchange risk.



4. Selecting the Transfer Pricing Method

The selection of the "Best Method" is subjective and must be justified based on the nature of
the transaction and the availability of reliable data.

Method Category |Method Name Best Used For
Traditional e . .
. CUP (Comparable Commodities, interest rates, or highly similar

Transaction . . : .
Uncontrolled Price) products where price data is available.

Methods
Resale Price Method ||Distributors or resellers where the focus is on
(RPM) gross margin.
Cost Plus Method Contract manufacturers or service providers
(CPM) with low risk.

Transactional TNMM (Transactional The most common method. Tests net profit

indicators (e.g., Operating Margin, Berry Ratio)

Profit Methods Net Margin Method) against comparable companies,

Highly integrated operations or where both
parties make unique and valuable contributions
(specifically intangibles).

Profit Split Method
(PSM)

5. Economic Analysis and Benchmarking
Once the method is selected (e.g., TNMM), a quantitative analysis is required.

1. Search Strategy: Using databases (e.g., Bloomberg, S&P Capital 1Q, Amadeus) to
find comparable independent companies.

2. Screening Criteria: Filtering based on industry codes (NACE/SIC), independence,
financial availability, and qualitative business descriptions.

3. Financial Adjustments: Adjusting for working capital differences (Accounts
Receivable, Inventory, Payables) to increase reliability.

4. Interquartile Range: Establishing the arm's length range. If the tested party falls
within this range (typically the 25th to 75th percentile), the transaction is considered
arm's length.

6. Common Pitfalls and Audit Triggers
To minimize audit risk, documentation must avoid these common errors:

e Inconsistency: Contradictions between the Master File and Local File regarding entity
characterization.

o "Cookie Cutter" Reports: Using generic templates that fail to address specific local
market conditions or economic downturns.

¢ Neglecting Intercompany Agreements: Failing to have signed legal agreements that
match the actual conduct of the parties.



o Retroactive Adjustments: Large year-end "true-up" adjustments that look like profit
manipulation rather than commercial reality.

e Loss-Making Captives: "Limited risk" distributors or manufacturers consistently
reporting losses (tax authorities argue limited risk should mean guaranteed, albeit
low, profit).

7. Annual Compliance Checklist

e Review intercompany agreements for validity.

o Update the Functional Analysis (have business operations changed?).

o Refresh financial data for comparable companies (Benchmarking update).

e Assess the impact of any business restructuring.

e Ensure consistency with Customs valuations.

o Finalize Master File and Local File prior to the tax return filing deadline.
Disclaimer

This document is intended for general informational purposes only and does not constitute
legal or tax advice. Transfer pricing regulations are complex and subject to change. MNEs
should consult with professional tax advisors to address their specific circumstances.



