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Tax authoritites adopt 
the guidelines in different 
ways and do not always 
accept each method, 
instead picking those 
they consider appropriate 
and issuing their own 
requirements.

A recent survey of MNC’s showed over 70       
percent of international trade was between 
related parties and over 75 percent of MNC’s 
were experiencing or expected a challenge from 
tax authorities within the next two years. 

Previously, the challenge may have been 
muted and dependent on the size of opera-
tions locally. However, as more and more 
tax authorities adopt or change their trans-
fer pricing rules to accommodate the OECD 
guidelines on transfer pricing, the challenge 
is now geared to whether MNC’s use transfer 
pricing unfairly to mitigate tax exposures. Sto-
ries appear in the press and on line business         
portals that suggest that MNC’s engage in 
“evil” tax avoidance schemes through the 
use of transfer pricing to shift profit to low 
tax based jurisdictions. These articles often 
misrepresent the true position and give the 
wrongful impression that MNC’s have no 
commercial rationale for their position, or 
are silent that the position may have been 
blessed by appropriate tax authorities through 
an advanced pricing agreement negotiated 
between the taxpayer and the tax authorities.

Later this article will indicate the poten-
tial threats to MNC’s through changes to the 
OECD guidelines and adoption into local law 
and changes to existing, or the introduction of 
new, penalty regimes. But first it is appropri-
ate to describe what transfer pricing is.

Transfer pricing
Transfer pricing is a means by which related 
entities within an MNC transact business with 
each other and follow appropriate accounting 
principles that require that expenses be recorded 

where the corresponding revenue are generated 
– the complication being that within an MNC 
certain functions attributable to a sale may not 
be performed in the jurisdiction in which the 
sale is made. Similarly, certain risks and the 
intellectual property that assist in generating 
the sale may be in different geographic loca-
tions. Each part of the MNC participating in 
the ultimate sale should receive an appropriate 
reward for its “efforts” in crystallising that sale. 
This in a nutshell is what transfer pricing is 
about – recognising and rewarding the efforts of 
connected parties related to: The sale of tangible 
property, services provided; financing and the 
use of intellectual property.

To apply a common approach designed to 
assist both MNC’s and tax authorities deter-
mine a suitable reward the OECD introduced 
the concept of an arm’s length value, essen-
tially something that applies to transactions 
between unconnected parties. Unfortunately, 
it is never that simple and the OECD guide-
lines contain a number of ways of determining 
the arm’s length value in different scenarios 
and suggest a variety of methods ranging from 
the simple cost plus method to the profit split 
method, this latter method being used prima-
rily only if the other methods do not produce 
an appropriate result.

Arriving at an arm’s length value can be 
very subjective and this is where a threat lies 
for many MNC’s. Tax authorities adopt the 
guidelines in different ways and do not always 
accept each method, instead picking those 
they consider appropriate and issuing their 
own requirements. There is therefore a lack 
of a consistent approach despite the existence 
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of the guidelines. The requirements in one tax 
jurisdiction may also change as tax authori-
ties see other jurisdictions achieve success 
in increasing their tax take or as the OECD 
refine their guidelines. A recent example of 
a tax authority changing its transfer pricing 
regulations is Italy.

New Italian transfer pricing changes
In the latter part of 2010, the Italian Revenue   
issued regulations implementing transfer pric-
ing documentation requirements for MNC’s.  
The regulations implement the EU code of 
conduct on transfer pricing but also provide 
their own specific requirements. Failure to pro-
vide the proper documentation can lead to tax 
penalties on adjustments arising from a transfer 
pricing audit ranging between 100 percent and 
200 percent of any additional tax that arises. 
The significant implications relate to: 
n  Assessing the type of entity to determine        

correctly the type of documentation that         
should be prepared.
n  Advising the Revenue of the existence of 
such documentation each year when filing the           
annual tax return.
n  Maintaining country specific documentation.
n  Specific flow charts describing operational 
transactions flows.
n  Providing copies of all agreements. 

UK penalty changes on transfer   
pricing adjustments
The application of penalties to transfer pricing 
adjustments follows closely on the heels of the 
changes to the penalty regime in the UK where, 
prior to 2009, penalties were tax geared such 
that if an MNC could shelter a tax liability on a 
transfer pricing adjustment through the use of 
losses or group relief, no penalty arose. Now a 
10 percent penalty can be applied to the adjust-
ment before loss utilisation or the use of group 

relief - a major impact potentially for MNC’s 
undertaking business in the UK.

Cross border audits 
A further development of particular concern 
to MNC’s is the concept of real time audits by 
personnel of the IRS and HMRC to ensure that 
the same approach is applied in both jurisdic-
tions. The success of these real time audits is 
being watched by other tax authorities who are 
keen to adopt similar procedures.

OECD guidelines changes 
Changes have been proposed to the existing 
guidelines which could have a major impact 
for MNC’s. Last November the OECD met to 
discuss responses to their consultative docu-
ment on intellectual property issued earlier in 
2010 and to consider areas such as:
n  Should the existing guidance be replaced?
n  Should there be a framework for determining 
whether an intangible exists?
n  Would these intangibles be “routine” or 
“non-routine” and how should compensation 
be determined?
n  Do marketing intangibles really exist?
n  How should ownership of IP be determined 
if substantial R&D has been undertaken by a 
related party? At what stage does R&D produce 
an intangible? How should such activities be 
rewarded?
n  Are cost contribution agreements appropriate?
n  Should relevance be placed on standards 
developed for accounts and financial purposes 
and what impact might regulatory approval 
and restrictions have on the transfer pricing 
of intangibles?

The document follows similar issued in 
2008 and September 2009 dealing with busi-
ness restructurings, comparability issues and 
profit methods particularly profit split method 
and TNMM.

All three proposals will be considered 
throughout 2011 and will, ultimately, lead 
to revised guidelines and legislation by local 
tax authorities increasing pressure on MNCs.  
MNCs will have to pay more attention to the 
changes in transfer pricing regulations if 
they are to manage their tax exposures, miti-
gate the risk of penalties and avoid lengthy 
disputes with tax authorities determined to 
increase their tax take.  n
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