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Abstract

With the increase in the volume of international exchange and the globalization
of multinational companies, problems of transfer pricing control in transactions
between affiliates and their alignment with the “arm’s length” pricing principle
are growing. A proper calculation of transfer pricing affects the amount of taxable
income and provides a basis for checking whether in this way profit is “extracted”
to other tax jurisdictions. The international transfer pricing guidelines have
recommended several methods for calculating transfer prices, depending on the
circumstances of the case, including several recommended parameters relevant to
the calculation. Also, if the Cost Plus Margin method and Transactional Net Margin
(TNM) method can be applied in an equally reliable manner, the recommendation
is Cost Plus Margin. Many countries have accepted the international guidelines
and incorporated them into their national regulations. However, in the absence
of a serious analysis of the effects in practice, the possibility of deviations in
the calculation of results was also accepted. If these results are ultimately the
amount of tax paid or not paid in a country, then it is understandable why these
deviations deserve special attention. The main hypothesis in this paper is that when
both methods are applicable, the Cost Plus Margin method should not always be
favored, as effects that should be prevented may occur. Due to the circumstances of
the case, a proper calculation can be very debatable if certain parameters change
a minimum. The paper discusses deviations of the transfer price from the “arm’s
length” principle when both methods are equally acceptable, and with minimum
changes to two parameters: the size of the sample of comparable companies and
the observation period. All this has been tested on the example of a multinational
company from one of the developed countries in Europe, which has a related
entity in one of Europes developing countries. The tested party is a related entity
as a developing country taxpayer. In the implication generally there are many
problems and dilemmas that need to be overcome in the relationships between
the party calculating the transfer prices, the companies themselves, and the tax
administrations. It is very significant from which aspect the calculation is managed.
If the aspect of the company is favored, then the best option is the one where the
company will pay the lowest tax. However, if the tax administration is already
authorized to request a change in the calculation, then it will work in the interest
of the state, and the most unfavorable option for the corporation may be obtained
by changing some of the parameters used. Both would be formally acceptable, but
the tax amount would not be the same. Possible scenarios in the test case showed
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that internationally recognized recommendations regarding method selection have
weaknesses because they do not include all the parameters of the methodology,
which significantly affects the end result. In a situation where the observation
timeframe is flexible and no minimum sample size of comparable companies is
defined, there is practically space to manipulate the final result. In order to avoid
ambiguity and various forms of manipulation in the transfer pricing calculation,
it is necessary to further specify international guidelines for the development of
transfer pricing in the domain of time and size of the sample. Additionally, the
taxpayer s obligation to apply transfer price calculations should be introduced for
all methods that respond to the circumstances of their case, and not just one of
them. This generally can be overcome either by changing the guidelines or by
defining rules in greater detail at the level of the depends on multiple parameters,
both those defined in theory and those that are not national legislation of each
state, whilst improving the professional capacity of the tax administration to
control transfer pricing.

Purpose— The importance of properly calculating transfer pricing is emphasized,
which depends on multiple parameters, both those defined in theory and those that
are not, but should be. International guidelines recommend several methods for
calculating transfer pricing, and which one should be given priority if two of them
are equally acceptable? If they are TNM and Cost Plus, the latter takes precedence.
The purpose of the paper is to show that in practice this may not be the case, which
is the basic hypothesis on which it is based.

Research design/method/approach — The paper first considers the existing
international methodology for calculating transfer prices and then the issue
of calculation in practice in the case of minimal deviation of two significant
components of comparability: sample size and time dimension of parameters. All
this will be tested on the example of a multinational company from one of the
developed European countries, which has a related party in one of the developing
countries in Europe. The test party is a related entity of a taxpayer in a developing
country. Several calculation scenarios are given for case of the aforementioned
changes, which give different tax amounts. If a developing country accepts (by
including in national regulations) an international recommendation on the
advantage of the Cost Plus method, it will have accepted that in practice it will in
some cases charge a smaller tax.

Findings — The hypothesis was confirmed that the Cost Plus method should
not always take precedence over the TNM method. A more detailed analysis of
the different scenarios for the particular circumstances of the case gives wider
opportunities to properly determine the basis for taxation but also to prevent the
country s tax losses. An argument is also given for defining national regulations in
more detail to avoid unwanted occurrences.

Practical implication — It is necessary to amend international guidelines and
national tax regulations, as well as to increase the professional capacity of the tax
administration in this area. This will increase the control of transfer pricing, as
well as the “extraction” of profits from the country to other tax jurisdictions

Originality/Value — Theory and practice need to be more connected. Practical
examples show that some changes need to be made in this area to more effectively
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prevent tax evasion. There are many objections to the existing concept of transfer
pricing in literature, but no similar practical examples and studies are available to
confirm deviations in the calculation as outlined in this paper.

Key words: Transfer prices, arm's length principle, transactional net margin
method, cost plus gross margin method, taxable income.

JEL classification: K34, H26, 019, F61

OBPAYYH TPAHC®EPHUX LHEHA - TEOPUJCKE U
IMPAKTUYHE UMIIVIMKAIIMJE HA PE3YJITAT

ArncTpakr

Canoseharvem 0bumamehyHapoone pazmene u2iooanu3ayujom MyImuHayUOHAIHUX
KOMRAHuja, pacmy npobiemu KOHmpoJie mpancepHux yena y mpancaxkyujama uzmely
NOBE3aHUX KOMNAHUJA U 1UX060 YCKialhuseare ca yewama ,,6an 0oxeama pyke".
Ipasunan obpauyn mpancgepnux yeuma ymuue Ha U3HOC ONOPE3UBO2 Npuxooa u
HpYIHCA OCHOBY 3a NPOGEPY Od i ce NPOGUM Ha 068aj HAYUH ,,u361auu "’y opyee nopecke
Jypucouxyuje. Mehynapoone cmepruye 3a mpancghepre yene npenopyyyjy HeKomKo
Memooa 3a U3PAYYHABAILE MPAHCHEPHUX YeHd, Y 3A8UCHOCTU 00 OKOTHOCMU CIYYAjd,
VKBYUYVIU U HEKOUKO NpenopyyeHux napamemapa pelesanmuux 3a UspavyHasarse.
Taxohe, y ciyuajesuma Kaoa ce memoo ,,yeHa KOwmarea niyc mapica’ u menoo
,,mpancakyuona nemo mapoca’ (THM) mocy npumenumu na jeonako noy3oaw
HA4UH, NPENOpPyKa je 0a ce NpumMeHU ,, yeHa Kowmarea niyc mapoica . Muoee semme
¢y npuxeamuie melyHapoore cmepHuye u yepaouie ux y ceoje HayuoHaIHe nponuce.
Melymum, y 0o0cycmey o36umne ananuze eexama y npakcu, Ha maj Ha4un cy ce
npuxeamuie u MocyhHocmu 3a nojagy oesujayuja y pesyimamuma oopauyua. Axo cy
mu pe3yimamu Ha Kpajy ucuna nopesa Koja ce niaha unu ne niaha y Hekoj semsi,
OHOA je pasymmuso 3aumo 06e desujayuje 3aciyiicyjy noceony nasxcry. Ihasna
Xunomesay 060m paoy je 0a kada cy 06a memooa npumMerbued, He mpeoa yeex 0asamu
NPEeOHOCH Memooy ,, yeHa KOWmared Niyc mapoica”, jep mocy 0a ce nojage epexmu
Koju ¢y dicenenu 0a ce cnpeye. Ynpago y 3a6ucHocmit 00 OKOIHOCMU Cy4aja, NpaguiHo
uspadyHagarse Moogice Oumu 6eoma OUCKYMAOUTHO YaK U aKO ce HeKu napamempu
MUHUMATHO npomeHe. Y pady cy pazmompena o0cmynara mpamncephe yere 00
npuHyuna ,,6an doxeama pyke' kaoa cy oba memooa noheonaxko npuxeammusa u
V3 MUHUMATHE UsMeHe Y 084 NaApamempa: GeIUdUHU Y30PKA YNOpeousux KOMNamuja
u nepuody nocmamparsa. Cée 060 Mmecmupano je Ha npumepy MyImuHAyUOHAIHEe
KOMNauuje u3 jeone 00 pazeujeHux eGponCKUX 3eMasmd, Koja UMd NO8e3aHo Juye y
jeonoj 00 esponckux 3emama y paseojy. Tecmupana cmpana je nogesamo auye Kao
NOpecKu 008e3HUK 3eM/be Y pa3eojy. Y npumenu eenepanto nocmoju nyHo npoonema u
ounema Koje mpeba npesazuhiu y 00HOCY uzmel)y 0Ho2a Koju u3pavyHasa mpancgepHe
yeHe, camux KomMnanuja u nopecke ynpaee. Beoma je éasicno ¢ Koz acnexma ce epuiu
obpauyn. Axo ce npeghepupa acnexm npedysehia, maoa je Hajooma onyuja ona
3a Kojy he xomnanuja niamumu najuudicu nopes. Mehymum, axo nopecka ynpasa
6eh uma npaso da 3ampadicu npomery oopauyua, maoa he mo padumu y unmepcy
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oporcase, a HAjHENOBOLHUJA ONYUJA 3a upmy Modsce ce 0oOUMU NPOMEHOM HeKoe 00
Kopuwthenux napamemapa. Y jeono u opyeo ou o6uno opmanto npuxeamsuso, anu
sucuna nopesa ne ou ouna ucma. Mozyhu cyenapuju y mecmuom ciyyuajy noxazanu
¢y 0a melyHapoOHo npusHame npenopyke y usoopy memooa umajy ciabocmu, jep
He YKbYUYjy cee napamempe came Memooonozuje Koju 3HaYajHo ymuyy Ha Kpajrou
pesyimam. Y cumyayuju Kaoa je epemeHcKUu nepuoo nocmamparbd nekcubunan u
Huje 0euHUCana MUHUMATHA GENUYUHA Y30PKA YNOPEOUSUX KOMAAHUjd, NPaKmu4Ho
je omsopen npocmop 3a MAHUNYIayujy KoHauHum pesyimamom. [la ou ce uzbezne
Hejacnohe u paznuuumu oonuyy MaHunyiayuje y uspaiyHasarsy mpancepuux yena,
nompeodHo je oame npeyusupami meljyHapoore cmepruye 3a pazeoj mpaHcghepHux
yena y OomeHy epemeHcke OumeH3uje u eenuyure yopka. Ilopeo moea, mpedano ou
obasezamu nopeckoz 008e3HUKA 0a U3BPUIU KAKYIayuje mpanc@epHux yena no ceum
Memooama Koje 00208apajy OKOTHOCMUMA Fe20802 CVYajd, d He CAMO jJeOHO] 00 HblX.
Oso ce zenepanto modice npegazuhu uiu NPOMEHOM CAMUX CMEPHUYA Ui OIUdICUM
OdeunucareM npaguia HA HUBOY HAYUOHATHOZ 3AKOHOOABCMBA C8aKe Opoicase,
V3 HEOnX0OHOCH NODOBUARA NPOpEeCcUoHane CnoCoOHOCMU nopecke ynpase 3d
KOHMPOLY Mpancghepnux yena.

Cepxa — Hcmaknym je 3nauaj npasunnoe obpauyHa mpamcepHux yena, Koju
3asuct 00 8ue napamemapd, Kako 00 OHUX 0eQUHUCAHUX V) MeOpUju, MAKo U 00 OHUX
Koju mo Hucy, a mpebano 6u da 0yoy. Meljynapoone cmepHuye npenopyuyjy HeKoauKo
Memooa 3a 06payyH mpanc@epHux yena, Kao u Kojoj 00 rmux mpeba oamu npeoHocm
VKOIUKO €Y 08e 00 mux nohedHako npuxeamsuse. Yxonuxo cy mo ,,THT " u ,, IJocm
nayc ", npednocm uma ,,Llocm nayc“. Cepxa pada je oa nokadice 0a y npaxcu mo He
Mopa 0a 6yoe mako, Wmo je 1 OCHOBHA Xunomesa 00 Koje ce nodasu.

Juszajun/Memoou/llpucmyn — 'V pady ce Hajnpe — pazmampa pacnoioxcusd
MehyHapoOHa memooono2uja 3a 00pauyH mpanchepHUx YeHa d 3amum npoonemMamuxa
00pauyHa y npakcu y cayuajy MUHUMAIHOZ 0OCMynarea 06e 3HauajHe KOMHOHeHme
YRopeougocmu — Genuyune Yy30pKa u epemencke oumensuje napamvemapa. Cee 06o he
ce mecmupamu Ha NPUMepy MYTMUHAYUOHATHE KOMNAHUje U3 jeOHe 00 pa3eujeHux
EBPONCKUX 3eMaAsba, KOjad UMA NOBE3AHO Jule Y jeOHO] 00 eBPONCKUX 3eMas/ba Y PA36OJY.
Tecmupana cmpana je nose3ano auye Kao Nopecku 066e3HuK 3emsmwe y paseojy. [lamo
Je euute cyenapuja obpauyHa y ciyuajy HageoeHux npomeHda no Kojuma ce 0ooujajy
Pasnuuumy  U3HOCU nopesa. YKonuko 3emma y paszeojy npuxeamu (VKaoyuuarem
V HayuoHanHe nponuce) MelyHapooHy npenopyky o npeowocmu memooa ‘‘Llena
Kowimarea niyc”” — y npakcu je npuxeamuia oa he y Hekum cryuajesuma Haniamumu
Marsu nopes.

Pesynmamu — Ilomephena je xunomesza oa memoo “Llena xowmarsa niyc” He
mpeba ysex 0a uma npedHocm y ooHocy Ha memoo “THT”. [lemamHujom ananuzom
Pazmuuumux CyeHapuja 3a KOHKpemHe OKONHOCMU cayyaja, 0odujajy ce uiupe
MozyhHocmu 3a npasuiHo oopehusarbe 0CHOGe 3a ONOPe3UBAIbe Al U 3a CHPetasarbe
oonusarea nopesa us semsmwe. Taxkohe ce 0obuja u apeymenm 3a demasvHuje depunucarbe
HAYUOHAHUX NPORUCA KaKo Ou ce uzbeaie nojage Koje cy dicenene od ce cnpeye.

Ipakmuune umniukayuje — Henxoono je oonyHumu mehyHapooHe cmepuuye u
HayuoHanHe nponuce o ONOpe3Usarvy, Kao u nosehamu cmpyunu Kanayumenm nopecke
aomunucmpayuje y o6oj oonacmu. Tume he ce nosehamu u xowmpona obpauyHa
mpanceprux yeua, xao u ‘“‘uzenaverba’ npoguma u3 3emme y opyee nopecke
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Jypucoukyuje.

Opueunannocm/Bpeonocm — Teopuja u npaxca mpeba oa 6yoy euute nosesame.
THpakmuunu npumepu noxasyjy oay o8oj obracmu mpeda usepuiumi oopelere uzmere
Kaxo 6u ce eghuxacHuje cnpeuuna nopecka esasuja. Y aumepamypu ce usHocu docma
3amepKu Ha nocmojeliu Konyenm oopauyHa mpancghepHux yeua an Hema OOCHYNHUX
CIUYHUX NPAKMUYHUX NPUMEPA U CMYOUjd KOju Ou nROm8epouiu 00Cmynarsd y 00pauyHy,
HA HAYUH KAKO je UNOMHCEHO Y 080M PAOY.

Kwyune peuu: Tpancghepre yene, yene “san 0oxeama pyke”’, Memoo mpaHcakyuote
Hemo mapaice, Memoo yeHa Koumarea niyc 6pymo mapoica’”, 0nopesusu npuxoo.

Introduction

At an era of accelerated expansion of the business activities of multinational
companies in the markets of many countries, with different tax regulations, the problem
that is constantly current is the correct calculation of transfer prices, i.e. the price that
is formed in transactions between related parties (Elliot & Emmanuel, 2002). Since
taxpayers are required to disclose these transactions in tax balance sheets, this is an area
where the possibility of avoiding payment of taxes between different tax jurisdictions is
recognized at the international level (Bhata, 2009). Over the years, international rules
have sought and perfected (OECD, 2011; UN Guidelines, 2013) principles for adjusting
transfer prices, based on the “arm’s length” principle.

Many countries have accepted international guidelines and incorporated them
into their national regulations. However, in application there are always a number of
problems and dilemmas that need to be overcome on the relationship between the one
who calculates transfer prices, the companies themselves and the tax administrations.
(Timms, 2013; De Robertis, 2018; Durst, 2010; Durst & Culbertson, 2003). This is due
to the fact that the amount of taxable income of a company that involves related parties
in one or more countries depends on the result of the calculation itself. Accountability
issues are further enhanced when an entity is in a developing country (Cooper, Fox,
Loeprick & Komal, 2016; Sikka, 2009, Suraj, 2017; Ostwal, 2009; UNCTAD, 2015).
All these authors are critics of this concept. In essence, they all agree that because of
its complexity, this concept is increasingly subject to manipulation, such as transferring
part of the profits to tax jurisdictions with lower taxation rates. Legislation is one way to
prevent such abuse (Jovanovi¢, 2018).

In this paper the importance of properly calculating transfer pricing is emphasized.
That depends on multiple parameters, both those defined in theory and those that are
not, but should be. International guidelines recommend several methods for calculating
transfer pricing. Which one should be given priority if two of them are equally acceptable?
If they are TNM and Cost Plus, the latter takes precedence. The purpose of the paper is
to show that in practice this may not be the case, which is the basic hypothesis on which
it is based.
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Theoretical backgrounds

In the extensive literature and the aforementioned guidelines, the basic concepts and
essence of the concept are clear. The “arm’s length” principle is an international standard for
the application of transfer pricing rules. When unrelated parties perform transactions, the
conditions of their commercial and financial relations are usually the result of the market. All
conditions that are in line with market conditions are considered to be in accordance with the
“arm’s length” principle. The use of the “arm’s length” principle is based on the comparison
of the conditions in a controlled transaction with the terms of the transaction between
unrelated parties. Transactions are comparable if there is no difference between them or if the
differences cannot significantly affect the transaction conditions (prices or margins). The aim
of this analysis is to find comparable companies, i.e. transactions. A comparable uncontrolled
transaction is considered to be a transaction that occurs between two independent parties and
that is comparable to the controlled transaction under investigation.

Transactions are comparable when there is a similarity in one or more aspects:
the subject of the transaction (e.g. the same or similar raw material is sold to unrelated
parties); contractual terms (date of transaction, subject of contract, delivery terms,
quantity discounts, rebates), economic or market conditions (comparable transactions
take place in a similar market).

Internal or external comparable data can be sources of information for checking
transfer prices. In the event that the taxpayer has purchased the same or similar product/
service from both related and unrelated persons in similar volumes, markets and conditions,
this information can be used for checking transfer prices, as internally comparable data.
When an unrelated person buys/sells a product/service in similar quantities, markets,
and conditions, this information can be used as an external comparable data. The usual
sources of externally comparable data are commercial databases (e.g. Amadeus Buerau
Van Dijk, Orbis Buerau Van Dijk, Thomson Reuters).

Transactions with affiliates must be checked using one of the available transfer
pricing methods (OECD, 2010). At the international level, taxpayers applying tax
planning try to minimize the tax liability of the group by directing most of the taxable
income to the state where the effective tax rate is the lowest. At the national level,
taxpayers will direct most of the taxable income to the member of the group that has
current or transferred tax losses from previous years or the ability to use tax incentives.

An analysis of comparable data and the application of appropriate methods will
result in a range of the “arm’s length” principle prices. The range is the result of the fact
that independent companies do not necessarily have to establish the identical price at
which the transaction is concluded. In cases where the range is established, the transfer
price is deemed to be no different from the “arm’s length” principle price if the transfer
price is within that the range. If the transfer price is outside of the range, the “arm’s
length” principle price is equal to the median of the specified range.

When transfer pricing does not reflect market relations and the “arm’s length”
principle, there may be distortions regarding the tax liabilities of the related parties and
the state’s tax revenues. If revenue based on transfer pricing is lower than the income on
the basis of market prices, the taxable income increases. If the expense based on transfer
pricing is higher than the expenditure on the basis of market prices, the expenditure for
tax purposes is reduced.

62 EKOHOMUKA EEX3]



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

A number of authors have addressed the lack of precision of international
guidelines, some of which have been mentioned here. Also interesting are those who
consider international guidelines to be too “soft” to prevent profit from moving out
of the country, whether the focus is on calculating specific types of transactions (Li,
2012) or the method of “dividing profits” (Ron, 2012; Kroppen, Dawid & Schmidtke,
2012). Some authors point out the high complexity of the guidelines, as well as the lack
of comparable billing data, and suggest introducing some fixed, simpler parameters
(Luckhaupt, Overesch, & Schreiber, 2012).

For developing countries, right calculation is of particular importance, and to
avoid the shortcomings of the guidelines, it is proposed to innovate and introduce an
alternative method: the Apportionment Method (Ostwal, T. 2009; Jaiswal, 2017). This
is due to the fact that comparability is a major component of transfer pricing, and
parameter comparison is based on statistical instruments subject to variation. Therefore,
the timing of the observation of the calculation parameters and the minimum sample
size of comparable companies should be defined more precisely (Matavulj, 2019, p. 94).

All of the research mentioned was based on a critique of the guidelines and the
need to improve them, due to the global tax redistribution between countries. However,
the guidelines have not yet been changed, and developing countries continue to use
them as a standard in their tax regulations. Thus, the complexity and imprecision in
the calculation of this type of tax is still topical. No other similar studies addressing the
hypothesis and calculation parameters set out in this paper were found.

Research Design and Hypothesis

The subject of the research presented in this paper is a concrete test of the
application of international guidelines, if the TNM and Cost Plus methods are equally
acceptable. The guidelines indicate that in this case, the Cost Plus method should be
given priority. However, the guidelines do not state why this method is favored, or for
whom - e affiliate or the tax administration.

The main hypothesis in this paper is that the guidelines imprecisely define the
calculation parameters, so the Cost Plus method should not always be favored over the TNM
method if both methods are equally acceptable. This is important because different tax rates
would be obtained depending on the preferred method. Therefore, this assumption will be
tested through simulated calculations using both methods, applying minimal variations in
the two comparability components: the time dimension of the parameters and the sample
size. The testing will be done on the example of a multinational company from one of the
developed European countries, which has a related party in one of the developing countries
in Europe. The test party is a related entity of a taxpayer of a developing country. Several
calculation scenarios are given for case of the mentioned changes, which yield different
tax amounts. If a developing country accepts (by including in national regulations) an
international recommendation on the benefits of the Cost Plus method - in practice it will
have accepted that it will in some cases charge a smaller tax. As a result, it will have also
accepted the possibility of “moving profits” to another country, which it wants to avoid.

The structure of the paper follows this research assignment, first presenting the
international methodology for calculating transfer prices, and then continuing to test
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multiple variants of calculation using the TNM and Cost Plus methods, with a discussion
of the obtained results and discrepancies. Finally, recommendations are made to prevent
tax evasion, which is particularly important in the case of developing countries.

Methods for transfer pricing

According to international guidelines (OECD, 2010; UN 2013), the method used to
check transfer prices generally depends on the circumstances of the case. It is possible to
use a combination of several methods when necessary. The choice of method depends on:

The nature of the transaction (e.g. procurement/sale of goods, business
services, leasing, borrowing, consulting services, etc.);

Availability and reliability of data for analysis;

Degree of comparability between transactions;

The appropriateness of using financial data of unrelated parties for analysis;
The nature and reliability of the assumptions.

Each selected method must be practically applicable and must have a reasonable
assessment of the results in accordance with the “arm’s length” principle.

The methods used to determine the price of the transaction under the “arm’s
length” principle are:

64

The comparable market price method, which compares the price of a product
or service in transactions between related parties with the price of a product
or service in transactions between unrelated parties, where transactions are
carried out under comparable circumstances.

The resale price method, which is based on the price at which the product is
sold to an unrelated person, which is reduced by a comparable gross margin
to determine the “arm’s length” price for the same product purchased from a
related party.

The cost method, increased by the usual earnings-costs from transaction costs
(sale of goods or services) to which the gross margin is added, depending
on the functions being performed, the risks that are being accepted and the
property being used.

The transactional net margin method, entails the comparison of the net profit
margins that a taxpayer realizes in transactions with affiliated persons with
the net profit margins realized in similar transactions with unrelated entities,
or between unrelated entities.

Profit sharing method, which is used if a specific analysis of transactions
between related parties is difficult, i.e. when the activities of related persons
are united, as well as in cases of the existence of a valuable or unique
intellectual property, when it is impossible to find comparable data that would
allow each of them to separately analyze the compliance of their transfer
pricing with “arm’s length” prices.
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Table 1: Comparative presentation of the methods for calculating transfer prices

Comparable Resale Price Transaction Net Transactional Profit
Uncontrolled Price Method Cost Plus Method | Margin Method Split Method
Method (CUP) (TNM) P
Compares prices The price at ;le\‘l/[t/:ONet ti Operati fit
of controlled which something | The cost price Ir{go me g)rera e ex%elﬁiﬁlgg Fhrg co’st
and uncontrolled is sold to an (CP) is equal to the Operatin of incom% tax and
transactions, unrelated entity, | direct costs (e.g. E)I; ensesg or the financial costs
in comparable after deduction | prepayment) and Buls)iness Assets | of a controlled
circumstances: for Gross Margin | indirect costs (e.g. transaction. is
tile SiI{)l.ﬂ’dritnyf (GM) mai;ltenance) ‘related Net Profit = shared witI; related
the subject o to the transaction, . : s ainats
the transaction, GM = (Sales increased by GM E)ger:rt;gi eome ?r? I;EZtS tli:;tslzgiia(::lng
contractual terms, Revenue - Cost Ex penses & Exceptionall the'
economic and market | of Goods Sold)/ | GM = (Sales P total proﬁt czr’l be
conditions. Sales Revenue revenue - CP) / CP takenp
*100 *100 ’

Source: Author processing, based on international guidelines OECD (2010) and UN (2013)

Table la: A more detailed view of calculation formulas for TNM

ROA — Return rate on assets (usually only tangible

assets) = Operating profit / Operating assets

ROCE — The rate of return on the invested capital (total

capital - cash - investments) = Operating profit / Engaged capital

OM - Operating margin = Operating profit / Sales revenue

ROTC — Return rate to total costs = Operating profit / Total costs

Return rate on the cost of selling products sold = Gross profit / Cost of selling products sold
Berry ratio = Gross profit / Operating costs

Source: Author processing, based on international guidelines OECD (2010) and UN (2013)

After selecting the method, it is necessary to select the tested side, define a sample of
comparable companies and the time period in which the selected indicators are observed.
Depending on the method chosen, it is essential to further find the necessary data for
calculating the average margin of comparable companies in the external database, then
the interquartile range (from the 1* to 3" quartile) and the median sample, to determine
whether the margin of the tested company is within the specified range between the 1%
and 3™ quarters, or instead use the median sample for the calculation of the “price out
of reach”.

Calculation of transfer prices in practice: The application of two
methods and the change of comparable parameters
Literature lists a number of dilemmas (OECD, 2010, paragraphs 3.2-3.59)

regarding the justification and applicability of selected transfer pricing methods, but until
they are verified using for a specific case, the conclusions can be interpreted in different
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ways. This is because there are theoretical criticisms of the application of this concept, as
previously mentioned. We will test the reliability of transfer pricing when two methods
are equally applicable. The treatment of the income to be taxed depends only on the
estimate of the one who calculates the transfer pricing of the related entity and the extent
of deviation from the comparable parameters.

According to the OECD Secretariat Note on Transfer Pricing Methods (Cooper,
Fox, Loeprick & Mohindra, 2016, p. 173), Table 2 lists the most common examples for
selecting the appropriate method in practice. In the particular case, further below, the
recommendation from the guidelines will be: if the two methods, TNM and Cost Plus,
are equally applicable priority is given to the latter. It is not specified in the guidelines
why advantage is given to this method, nor whom it is favorst - he related entity or the tax
administration. These questions will be answered after simulated calculation applying
both methods, using minimal variations in two components of comparability: the time
range of parameters and the sample size.

Table 2: Illustration of the most appropriate method selection in
specific case circumstances

If... ...Can be applied

If CUP and another method can be applied in an equally

reliable manner cup

When one party to the transaction performs
“benchmarkable” functions(e.g. manufacturing,
distribution, services for which comparable values exist)
and does not make any valuable, unique contribution

(in particular does not contribute a unique, valuable

- One sided method

- Choice of the tested party
(seller or purchaser): generally,
the one that has the less
complex functional analysis

manufacturing or provision of services)

- Asset-based TNM (i.e. testing
net profit / assets)

intangible)
- Cost Plus
. - Cost-based TNM (i.e. net If Cost Plus and TNM can be
The tested party is the seller (e.g. contract profit / costs) applied in an equally reliable

manner: Cost Plus

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

Resale price
Sales-based TNM (i.e. testing
net profit / sales)

If resale price and TNM
can be applied in an equally
reliable manner: resale price

When each of the parties makes valuable, unique
contributions to the controlled transaction (e.g.
contributes valuable unique intangibles)

Two-sided method
Transactional profit split

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

Source: Cooper, Fox, Loeprick & Mohindra, 2016, p. 173

Other methods

For simplification purposes, all the details of the analyzed case will not be shown
below, as well as the differences in the tax treatments and administrations of the two
countries - developed, in which the company’s headquarters reside, and the less-developed,
in which a related entity is registered. It is important to note that in our case, in both
countries, the OECD’s international guidelines are incorporated into national legislation,
therefore the method of calculation is uniform. The main objective is to show differences
in the tax base, if one or the other selected method is chosen and if only a small deviation
in sample size and observation period is made when calculating transfer prices.
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The basic setting in testing

The ABC company is registered for the production of other plastics products, code 2229.
This company, located in one of the developing countries in Europe, is entirely dependent on
the parent company. ABC Group, located in one of the developed European countries. This
dependence is reflected in the fact that ABC gets all its raw materials from ABC Group, as its
affiliated entity, then produces products according to its orders and sells them again to that same
related entity. Considering that in our case the taxpayer produces and sells goods to its related
entity, it is possible to apply two methods: Cost Price Plus Gross Margin and Transaction Net
Margin (TNM). The ROTC formula (operating profit/ total costs) is used in this case to calculate
TNM. Other methods are not applicable because there is no other internally comparable data
that could be used to check the transactions, and the nature of taxpayer’s activity is production
for the parent company rather than the resale products or services.

Using relevant ABC data, the difference in results of both methods are analyzed,
as is the further influence on the change in results, i.e. on the final correction of the tax
base that is included in the ABC tax balance. The ABC company is a tested party in the
organization chain of ABC Group because it is a resident of the country in which the tax
balance is submitted and because it is the simplest case to test (OECD, 2010). Table 3
lists the basic ABC balance data used in the testing.

Table 3: Basic ABC statement for 2017 year

Description ABC transfer price
A. Revenues from sales 3.080 mil EUR
B. Total operating costs 3.067 mil EUR
BI1. Direct costs of the products sold 2 2.414 mil. EUR
B2. Other operating costs 0,653 mil EUR
C. Operating profit (A-B) 0,014 mil EUR
D. TNM % (C/B) 0,45%
E. GM % (A-B1)/B1 27,58%

Source: Data taken from the ABC Income Statement from Orbis (2018)

Given that there are no transactions with independent entities that could be used
for comparison, the external Orbis database (2018) was used to establish a sample of
comparable companies. Parameters selected as the strategy for this research, which are
in line with the type, size and status of ABC, are:

*  All active and independent companies (without related parties) engaged in

the production of other plastic products, code 2229,

*  All companies of these species located in Western and Eastern Europe,

*  All companies that have generated revenues over 1mil. EUR,

* Data analysis for 4 years (2014-2017), used to obtain gross margin and

transaction net margin, for use in the Cost Plus and Transaction Net Margin,
as Operating Profit / Total Costs.

2 The assumption is that the cost price is equal to direct costs.
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By analyzing external data, a sample of 7 comparable companies was obtained,
which can be used to further test the ABC transfer pricing.

Starting from paragraphs 3.58 and 3.59 of the OECD Guidelines (2010), which
draw attention to situations where different results are obtained by applying different
methods, as well as paragraphs 3.2, 3.38 and 3.46, in which the significance of the
quantity and quality of the samples is analyzed, using the particular data we checked 4
calculation scenarios for each of the methods:

* Scenario 1: 7 companies in the sample, 4 years of observation,

* Scenario 2: 7 companies in the sample, 3 years of observation,

* Scenario 3: 6 companies in the sample, 4 years of observation,

* Scenario 4: 6 companies in the sample, 3 years of observation.

The choice of scenario will depend on the interest of the state or company that
has to pay the tax. Small adjustments in parameters will result in large differences in
tax amounts. It is necessary to define the calculation rules more precisely, because it is
possible to manipulate results through the amount of taxable income of the company and
the amount of tax collected by the state. Further consequences are possible in the other
state where the company’s headquarters are seated, where there may be double taxation
or avoidance of tax payments, but these aspects will not be addressed in this paper.

Possible scenarios for both methods and discussion of the results

As already mentioned, after choosing the method, comparable companies are
selected, with the corresponding data for calculating the gross or net margin, depending
on the chosen method. In our case, the average margins, inter-quartile ranges and medians
will be calculated (tables 4-7, recapitulation in tables 8-9), in order to ultimately present
the difference in revenue adjustments (table 10) and the conclusion which scenario is the
best for the company and the tax administration.

Table 4 gives an overview of average gross margins and interquartile ranges with
a median for samples of 7 companies and 6 companies, for a period of 4 years (2014—
2017), calculating the sales price using the Cost Plus method.

Table 4: Average gross margins and interquartile ranges for scenarios 1 and 3
% Gross margin of company ABC = 27,58%

Scenario 1 Scenario 3
Clomyzy & ver_agoe £r0SS Interquartile range S Ver'ag:): £r0SS Interquartile range
margins, in % margins, in %
37.63% 37,63%
97.68% 23,14% 97,68% 23,14%
116.51% 30,89% 62,73% 27,53%
62.73% 51,29% (median) 51,29% 44,46% (median)
51.29% 80,20% 23,14% 59,87%
23.14% 116,51% 24,16% 97,68%
24.16%

Source: Calculation by the author based on data from the Orbis database (2018)
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Scenario 1 (7 companies in the sample, 4 years of observation), the ABC gross
margin rate is not in range, so the median of 51,29% would be used. In Scenario 3 (6
companies in the sample, the same observation period), the situation is different. The
third company from the sample, with a gross margin of 116,51%, was eliminated, so
the ABC gross margin of 27,58% fell into the interquartile range. This means it will be
used to calculate the selling price. Differences in the applied gross margin rate, using the
Cost Plus method, with a change of only 1 company in the sample, will also affect the
differences in the amount of revenue (Table 10, revenue for scenarios 1 and 3). Table 10
eventually analyzes the differences across all scenarios and methods, the parameters of
which are presented in the following tables.

In Table 5, the TNM rate was tested for samples of 7 and 6 companies for a period
of 4 years (2014-2017), at the rate of TNM of ABC = 0,45%

Table 5: Average TNMs and interquartile ranges for scenarios 1 and 3
% TNM of company ABC = 0,45%

Scenario 1 Scenario 3
Company average TNM, in % Interquartile range Company average TNM, in % Interquartile range

12,24% 12,24%

6,10% 1.47% 6,10% 1,47%
13,07% 3,56% 12,71% 3,55%
12,71% 6,10% (median) 1.47% 4,83% (median)
1,47% 12,47% 3,56% 10,71%
3,56% 13,07% 3,55% 12,71%
3,55%

Source: Calculation by the author based on the data from the Orbis database (2018)

In the case of the TNM method, in Scenario 1, the ABC TNM rate (0,45%) is not
in range, so the median that is used is 6,10%. Also in Scenario 3, the ABC TNM rate is
not in range, but the median that is used is 4,83%. As in the previous case, the amount of
taxable income would change depending on the scenarios and methods chosen, which is
presented in greater detail in Table 10.

When reducing the number of years in the observation period from 4 to 3, i.e.
the sample of 7 and 6 companies during the period 2015-2017, the test results for both
methods are shown in tables 6 and 7.

Table 6: Average gross margins and interquartile ranges for scenarios 2 and 4
% Gross margin of ABC = 27,58%

Scenario 2 Scenario 4
Company average gross Interquartile Company average gross Interquartile range
margins, in % range margins, in %
38,68% 38,68%
92,55% 25,03% 92,58% 25,03%
120,65% 31,93% 65,08% 28,55%
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65,08% 58,01% (median) 58,01% 48,35% (median)
58,01% 78,81% 25,17% 63,31%
25,17% 120,65% 25,03% 25,03%
25,03%

Source: Calculation by the author based on the data from the Orbis database (2018)

In Scenario 2 (7 companies in the sample, 3 years of observation), using the Cost
Plus method, and the ABC gross margin rate of 27,58%, the median used is 58,01%. In
Scenario 4, the third company from the sample, with a gross margin of 120,65%, was
eliminated. Because the ABC gross margin is out of margin range, the median of 48,35%
is used in the calculation. In both scenarios, the result of the calculation is different, as

is the taxable income.

Table 7: Average TNMs and interquartile ranges for scenarios 2 and 4
% TNM of company ABC = 0,45%

Scenario 2 Scenario 4
Company a voerage LD Interquartile range SRy a Vfrage LLD Interquartile range
in % in %
12,29% 12,29%
5,70% 3,31% 5,70% 3,31%
13,01% 4,22% 13,79% 4,06%
13,79% 5,70% (median) 3,31% 5,12%
3,31% 12,65% 4,55% 10,64%
4,55% 13,79% 3,89% 13,79%
3,89%

Source: Calculation by the author based on the data from the Orbis database (2018).

In Scenario 2, using the TNM method, the ABC TNM rate of 0,45% is not within
range, so the median of 5,70% is used. In Scenario 4, the ABC TNM rate is not within
range too, but the median of 5,12% is used.

Tables 8 and 9 recapitulate all scenarios, first for the Cost Plus method (Table 8)
and then for the TNM method (Table 9). All the rates shown below are used in specific
calculations of taxable income using one method or the other.

Table 8: Recapitulation of the market range - transaction net margins
% TNM of company ABC = 0,45%

Number of companies in the sample/ | The first Quarter Median ThirdlOuarter
number of years

6 firms/3 years - Scenario 4 4,06% 5,12% 10,64%

6 companies/4 years - Scenario 3 3,55% 4,83% 10,71%

7 firms/3 years - Scenario 2 4,22% 5,70% 12,65%

7 companies/4 years —Scenario | 3,56% 6,10% 12,47%

Source: Autor, data from tables 5 and 7
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Table 8 shows that the ABC TNM rate is out of range in all scenarios, so the
median that is used depends on the selected scenario.

Table 9: Recapitulation of the market range - of gross margin
% Gross margin of company ABC = 27,58%

Number of compal;}e}s, el;lr ;he sample/number The first Quarter Median hifsd| Qi
6 firms/3 years - Scenario 4 28,55% 48,35% 63,31%
6 companies/4 years - Scenario 3 27,53% 44,46% 59,87%
7 firms/3 years - Scenario2 31,93% 58,01% 78,81%
7 companies/4 years —Scenario 1 30,89% 51,29% 80,20%

Source: Autor, data from tables 4 and 6

Table 9 shows that only in Scenario 3, the ABC gross margin is within the given
range of the average market margins, while in the other cases, for different median is
used revenue calculation, depending on the selected scenario. In this situation, using
the Cost Plus method, the ABC revenue for transfer prices will be 3.080 mil. EUR,
(indicated in yellow in Table 10). Only in this case (sample of 6 companies and 4 years
of observation) should the income adjustment not be the basis for taxation.

Table 10 shows revenues at “arm’s length” principle prices for both methods,
depending on scenario is used for comparative analysis. It also shows the correction of
revenues, which represents a correction of the tax base.

Table 10: Correction of revenue for TNM and Cost Plus methods, for 4 scenarios

In mil. EUR
Scenarios Revenue "arm’s | Revenue “arm’s length" Correction of Correction of
length" principle by | principle by the Cost | revenue by TNM | revenue by Cost Plus
TNM method Plus method method method

1 3.254 3.652 0,174 0,572
2 3.242 3.814 0,161 0,734
3 3.215 3.080 0,134 0

4 3.224 3.581 0,143 0,501

Source: Calculation by the author, using data from tables 1, 8§ and 9.

Bearing in mind the differences shown in the corrections by both methods, for
the ABC company it is most beneficial to use Scenario 3 (a sample of 6 companies
and 4 years of observation), because then it will not have to correct the tax base. From
the aspect of the tax administration, the most favorable scenario would be Scenario 2
(7 companies, 3 years of observation) because the ABC company would then have to
correct the tax base by EUR 734.000 and thus pay a higher tax.

On the other hand, according to the OECD guidelines both methods are applicable,
but the Cost Plus method is preferred. It is evident that Cost Plus will not be applied
in every scenario. The difference in the corrections by both methods, for each of the
four scenarios in the analyzed example, ranges from a minimum of EUR 134.000 (for
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Scenario 3, correction of revenue by TNM method) to a maximum of EUR 572.000 (for
Scenario 1, correction of revenue using the Cost Plus method).

From previous calculations using both methods, with different parameters within

the sample size and length of the observation period, the following can be concluded:

+ Itis significant which method, as well as the size of the sample and the period
of observation for comparable companies, will be applied, because they all
directly influence the amount of taxable company income.

*  When both methods are applicable, should not favor the Cost Plus method,
since possible variations in the comparability parameters are not taken into
account.

*  Using the Cost Plus method, when decreasing the number of years, the median
or interquartile range also changes, with the median increasing slightly and
the range expanding, while the ABC gross margin is within the range limits
in both scenarios. By decreasing the number of years, the company’s gross
margin would be used and there would be no correction of the tax base. On
the other hand, by reducing the number of companies in the sample by only
one company, there is a change in the use of the gross margin rate, whereby
for the smaller sample of companies the ABC gross margin rate can be used
and in all other scenarios the median used, creating a higher ABC taxable
income.

e If the TNM method is used, in all the considered scenarios, the ABC TNM
rate would not be used because it is always outside of the ranges. Instead,
it is necessary to use the median, which varies depending on the size of the
sample and the length of the observation period. This indicates that there will
certainly be a correction of the tax base, but how much ABC will have to pay
in additionally will depend on the choice of the median.

Conclusion

According to international guidelines for the calculation of transfer pricing of related
entities, all methods are equal and the choice of one of them is made depending on the
circumstances of the particular case. It is also recommended that if in some cases two methods
are acceptable, e.g. the Transaction Net Margin and Cost Plus method, priority is given to the
Cost Plus method. However, it is not specified from which aspect this method is prefers,
and whether this recommendation is valid even if two important comparison components
are changed: the time dimension of parameters observation for calculation and the size of
the sample of comparable companies. It is very important from which aspect the calculation
is managed, especially in the case of developing countries. If the aspect of the company is
favored, since it is obliged to attach a tax return to the balance sheet, then the best option is the
one in which the company will pay the lowest tax. However, if the tax authority has the right
to request a change in the calculation, then it will look at it from the standpoint of the state
interest, and the most unfavorable option for the company can be applied.

The scenarios in the tested case showed that internationally recognized
recommendations on the selection of methods have weaknesses because they do not
include all the parameters of the methodology itself, which significantly affects the end
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result. In a situation where the time period of observation is flexible and the minimum
size of the sample of comparable companies does not exist, there is a plenty of room for
manipulating the end result. There are many objections in literature to the concept of
transfer pricing, but no practical examples and studies similar to the calculations outlined
in this paper are available to confirm deviations.

The main hypothesis in this paper was confirmed: the Cost Plus method should
not always take precedence over the TNM method. It is evident that OECD guidelines
are not always applicable in practice. In the case tested in the paper, the difference in
the corrections by both methods, for each of the four scenarios, ranged from a minimum
of EUR 134.000 (for Scenario 3: correction of revenue using the TNM method) to a
maximum of EUR 572.000 (for Scenario 1: correction of revenue using the Cost Plus
method). For the tested company it is most beneficial to use Scenario 3 (a sample of 6
companies and 4 years of observation). From the aspect of the tax administration, the most
favorable scenario would be Scenario 2 (7 companies, 3 years of observation). Using the
Cost Plus method, when decreasing number of years, there will be no correction the tax
base. On the other hand, by reducing the number of companies in the sample by only one
company, there is a great change in the taxable income. If the TNM method is used, all
considered scenarios require corrections of the tax base.

In order to avoid ambiguity and various forms of manipulation in the transfer pricing
calculation, it is necessary to specify the international guidelines in the domain of time
dimension and size of the sample. Additionally, the taxpayer’s obligation to introduce transfer
price calculations should be introduced for all methods that correspond to the circumstances
of their case, and not just one of them. In this case, it should be defined whether it is acceptable
to apply the most favorable option for the company (but not for the state), for the state (but not
for the company) or perhaps some middle variant that would result from the tests performed
on all parameters. This can be overcome either by changing the guidelines or by defining
rules in greater detail at the level of the national legislation of each state, whilst improving the
professional capacity of the tax administration to control transfer pricing.
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