B.2.COMPARABILITY ANALYSIS

B.21. Rationale for Comparability Analysis

B.21.1. The term “comparability analysis” is used to designate two distinct but related analytical
steps:

1. An understanding of

(a)The economically significant characteristics and circumstances of the controlled
transaction, i.e. the transaction between associated enterprises, and

(b)The respective roles and responsibilities of the parties to the controlled transaction. This
is generally performed through an examination of figemparability factors”, see
further Paragraph B.2.1.6.

2. A comparison between the conditions of the controlled transaction (as established in step 1
immediately aboyeand those in uncontrolled transactions (i.e. transactions between
independententerprises) taking place in comparalgdiecumstances. The latter are often
referred to as “comparable uncontrolled transactions” or “comparables”.

B.2.1.2. This concept of comparability analysis is used in the selection of the most appropriate
transfer pricing method, as well as in applying the selected method to arrive at an arm’s length price or
financial indicator (or range of prices or financial indicators). It thus plays a central role in the overall
application of the arm’s length principle.

B.2 1.3. A practical difficulty in applying the arm’s length principle is that associated enterprises
may engage in transactions that independent enterprises would not undertake. Where independent
enterprises do not undertake transactions of the type entered into by associated enterprises, the arm’s
length principle is difficult to apply because there is little or no direct evidence of what conditions
would have been established by independent enterprises. The mere fact that a transaction may not be
found between independent parties does not of itself mean that it is, or is not, arm’s length.

B.21.4. It should be kept in mind that the lack of a comparable for a taxpayer’s controlled
transaction does not imply that the arm’s length principle is inapplicable to thaattgon. Nor does

it imply anything about whether that transaction is or is not in fact at arm’s length. In a number of
instances it will be possible to use “imperfect” comparables, e.g. comparables from another country
with comparable economic conditionsr comparables from another industry sector. Such a
comparable would possibly need to be adjusted to eliminate or reduce the differences between that
transaction and the controlled transaction as discussed in Paragraph



been agreed between independent parties in similar circumstanicethe absence of evidence of
what independent parties have actually done in similar circumstances.

B.21.5. A controlled and an uncontrolled transaction are regarded as comparable if the
economically relevant characteristics of the two transactions and the circumstances surrounding them
are sufficiently similar to provide a reliable measure of an arm’s length result. It is recognized that in
reality two transactions are seldom completely alike and in this imperfect world, perfect comparables
are often not available. It is therefore necessary to use a practical approach to establish the degree of
comparability between controlled and uncontrolled transactions. To be comparable does not mean
that the two transactions are necessarily identical, but instead means that either none of the
differences between them could materially affect the arm’s length price or profit or, where such
material differences exist, that reasonably accurate adjustments can be made to eliminate their effect.
Thus, in determining a reasonable degree of comparability, adjustments may need to be made to
account for certain material differences between the controlled and uncontrolled transactions. These
adjustments (which are referred to as “comparability adjustments”) are to be made only if the effect of
the material differences on prioe profits can be ascertained with sufficient accuracy to improve the
reliability of the results.

B.21.6. The aforesaid degree of comparability between controlled and uncontrolled transactions is
typically determined on the basis of a number of attributes of the transactions or parties that could
materially affect prices or profits and the adjustment that can be made to account for diffef@nces.
examination of these attributes is therefore necessary to both steps of the comparability analysis
These attributes, which are usually referred to as the five comparability factors, include:

Characteristics of the property or service transferred;



exactly the same, but the functional analyses of the two distributors would be comparable. See further
ChapterB.3

B.21.9. Practical guidance is needed for cases without sufficient comparables. There seem to be two
distinct problems relating to comparables for developing countries’ tax authorities. The first is lack of
access to existing sources, such as existingosahcompany databases; the second is the lack of
reliable local country comparables. For each of these, there are problems associated with both
administration (e.g., how the lack of data impedes the reliable and efficient determination of



Identifying potentially comparable transactionsinternal and external;
Comparability adjustments where appropriate;

Selection of the most appropriate transfer pricing method;

Determination of an arm’s length price or profit (or range of prices or profits);
Documentation of comparability analysis and monitoring.

B.23. Comparability Analysis in Operation

B.2.3.1. Understanding the Economically Significant Characteristics of the Industry, Business
and Controlled Transactions

Gathering of basic information about the taxpayer

B.23.1.1.An essential first step to enaly effective transfer pricing analysis is the collection of
information about the taxpayer to understand its business operations and activities. Fhnsliiagt
process should include identification of associated enterprises involved in the controkedticam
and gathering information about relevant crdesder controlled transactioris the context of the
commercial and financial relations between the enterp(isetiding thefunctions performed, assets
used (including intangibles, see Chapt&5.) and risks assumedy each party, the nature of
products/services transferred, theerms and conditionsof the transaction the economic
circumstancesetc).

B.23.1.2. An analysis should be performed of the taxpayer’'s circumstances including but not limited
to an analysis of the industry, competition, economy, regulatory factors and other elements that may
significantly affect the taxpayer and its environment. This analysis is by nature specific to each
taxpayer and industry.

B.23.1.3. Information about the taxpayer from its annual report, product brochures, news articles,
research reports prepared by independent agencies, management letters and internal reports could act
as a good starting point for understanding the taxpayer’'s circumstansasly?of these documents

will provide an idea of the industry to which the enterprise belongs, the nature of its business activities
(i.e. manufacturer, wholesaler, distributor, etc), its market segment, market share, market penetration
strategies, type pfoducts/services dealt in, etc.

Identify the accurately delineated transaction

B.23.1.4.The arm’s length price must be established in relation to transactions actually undertaken.
Thus, the critical first step in any comparability analysis is to accurately define those tranbgctions
analysing their economically relevant characteristics, as reflected not only in the contracts between the
parties, but also their conduahd any other facts. In this regard, the contractual terms will generally

be the starting point for the analy$&sclarified or supplementeby the partiestonduc); and b the

extent that the condudr other facts are inconsistent with the written contract, the former should be
taken as the best evidence of the transaction(s) actually undertaken.

B.23.1.5.Tax authorities should not substitute other transactions in the place of those that have



exceptional circumstances§ich circumstances may exist, for examphMhere the arrangements
viewed in their totality are not commercially rationbkrebypreventing the determination of an
arm’s length price for each party to the transacttaking into account their own perspectives and
the options realistically available to each of therhis test is a substantive one and looks at the
nature of the arrangements entered intéack of comparable, independent transactions does not, of
itself, indicate that the controlled transaction lacks commercial rationality.

B.23.1.6.The test for commercial rationality must be considered from each entity’'s own perspective,
asan arrangement thas commercially rational at group level is not necessanifys length from the
perspective of each party.

B.23.1.7In addition, an arrangement that is expected to leave the MNE group as a whole worse off on
a pretax basighan it would be if it had not entered into the arrangement will raise the question
whetherit is primarily tax drivenand it may warrant further examination as to whetheris
commercially irrational thereby preventing the determination of an arm’s length price for each party
to the transaction

B.23.1.8.Where



B.23.113.Another important aspect of combined transactions is the increasing presence of composite
contracts and “package deals” in an MNE group. A composite contract and/or package deal may



transfer price. Other than a written contract, the terms of the transactions may be found in
correspondence and communications between the parties involved. In cases where the terms of the
arrangement between the two parties are not explicitly defined, the contractual terms have to be
deduced from their economic relationship and conduct.

B.2.3.2.3.An important point to note is that associated enterprises may not hold each other fully to
the terms of the contract as they have common overarching interests; this contrasts with independent
enterprises, who are expected to hold each other to the terms of the contract. Thus, it is important to



B.2.3.2.8.






result in identical tick charts. Caution should be used in giving tick charts quantitative significance.
For example, three ticks do not reflect three times more value than a single tick. Moreover, all
categories in the chart do not have equivalent weight. Accordingly, tick charts should primarily be
used as a tool in evaluating qualitative aspects of the analysis, and should not be used mechanically to
split profits according to the relative number of ticks.

B.2.3.2.1ZFunctions performedare the activities that are carried out by each of the parties to the
transaction. In conducting a functional analysis, economically significant functions are to be
considered, as such functions add more value to the transactions and are therefore expected to fetch
higher anticipated returns for the entity performing such functions. Thus, the focus should not be on
identifying the maximum number of functions but rather on the identification of critical functions
performed by the associated enterprises.



In this example, it is assumed tivathe context of the sale of electronic energy meters by B Co on the
basis of the technological support of A Co, A Co performs the following economically significant
functions:

Market developmentA Co shares its expertise with B Co and assists in gewglo
presentations to be made by B Co to the utilities (i.e. the bodies responsible for supply of
power to the public) for the development of markets.

Product developmentA Co undertakes the product development activities based on the
concept developed and offered by it to the users. Product development involves product
engineering, designs, development or customization of microprocessors, observance of
international standards and national standards for the product etc.

Quality control: A Co undertakes quality control processes in order to ensure that the
products manufactured by B Co conform to contractual specifications and international
and national quality standards before the products are delivered to utilities and other
customers.



distributors, commission agents, sales promotion, market research and marketing strategies.
Also B Co has developed the market for the new product in the territory of Country B by
incurring sizeable marketing expenditure to establish its own marketing intangibles that are
separate from the intangibles of A Co in Country A,

Research and developmenB Co has its own R&D centre which tries to boost its
performance by improving the technologies as to achieve further efficiencies, reducing
dependence on outside technologies in future and achieving cost savings.;

Production schedulingThe production by B Co is based on orders obtained from domestic
utilities. The procurement process for the various raw materials/inputs is based on prudently
prepared sales forecasts. The procurement function and the ordering processes are looked
after by the “materials department”. Factors like lead time, availability, negotiations, etc are
taken into consideration while deciding the party from which a particular raw material/input

is to be purchased,;
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General management functions

In the above example the functions addressed below are common functions that are carried out by any
business irrespective of its size and type. These functions are drivers of every business and are
indispensable in the economic environment.

Corporate strategy determinationGenerally, all policies within the MNE group are
determined by the management of the respective entities which continuously monitor the
economic environment surrounding the entity, assess their strategic position within the
industry and set targets to achieve their corporate objectives;

Finance, accounting, treasury and legal functiofife management of the respective entity
is responsible for managing the finance, treasury, legal and accounting functions. Each entity



However, there can also be cases where the entities are involved in activities for which the assets
employed may not require such a large capital investment. Depending on the applicable accounting
standards, interest expenses are sometimes treated as operating expenses (“above the line”) or as
financial expenses (“below the line”). Where interest expenses are treated as operating expenses in the
accounts of the taxpayer and/or of the comparable, they will be addressed in the comparability
analysis. Adjustent might be required to ensure consistency of accounting standards between the
controlled transaction and the comparable. Differences in the use of assets can sobetimes
eliminated or reduced to a significant extent by making comparability adjustmerascount of

working capital or capacity utilization.

B.2.3.2.20Where the transactions involve the use or transfer of economically significant intangibles,
the special considerations set out in Chapt&should be borne in mind.

B.2.3.2.21Continuing the above example, the following are the assets employed by the respective
parties:

Tangible assets owned by B Co
It is assumed for the purpose of the example that B Co owns the following tangible assets:

Land and buildings;
Plant and machinery;
R&D equipment;
Office equipment;
Furniture and fixtures;
Vehicles;

Computers; and
Testing equipment.

Intangible asset ownership
It is assumed for the purpose of the example that:

B Co has established a research and development department which tries to increase the
level of its performance by improving technologies so as to achieve further efficiencies.
This would also reduce dependence on outside sources of technology in the future and
achieve cost savings. The department also conducts R&D programmes to support B Co’s
business and to provide technical assistance to its customers. These efforts help to increase
production efficiency and product quality;

B Co has established its own marketing intangibles in Country B by incurring significant
expenditure on marketing and has penetrated the market for the new product in the
territory of Country B. As noted above, these marketing intangibles are separate from the
intangibles of A Co in Country A for which a technology agreement is in place with A Co;

B Co has enteredto a technology license agreement with A Co for procuring technology
for the manufacture of specified products. Thus B Co uses the processhdwmpw
operating/quality standards etc developed/owned by A Co. B Co leverages value from these
intangibles fo continued growth in revenues and profits;



A Co is the market leader in the development and supply of electronic meters, as well as
related software, energy monitoring, billing solutions and payment systems. Over the years
the company has amassed a wealtlproprietary technical knowledge. This includes
product specifications, designs, the latest manufacturing processes and empirical data on
the usage of products by customers in the industry;

A Co enjoys a reputation for quality products. In the international utility markets, product
supplies from international players from developed countries are preferred by the
customers and utilities as compared to direct product supplies from suppliers located in
developing countries. B Co leverages on A Co’s established brand name and reputation for
high technology products. A Co’s commitment to quality also provides B Co with an edge
while selling products in the domestic markets.

Table B.23: Summary of Assets Employed

[
‘ Category Level of Intensity

A Co B Co

Tangible assets ‘



STEP 1 Identification of economically significant risks

B.2.3.2.25There are many sources and types of risk, the significance of which will vary depending on
the nature of the business transaction. The significance of a risk will depend on a combination of its
likelihood and its potential impact on the profits (or losses) of the busiRes®xample, the risk
associated with theesign of new packaging to improve visibility of a product may be relatively small
compar



1. Financial risk a. Method of funding

b. Fluctuation in interest rates

c¢. Funding of losses

d. Foreign exchange risk

2. Product risk a. Design and development of product

b. Upgrading/obsolescence of product

c. After sales service

d. Risks associated with R&D

e. Product liability risk

—h

Intellectual property risk

g. Scheduling risk

h. Inventory risk

3. Market risk a. Development of a market including advertisement and product
promotion, etc

b. Fluctuation in demand and prices

c. Business cycle risk

d. Volume risk

e. Service incentive scheme risk

f. Asset redundancy risk

4. Collection risk a. Credit risk

b. Bad debt risk

5. Entrepreneurial risk a. Risk of loss associated wadpital investment

b. Single customer risk

c. Risk of losing human capital intangible

6. General business risk | a. Risk related to ownership of property

b. Risk associated with the exploitation of a business

c. Inflation risk

7. Country/regional risk a. Political risk

b. Security risk

c. Regulatory risk

d. Risk related to government policies

B.2.3.2.28t should be emphasized that this list is puriégtrative, and that the extent to which each
of these risks (or other risks not listed above) is economically significant and contributes to the
creation of value depends on the industry and on the taxyspgific circumstances. Hence, real life
knowledge of how a particular MNE is functionivig-a-visits associated enterprise is very crucial in



determination of the risk. For instance, not all industries involve the same level of product liability
risk.

STEP 2: Contractual assumption of risk

B.2.3.2.290nce



(ii)

(iii)

the capability to make decisions on whether and how to respond to the risks associated with
the opportunity, together with the actual performance of that decisiaking function; and

either the performance of risk mitigation functiofise. taking measures that affect risk
outcomes)or, if risk mitigation is outsourced to another paiyhether associated or
independent) the capability to determine the objectives of the outsourced activities, to
decide to hire the provider of those activities, to assess whether the objectives are being
adequately met, and where necessary, to decide to adapt or tertminatatract with the
provider;together with the actual performance of such assessment and decéionmg.



Company A situated in Country Z belongs to an MNE group witkrations worldwide through various
subsidiaries. Company A is responsible for the overall research programmes of the group. The group has two
R&D centres operated by Companies B and C, both subsidiaries of Company A and situated in Countries X and
Y respetively.Risks relating to R&D are identified as economically significant (STEP 1).

Company A employs a workforce that includes the Chief Executive Officer, Chief Financial Officer, senior
management and technical personnel that provide strategic supervision of the group’s R&D activities. Company
A claims that it controls and takes all strategic decisions with regard to the core functions of Companies B and
C. The contractual arrangements between the companies suppd¢8 TP 2)

STEP 3 Functional analis:Company A designs and monitors the MNEs overall research programalesg

the decisions regarding which areas of research to pursue, as well as setting the objectives of the
Company A establishes a reporting and analysis framework agdiith Companies B and C must provide






bearer may have the capacity to protect itself from the consequences of the risk materializing (e.g. by
hedging the rislor insuring against the impact of the fisklowever,because financial capacity to
assume a risk is ndiy itself sufficient to assume a rigk,high level of capitalization does not
necessarilynean that the highly capitalized party assumes the risk

B.2.3.2.391t is relevant to mention here that in a multinational enterprise associated entities may
work together to exert control over the risks of the entire MNE grBrezise distribution of risk

among the associated enterprises may be extremely difficathieve.The transfer pricing analysis

as to which entity assumes certain risks should therefore be done considering all the facts and
circumstances of each case.

STEPS 4: Analysing the information gathered to draw conclusions on assumption of risk

B.2.3.2.40Steps 4 to 6 of the risk analysis framework analyse the information gathered in the earlier
steps to determine the assumption of risk for the purposes of the transfer pricing analysis.

B.2.3.2.41n cases where the contractual assumption of risk is fully supported by the parties' conduct,
including an alignment with the exercise of control and financial capacity to assume the risk, the
analysis will be straightforward. That is, where a party, which is assignediadeska consistent
contract (i.e. one that is followed in practi€8JEP 4(i))also controls that risk and has the relevant
financial capacity(STEP 4(ii)), it will be regarded as assuming the risk for the purposes of
understanding and defining the transactiand pricing it under a TP analis(STEP 6). fie fact that
another party also performs control functions or has financial capagity not affect the
determination of the assumption of risk under the transfer pricing analyssome cases, risks may
becontractuallyshared by moréhan one party.

B.2.3.2.42n other cases, where the contractual assumption of risk is not aligned with the exercise of
control or the financial capacity to assume the risk, the analysis will require an additional step (Step 5).
That is, wherea party is contractually assigned a righr is made to actually bear the costs of the risk
{®hen it materialises)



profits that result from a successful venturgk; but would alsobear the potential downside
consequences the risk materialisesesulting in greater costs or lower than expected profits.

proper transfer pricing analysis, associated enterprises should always be appropriately remunerated
for their contributions—the functional analysis considers functions and assets and not onlyasks.
example, parties performing risk mitigation functions on behalf of an entity assuming risk should be
adequately compensated at arm’s lerigththose functions Similarly,where a party is performing

control functions, this should be taken into account even if it does not assume the risk relating to
those control functions. The form of this compensation will depend on the arrangements between the
enterprises and the nature of tbentribution: it may be appropriate for such a party to share in the
potential upside and downside consequences



risk is not bore by A Co. materials/components and maintain th5(/)s



B.2.3.2.4Undertaking a more detailed classification of the above broad headings would yield the
following specific factors which may need to be looked at in performing an industry analysis if they
are economically significant for the examined controlledsaation:

Geographic location of the market;

Market size;

Level of the market (e.g. retail or wholesale);

Competition in the market and the relative competitive positions of the buyers and sellers;
Availability of substitutes;

Government regulations of thmarket;

Levels of supply and demand;

Consumer purchasing power;

Location






B.2.3.2.53Theincremental profit, if any, derived from the exploitation of LSAs is known as “location
rent”. Thus, the term “location savings” represents “cost savings” whereas “location rent” represents
the incremental profits derived from LSAs. The value of “location rent” is at most equal to, or less
than, the value of LSAs.

B.2.3.2.54The extent to which LSAs will lead to location rents depends on competitive factors
relating to the end product and to the general access to LSAs. It is possible that in a particular case,
even though LSAs exist, there are no location rents. For example, in situations in which the market for
the end product ifighly competitive and potential competitors also have access to the LSAs, much or
all of the benefits of LSAs would be passed on to the customers through lower prices of products,
resulting in little or no location rent. However, circumstances where extra profits are passed on to
customers are varied, and may be permanent or temporary. Where this is temporary, at the end of this
period of competition, the MNE may possibly achieve a larger market share in the local market with
an increased ability to sell products at a higher price. Alternatively, if an MNE has exclusive access to
the LSAs, then the MNE may derive significant location rents associated with the LSAs, as the LSAs









The nature of the relationship between takated parties, i.e. their responsibilities and risk
profile;

Whether the strategy involves intangibles; and

Which party is the legal and economic owner of such intangibles.

For example, a limited risk company acting solely as a sales agent with little or no responsibility for
market development would generally not bear the costs of a market penetration strategy initiated by
its parent company.

B.2.3.2.668/hen an MNE enters a new market with its product or expands market share of its
product in an existing market through its subsidiary, questions of the creation of marketing
intangibles and increases in the value of prodelztted intangibles such as trademarks, trade names

etc follow closely behind. Therefore, it is important to examine and follow the process of creation of
intangibles in a market, as well as the legal ownership of such intangibles and the right to share in the
return from such intangibles (the notion which some countries refer to as “economic ownership”). It

is recognized that market research; designing or planning products suitable to market needs,
advertising, marketing and sales promotion strategies; sdterservices and networks of dealers and
sales/ommission agents may contribute to the creation of marketing intangibles depending on the
facts and circumstances of each case.

B.2.3.3. Selection of the Tested Party

B.2.3.3.1.When applying the Cost Plus Method, Resale Price Method or Transactional Net Margin
Method (see further Chaptd3.3) it is necessary to choose the party to the transaction for which a
financial indicator (markup on costs, gross margin, or net profit indicator) is tested. The choice of the
tested party should be consistent with the functional analysis of the controlled transaction. Attributes
of controlled transaction(s) will influence the selection of the tested party (where needed). The tested
party normally should be the less complex party to the controlled transaction and should be the party
in respect of which the most reliable data for comparability is available. It may be the local or the
foreign party. If a taxpayer wishes to select the foreign associated enterprise as the tested party, it must
ensure that the necessary relevant information about it and sufficient data on comparables is
furnished to the tax administration and vice versa in order for the latter to be able to verify the
selection andg@plication of the transfer pricing method.

B.2.3.4. Identification of Potentially Comparable Transactions or Companies

B.2.3.4.1.Comparable uncontrolled transactions (“comparables”) are of two types:

1. Internal comparables, i.e. transactions between one of the parties to the controlled
transaction (taxpayer or foreign associated enterprise) and an independent party; or

2. Third-party or external comparables, i.e. comparable uncontrolled transactions between
two independent parties, neither of which is a party to the controlled transaction.

Internal comparables

B.2.3.4.2.Even though internal comparables may possibly display a higher degree of comparability
there is a need to subject internal comparables to as rigorous a scrutiny as external ones regarding



comparability factors, and to make comparability adjustments when necessary. Use of internal

comparables may have advantages but also requires caution as mentioned below; accordingly, this will
require careful consideration of the facts and circumstances of each case.

B.2.3.4.3.The advantages of internal comparables are:

Internal comparables may have a more direct and closer relationship to the transaction

under review than external ones due to one party to the transaction being the same and the
use of idatical accounting standards;

Transactionspecific financial and other information is more likely to be available;






E

Final Set of Comparables

B.2.3.4.13WVith regard to geographic location and thgoduct/service market, independent
companies operating in the same market(s) as the tested party, where available, will generally be
preferred. However, in many countries, especially developing countriesavtiability of
independent comparables, or of public information on independent comparables, is limited. Use of
foreign comparables may therefore be needed, although this can also be difficult for many developing
countries without access to relevant databases and with limited resources to analyze and adjust the
foreign comparables.

B.2.3.4.14To select the mix of functions and the level of market, comparables will generally be
selected among companies pnTh2(1)2(y)1.5(0)-1.8(3.6( a)3)2(y)1.5(0)-1.8(3.6()-0.8(r14.84 729.721(s)-3.6.5



years include the effect of business cycles in the taxpayer’'s industry or the effects of life cycles for a
particular product or intangible. However, the existence of any such cycle needs to be aptly
demonstrated by the taxpayer.

B.2.3.4.21The search for comparables may be aided by a quantitative screening tool using diagnostic
ratios. Diagnostic ratios are financial ratios applied to reject comparables that do not fulfil certain
criteria. If used, quantitative screening should be applied to improve the reliability of the set of
comparables.

B.2.3.4.22The application of diagnostic ratios is based on the assumption that a diagnostic ratio
reflects a value driver of a particular line of business and is a reflection of the comparable functional
and risk profile. Most countries with transfer pricing rules acknowledge that the application of a net
margin method is less sensitive to product and functional similarity than a traditional transaction
method. However, functional comparability is still required in practice. Diagnostic ratios enable some
of the features of a potential comparable that are economically relevant for the comparable search
process to be taken into account when performing the comparable search.

B.2.3.4.23n order to identify potential comparablesthva similar functional and risk profile a



developed by advisory firms. The approach typically starts with a wide set of companies that operate
in






Geographic restrictions with respect to a country or region;
A specific industry classification;
Certain keywords;

Elimination of those enterprises which may have substantial transfer pricing issues
themselves and fail an independence screening;

Inclusion or exclusion of specific functions such as









Not every transaction being compared is capable of being adjusted: there are transactions
that may be adjusted but some other transactions like those concerning goodwill or
intangibles may not be capable adjustment;

Reliability and aagacy of the adjustment: the adjustment should be calculated based on
objective and verifiable data; and

Documentation: comparability adjustments are part of toenparability analysis and
should be appropriately documented in order to ensure its refiabili

B.2.3.5.2. Comparability adjustments can be divided into the following three broad categories:

1. Accounting adjustments;
2. Balance sheet/working capitJ 0 Tc 161.8(1)2(i)-4.7(ty)1.5( a)3.2es:






The following hypothetical illustratiois provided merely to demonstrate how a working capital adjustment can
be calculated. It should not be construed as the only way in which such an adjustment may be calculated.

Box Table 5: Working capital adjustment

Particulars Tested Party ComparableParty
Sales (A) 100 120
Earnings before interest and taxes (EBIT) (B) 5 7
Operating profit margin (PLI) (A/B in %) (C) 5% 5.8%

Net working capital (NWC)

Accounts receivable (D) 100 110
Inventory (E) 20 40
Accounts payable (F) 50 50
Net workingcapital (G) (D+EF) 70 100
Net working capital to sales 70% 83.3%
Difference between net working capital to sales of -13.3%

tested and comparable party (H)

Interest rate on NWC (1) 5%

Adjustment (J) (I*H) -0.7%

Working capital adjustment

Recomputing the PLI for the comparable-03 5.1%

B.2.3.5.100ther Adjustments are those proposed by the taxpayer or tax administrator to adjust for



functions. Care should be exercised while making a functional adjustment which involves a subjective
assessment.

B.2.3.5.12.



B.2.8.5.18. There is no universally accepted method for risk adjustment. However, in practice
MNEs carry out risk adjustment throughe application of certain methods that attempt to quantify

on anex antebasis (i.e. before the event) the effect of risk on anticipated profitability based on, for
example, the weighted average cost of capital/capital asset pricing model. However it is worth
mentioning that both models are based upon risk models used mainly in relation to the risk of
securities. Most statistical methods have their inherent limitations. Therefore, risk adjustment must be
made carefullyonly where needed armhly if a reasonable and accurate adjustment is possible.

B.2.3.5.19t has to be recognized that problems can arise due to significant differences in the
transactional structure between associated party sales in a controlled company and similar
transactions involving independent companies.

B.2.3.5.20These problems typically arise in controlled situations when the parties allocate the risks
and functions of the enterprise among themselves differently from the allocation of risks and
functions between independent enterprises. The differences in the bargaining power and degree of
common interest of the associated parties and the independent companies may lead to very different
transaction terms, such as extremely ltmged contracts, or instances where transfers of unique
intangibles that would not ordinarily be transferred between independent companies are undertaken
between the associated enterprises.

B.2.3.5.21In some cases material differences may exist in the way transactions are structured by
potential comparables and by the tested party, due to the fact that the latter operates with associated
enterprises in an MNE group. In such cases it may not be possible to find comparable transactions
that have the same transactional structure as the controlled transaction. In these circumstances,
adjustments may be needed to eliminatedfiects of these differences. For example the margins of
independent distributors operating on shderm contracts may not be comparable to those of
associated enterprises on lotegm contracts, unless an adjustment is made to account for the short
duration of the former.

B.2.3.5.22t has to be stressed that comparability adjustments should be considered if and only if they

are expected to increase the reliability of the results. Relevant considerations in this regard include the
materiality of the differences for which an adjustment is being considered, the quality of the data used
in the adjustment, the purpose of the adjustment and the reliability of the approach used to make the

adjustment.

B.2.3.5.23Comparability adjustments are only appropriate for differences that have a material effect
on the comparison. A comparison may be appropriate despite an unadjusted difference, provided that
the difference does not have a material effect on the reliability of the comparison.

B.2.3.5.24No specific ruls or guidelines can be given that may be applicable to every transaction or



realization can be helpful in deciding whether a particular difference is material enough to make
adjustments, or whether the comparability difficulties should affect the selection of the most
appropriate method.

B.2.3.6. Comparability Considerations in the Selection of Transfer Pricing Methods



B.2.4  Issues Regarding Comparability Analysis

B.2.4.1. General

B.2.4.1.1.The compaability analysis should be as reliable as possible and on many occasions does



B.2.4.2.6.Another key question is whether, and if so howtai@ into account future events in the
transfer pricing analysis Such events were not predictable at the time of the testing of a controlled
transaction, in particular where valuation at that time was highly uncertain. The question should be
resoled, both by taxpayers and tax administrations, by reference to what independent enterprises
would have done in comparable circumstances to take account of the valuation uncertainty in the
pricing of the transaction.

B.2.4.2.7.The main issue is to:

Determine whether the valuation was sufficiently uncertain at the outset that the parties at
arm’s length would have required a price adjustment mechanism; or

Whether because the change in value was so fundamental, or other developments arose,
this would have led to a reegotiation of the transaction.

Where this is the case, the tax administration would be justified in determining the arm’s length price
for the transaction on the basis of the adjustment clause rggetiation that would be provided at
arm’slength in a comparable uncontrolled transaction. In other circumstances, where there is no
reason to consider that the valuation was sufficiently uncertain at the outset that the parties would
have required a price adjustment clause or would have renegotiated the terms of the agreement, there



adjusted, to deal with these situations, but even then the administration may not have access to
relevant databases and is therefore very reliant on the taxpayer’s use of the data.

B.2.4.3.4. Another possibility might be to use local comparables from another industry sector which
provide sufficient and reliable functional comparability. For instance, if the tested party is a
manufacturer in a new industry for which independent comparables are not found, it may be possible
to use as comparables manufacturers that have a comparable functional analysis but operate in
another industry.

B.2.4.3.5.Comparable data may not be available in the public domain in many developing countries,
or there may not be enough resources or processes in place to collate and make available such data for
public consumption. It may be possible under certain circumstances to use foreign comparables,



B.2.4.4.3.To come to a correct conclusion, an unbiased analysis of the facts and circumstances
surrounding the transactions has to be carried out. Where one or more of the potential comparables
are lossmaking, further examination would be needed to understand the reasons for such losses and
confirm whether the losmaking transaction orampany is a reliable comparable. The losses might

be due to exceptional conditions met by an otherwise comparable third party. Simplermklow
functions in particular are not expected to generate losses for a long period of time. This does not
mean howeer that lossnaking transactions can never be comparable. In short, it is the facts and
circumstances surrounding the company in question that should determine its status as a comparable,
not its financial result.

B.2.4.4.4.Well-documented search proce@s and comparability criteria make the comparability
standard transparent, in that the comparability standard that was applied is clearly stated and its scope
can be evaluated. This will ensure that results are less susceptible to “cherry picking” since the reasons
for rejection of each potential comparable are provided.

B.2.4.5. Losses

B.2.4.51. Analysis of the losses of an enterprise in an MNE group is an important process both in
selection of comparables and in making comparability adjustments to the tested party or comparables.
This requires careful scrutiny focusing on the type and nature of the losses, periodnaikiogsand

the reasons for such losses. In an MNE group one of the enterprises may be suffering a loss, even a
recurring one, but the overall group may be extremely profitable. An enterprise that is doing business
with profitablemembers of its MNE group while generating losses itself may warrant scrutiny by the

tax authorities concerned. Such a situation may indicate that thenbilgag enterprise is not getting
adequate compensation from the MNE group in respect of its aediviti

B.2.4.52. The tax authorities must appreciate the fact that the losses discussed in the above
paragraph, if shorterm, may be the result of a deliberate business strategy for market penetration.
Nevertheless, in such cases the question of who will bear the cost of market penetration should be
carefully examined. For example, the allocation of market penetration expenditure to a limited risk
bearing entity is questionable. The expenditure may be more correctly allocated to another company
in the MNE group, as limited risk entities typically do not engage in such entrepreneurial activity.

B.2.4.53. There could be a number of causes for losses. The most common include:

The level of the operation;

The spread of losses with the MNE group, i.e. losse®eoay only within a single entity

in the MNE group or at the overall level of the MNE group;

Losses could be specific to a single product line or to multiple product lines, or relate to all
the products;

Loss making history within the entity and within the MNE group; or

Losses on account of natural disasters.

B.2.4.54. The losses discussed in the previous paragraph can occur for a number of reasons
including startup losses, poor management, deliberate business strategies, excessive financial risk, the
business cycle stage or adverse economic circumstances. There are also situations in which specific
products result in overall losses for the MNE, but the MNE is itself profitable because it sells other



product lines at a profit. Losses in particular product lines arise for a variety of reasons, including
increased competition, product lines at the beginning or end of theayldie or quality issues.

B.2.4.55. Startup losses: Depending on the place of business and the line of trade or industry, a new
business entity may be unprofitable during the stigrperiod. The allocation of a quantum of start-

up costs and the period of such losses within the MNE group will depend upon the risk of each entity
of the MNE group. In general a limited risk entity wbunot be willing to absorb staup costs as
compared to a risk bearing entity. On the other hand, the allocation oligtéosses to an enterprise
operating in a new location as a filldged operator with considerable entrepreneurial risk may not
bequestionable in the initial years as it may be reasonable.

B.2.4.56. Deliberate business strategies: An MNE might undertake deliberate business strategies for
market penetration to increase market share and profit potential, resulting in losses in some
jurisdictions. However, such business strategies may only justify losses for a limited period. Generally,
associated parties are expected to act in the same way as independent companies under comparable
circumstances and therefore such strategies are acceptable if the business and the economic
circumstances require them. However, the allocation of costs of market penetration will depend upon
the risk profile of the entities in an MNE group. In uncontrolled circumstances the limited risk
bearing entity is ndikely to absorb the costs of a market penetration strategy.

Losses caused by recession

B.2.4.57. Whether an entity should share or absorb the losses of a recession will depend upon the
facts of each case. Three important issues arising from a recessibto be examined to determine
the appropriate allocation of such losses.

B.2.4.58. The impact of a recession may vary from country to country; for example in the year 2009,
the recession was experienced more in developed countries as compared to emerging economies.
Accordingly, the location of the associated enterprise is an important factor in deciding the question
of sharing the losses of an MNE group. Profitability may also vary across industries. While a particular
industry may experience significant losses other industries may not be hit by the recession. This may
be a relevant factor if the best available comparables are in a different market or.industry

B.2.4.59. The sharing or absorption of the losses due to a recession will depend upon the risk profile
of an entity. Sharing of such losses by-risk









basisand Case Study 14.1, whséts out a scenario where Customs use transfer pricing data, based
on the transactional net margin method, to confirm that a related party transactomothd&een
influencedby the relationshifpetween the partiés

B.2.4.7.6.The WCO has produced a Guide to Customs Valuation and Transfer Prdirgh

includes all relevant technical information on the two methodologies and explores the interaction
between them. It includes good practices for Customstaxcdministrations, and businesses. In
particular, Customs andax administrations are encouraged to work more closely together and the
guide emphasises that businesses should consider Customs’ needs when developing transfer pricing
strategies. To this end, the WCO has produced Guidelines for Strengthening Cooperation and the
Exchanging of Information between Customs and Tax Authorities at the NationaP.L€keke
Guidelines endeavour to provide guidance and ideas to Customs and Tax authorities for formalising
the contacts and strengthening the existing cooperation at the national level, on a range of issues of
mutual interest.

B.2.4.8. Use of Secret Comparables

B.2.4.81.



B.2.4.9. Overall Process Complexity

B.2.4.9.1.Comparability analysis looks simple in theory but in practice it can be a laborious, difficult,
time-consuming and, more often than not, expensive exercise. Seeking information, analyzing all the
data from various sources, documenting the analysis and substantiating adjustments are all steps that
require time and money. It is therefore important to put the need for comparability analyses in
perspective. The aim should be to ensure that the compliance burden and costs borne by a taxpayer to
identify possible comparables and obtain detailed information thereon are reasonable and
proportionate to the complexity of the transaction. It is recognized that the cost of obtaining
information can be a real concern, especially for small to medium sized operations, but also for those
MNEs that deal with a very large number of controlled transactions in many countries. However, it
should be observed that the burden of cost cannot be a reason for the dilution of comparability
standards.

B.2.4.9.2.These resource considerations apply at least as much to many developing countries, and
efforts must be made to ensure that their position is not prejudiced dgk aof such resources in
ensuring the arm’s length p1(0)-11.2( to)-1f /P <</g(er)11.3( 0)-1.91.5( the tra)3.2(n)2.5( )10(n)2..8(a)3.2(ti)-



The choices nde in the course of this analysis have to be substantiated and the overall process has to
be thoroughly documented.

B.2.5.5. Itis essential to put the need for comparability analyses into perspective given the extent of






