
A.1. Introduction 

A.1.1. This chapter provides background material on Multinational Enterprises (MNEs); MNEs are a 
key aspect of globalization as they have integrated cross-border business operations. The chapter describes 
the factors that gave rise to MNEs and shows how an MNE is able to exploit integration opportunities in 
the cross-border production of goods and provision of services through a value chain (or value-added 
chain). 

A.1.2. MNEs are groups of companies and generally operate worldwide through locally incorporated 
subsidiaries or permanent establishments; they may also use other structures such as joint ventures and 
partnerships. At the operational level, an MNE’s business operations may be organized in several different 
ways such as a functional structure, a divisional structure or a matrix structure. This chapter outlines the 
legal structures that may be used by MNEs, and considers the differences between them. 

A.1.3. This chapter then uses a “value chain analysis” (see Paragraphs A.2.5 and A.3.5 below) as a 
measure for testing the performance of an MNE. It considers the management of the transfer pricing 
function in an MNE to minimize the risk of transfer pricing adjustments and to avoid double taxation. 
While MNEs test the performance of their business operations, for tax and company law purposes they 
are required to report the performance of associated entities in the countries in which they operate. An 
MNE’s transfer pr s, production would be carried out through a series of arm’s length transactions 
between independent parties.
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 These transactions would require contracts between the independent 
producers but a significant part of these resources would be used in the process of making contracts. 

A.2.2. The expenses of making contracts are called “transaction costs” since expenses are incurred by 
individuals in finding other persons with whom to contract, as well as in negotiating and finalizing the 
contracts. As contracts cannot cover every possible issue that may arise between the contracting parties 
there is a risk of disputes being created by unforeseen contingencies. When disputes occur between 
contracting parties they may incur considerable costs in resolving these disputes including negotiation 
costs, legal expenses, and litigation and mediation expenses. As transactions and associated costs would be 
significant in an economy without firms, it is rational for firms to be created to produce goods and 
services, provided that the firms’ costs of production are less than the costs of outsourcing the production. 
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A.2.3. Within a firm, contracts between the various factors of production are eliminated and replaced 
with administrative arrangements. Usually, the administrative costs of organizing production within a 
firm are less than the cost of the alternative, which is outsourcing market transactions. The theoretical 
limit to the expansion of a firm is the point at which its costs of organizing transactions are equal to the 
costs of carrying out the transactions through the market. 

A.2.4. A firm will internalize the costs of production to the extent that it can achieve economies of 
scale in production and distribution and establish coordination economies. The United Nations 
Conference on Trade and Development (UNCTAD) in its 1993 World Investment Report: Transnational 



providing services such as advisory, research and development (R&D), legal, accounting, financial 
management, and data processing from one or several regional centres to group companies. Also, 
management teams of an MNE can be based in different locations, leading the MNE from several 
locations. 

A.2.9. In order to optimize the value chain, MNEs may establish new business operations in a 
developing country. These investments often happen in stages, with the initial stage involving the 
establishment of infrastructure, improvement of the education of individuals and accordingly provision 
of economic benefits to the country. 

A.2.10. MNEs have common control, common goals and common resources, and the units of the 
enterprise — parent company, subsidiaries and branches — are located in more than one country. Thus, 
many MNEs are fully integrated businesses that plan and implement global strategies. UNCTAD has 
noted that integration of production by MNEs creates challenges for policy-makers in adapting the 
methods for allocating the income and costs of MNEs between jurisdictions for tax purposes. 

A.2.11. In Multinational Enterprises and the Global Economy (2008)
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 the authors argue that the history 
of MNEs was shaped by political, social and cultural events that influenced the ownership, organization 
and location of international production of their goods and services. The authors claim that MNE groups 
integrated their operations until the late 1980s and then more recently chose to outsource some activities 
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abroad using permanent establishments (branches). Foreign subsidiaries may be either fully-owned by the 
parent company or partly-owned. 

A. 3.1.4. An MNE is a group of companies or other entities and under the company law of the country 
in which each company is incorporated it is a legal entity. This choice of legal structure will be affected by 
a number of factors, apart from the tax implications, including: 

�  Legal liability; 

�  Risk and control; and 

�  Administrative and regulatory obligations and costs. 

A. 3.1.5. Other factors which may affect the choice of the legal form of the enterprise include:  

�  



A. 3.2.2. Operational structures used by MNEs vary and evolve over time. There are many types of 
structures or hybrids which an organization can choose to adopt, but an organization’s primary aim 
should be to adopt an operational structure that will most effectively support and help it to achieve its 
business objectives. MNE operational structures usually differ from the legal structures and as a result, 
employees generally operate beyond and across the boundaries of legal entities and countries. Examples of 
the types of modern operational structures an MNE may adopt include a functional structure, a divisional 
structure or a matrix structure as outlined below. 

A. 3.3. Types of Organizational Structures 

A. 3.3.1. In a functional structure an MNE’s functions are performed by the employees within the 
functional divisions. These functions are usually specialized tasks, for instance the information technology 
engineering department would be staffed with software engineers. As a whole, a functional organization is 
best suited to a producer of standardized goods and services at large volume and low cost to exploit 
economies of scale. Coordination and specialization of tasks are centralized in a functional structure, 
which makes producing a limited amount of products or services efficient and predictable. 

A. 3.3.2. Under a divisional structure



A. 3.4. Financial Reporting 

A. 3.4.1. An MNE customarily maintains, parallel to its statutory accounts, a set of management 
accounts to mirror its operational structure in order to measure and report on the effectiveness of each 
operational unit for management purposes. Some of these divisions may be classified as cost centres for 
management account purposes (e.g. the human resources division) whilst others may be classified as 
profit centres (e.g. the product/services division). It is often challenging for an MNE to attempt to 
segregate the corporate and statutory financial statements to reflect the organization’s operational 
structure. 

A. 3.5. Value Chain Analysis 

A. 3.5.1. The aim of MNEs is to maximize profits from producing goods and services. The key feature of 
an optimal MNE business is to produce a profit from exploiting resources which produce property or 
services of greatest economic value. A useful starting point to understand how an MNE operates is a value 



Company 2 in Country B is a fully-fledged manufacturing company (i.e. not a limited-risk 
contract manufacturer, for example) which also performs some functions on the design and 
practical application of its products. 

Company 3 in Country C is responsible for the marketing, distribution and after-sales 
functions within the group. 

MNE Group B uses two subsidiaries which perform some of the functions across the value chain and the 
group also outsources some of the activities to third parties. 

Company 1 in Country A is an R&D company and carries out all the research and design 
activities in relation to the company’s products. This company is similar to Company 1 of 
Group A, apart from the fact that the design function is fully located in Company 1 and not 
partly carried out by Company 2. 

Company 2 in Country B is the company responsible for marketing and customer service. This 
company is therefore the customer interface for the group. 

The MNE has decided to outsource the production and distribution functions to third party 
companies. 

MNE Group C uses three companies to perform the same functions in different geographical locations 
using intangibles developed by a third party, which would typically be used by the group under licence. 

A. 3.5.3. In addition to understanding the value chain of an MNE, it is also important to understand the 
context in which each of the companies within the MNE contributes to the value chain, as this will 
ult



Figure A.1: Value Chain Analysis 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Examples of how different groups could “customise” the above generic value chain:
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A. 3.5.7. 



Figure A.2: Multinational Enterprise Decision Trees 

 

A.4.5. The allocation of profits and costs to the various legal structures is based on the functions 
performed, risks assumed and assets employed. Since MNEs consist of numerous associated enterprises it 
is very difficult to allocate the profits and costs to all the separate legal entities due to the absence of 
market forces. It is a complex exercise to come up with a consistent global policy for allocating results to 
the legal structures. 

A.4.6. The arm’s length principle allows national tax authorities to make an adjustment to the profits 
of one enterprise where the terms of transactions between associated enterprises differ from terms that 
would be agreed between unrelated enterprises in similar circumstances. A tax authority should only 
disregard a controlled transaction in exceptional circumstances. If the terms of a transaction between 
associated enterprises differ from those between unrelated parties and comparisons are difficult to make, 
an MNE bears the risk of transfer pricing adjustments. If the income of an associated enterprise within 
Country A is increased as a result of a transfer pricing adjustment, it would be reasonable to expect that 
there would be a corresponding transfer pricing adjustment resulting in a proportionate reduction in the 
income of the other associated enterprise in Country B, provided a consistent transfer pricing method is 
used by both countries. 

A.4.7. But Country B may use different transfer pricing methods. Consequently, if transfer prices are 
adjusted by a tax authority in one country, double taxation will i7.



adjustment. It is the task of the transfer pricing function within an MNE to limit the risk of transfer 
pricing adjustments and the risk of double taxation. See the illustration of double taxation below in Figure 
A.3. 

A.4.8. In principle, designing, implementing and documenting an appropriate transfer pricing policy 
should not be viewed solely as a compliance issue for MNEs. The main goal should be to develop a 



 

 

Figure A.4:  Aspects of Transfer Pricing Policy 

 



A.4.10. Advising requires a thorough knowledge of an MNE’s business operations. It is a 
misconception that the tax department makes the key business decisions within an MNE. In practice, the 
business units of an MNE will identify business opportunities and a decision may be taken to exploit the 
opportunity if it fits into the MNE’s global business strategy. Advice can be provided to minimize the risk 
of transfer pricing adjustments and therefore optimize the business opportunity if the tax department is 
involved in an MNE’s decision-making. 

A.4.11. In today’s environment there is an increasing level of detail required to meet each country’s 
transfer pricing documentation requirements. Most MNEs therefore prepare global and regional 
documentation (masterfiles) of the various global businesses. Subsequently, global and regional reports 
are prepared for local purposes based on the identified risks for each country in which the MNE operates. 

A.4.12. Tax authorities around the world are increasingly focussed on transfer pricing and on 
expanding their transfer pricing capabilities. MNEs have to find a way to deal with the increasingly 
detailed, complex and often conflicting domestic transfer pricing legislation in the countries where they 
operate. Some countries follow guidance from international bodies, others only implement part of the 
guidance while some develop transfer pricing rules independently. 

A.4.13. Tax authorities should not start from the assumption that MNEs are manipulating their results 
in order to obtain tax benefit



such a case, it is important that the two countries enter into discussions to resolve the double taxation 
issue under the mutual agreement procedure mechanism in a tax treaty. 

A.4.17. 



Figure  A.5: Global Effects Transfer Pricing Adjustments 
 (after adjustment) 

 

 

 


