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Industrial products companies have witnessed a significant shift 
in production to emerging markets, including most notably China, 
Brazil, and India. 
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Globalisation
Industrial products companies 
have witnessed a significant 
shift in production to emerging 
markets, including most notably 
China, Brazil, and India. Today, 
multinational enterprises in 
the sector continue to extend 
the breadth of their existing 
international operations while 
expanding into new markets to be 
closer to their customers. These 
companies are looking to emerging 
markets as sources of not only low-
cost labour for manufacturing, but 
also highly skilled labour that will 
help drive development activities. 
In addition, emerging markets 
also are expected to propel future 
growth through lucrative new 
sales channels.

The chemical and industrial 
manufacturing sectors are good 
illustrations of the impact of 
globalisation. Many US-based 
chemical companies are building 
production facilities in emerging 

markets to meet overseas demand 
growth. There has been a large 
increase in investment in China, 
with two chemical companies 
recently announcing plans to 
increase their research and 
development (R&D) capabilities 
in Shanghai. In industrial 
manufacturing, foreign trade 
and investment is becoming 
increasingly important as demand 
from emerging markets is growing 
faster than in the United States and 
Europe as a result of higher birth 
rates, improving living standards, 
and increasing industrialisation of 
their economies.

The impact of globalisation on 
transfer pricing
As a result of globalisation, 
transfer pricing is becoming 
a more important as well as a 
more complex issue for industrial 
products and services companies. 
As these companies expand their 
global operations, they must 
develop robust and defensible 

transfer pricing structures and 
policies. They must deal with the 
growing number of jurisdictions 
that have adopted rigorous 
transfer pricing policies that, 
at times, rely upon inconsistent 
intercompany transfer pricing laws 
and standards. Multinationals also 
must respond to more aggressive 
enforcement by tax authorities 
– a consequence of the attempt 
by many countries to prevent 
perceived abuses by taxpayers and 
a desire for increased revenues to 
reduce deficits.

These developments are taking 
place both in developed and 
emerging countries. Indeed, 
the transfer pricing landscape 
throughout the world is 
constantly evolving, as evidenced 
by the recent focus on base 
erosion and profit shifting 
(BEPS) by the Organisation 
for Economic Cooperation and 
Development (OECD).
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Multinationals must comply with 
material differences in transfer 
pricing rules across multiple 
jurisdictions. In certain countries, 
such as Brazil (a major market for 
industrial products), companies 
must comply with transfer pricing 
rules that do not adhere to the 
arm’s-length principle. 

The Brazilian transfer pricing 
regime is a formulary-based 
system that defines maximum 
price ceilings for deductible 
expenses on intercompany import 
transactions and minimum gross 
income floors for intercompany 
export transactions. This regime 
creates a unique challenge for 
multinationals operating in 
Brazil, since transfer pricing 
requires analysis under two 
distinct models that cannot 
necessarily be reconciled. In such 
instances, double taxation may 
be inevitable. This expansion 
of businesses across national 
borders, and the proliferation and 

inconsistency of transfer pricing 
rules worldwide, will likely lead 
to a dramatic increase in transfer 
pricing controversies.

Due in large part to the global 
economic downturn, transfer 
pricing in recent years has been 
an exercise in the allocation of 
losses, rather than income, among 
related entities. Meanwhile, 
the governments auditing these 
companies are looking for tax 
revenues to help offset the cost 

of deficit spending during the 
downturn. These factors have 
created an environment that is 
ripe for tax controversy. Indeed, 
multinationals have been 
confronted by enhanced tax 
compliance enforcement activity 
throughout the world, including 
intense attacks on their in-country 
“loss operations.” As a result, 
transfer pricing presents unique 
challenges to companies seeking 
to manage multiple stakeholders in 
the new economy.

These factors 
have created an 
environment that 
is ripe for tax 
controversy
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The risk of double taxation
Many multinationals are 
looking for ways to protect 
themselves from the risk of 
double taxation that could arise 
in a transfer pricing controversy. 
Traditionally, companies relied on 
preparing robust transfer pricing 
documentation to support their tax 
return filing positions. However, in 
today’s more contentious transfer 
pricing environment, many 
companies are exploring Advance 
Pricing Agreements (APAs) and 
other forms of dispute resolution, 
such as joint audit examinations or 
the competent authority process, 
to avoid or resolve transfer 
pricing controversies.

The APA – an agreement between 
the taxpayer and tax authority 
that sets out the method for 
determining the transfer pricing 
for the subject transactions over an 
agreed time period – can be used 
to help gain a level of certainty 
on existing structures for future 

years as well as to implement new 
transfer pricing policies coinciding 
with a business restructuring. 
Despite the benefits of achieving 
certainty, some multinationals 
have been reluctant to enter into 
the APA program, believing that 
APAs can be invasive, costly, and 
time consuming.

In response to concerns from 
multinationals for consistency 
and efficiency in audit processes 
in different countries and 
minimising the risk of double 
taxation, there appears to be a 
gradual shift from adversarial 
to collaborative approaches to 
resolving tax disputes. Indeed, 
collaboration is also increasing 
between tax authorities, including 
an increased willingness on the 
part of tax authorities to share 
information in order to reach 
mutually agreed upon outcomes 
with taxpayers. Some countries 
are beginning to offer joint audit 
examinations – a coordinated 
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single audit using a single team 
comprising representatives 
from two or more jurisdictions 
– although these joint audits 
have not yet gained widespread 
traction. In cases involving tax 
disputes between treaty partners, 
the competent authorities of the 
relevant countries may be engaged 
to resolve the dispute under the 
mutual agreement procedures 
embodied in the relevant income 
tax treaty.

Intangibles in a global economy
Globalisation also has resulted in a 
wide array of issues involving the 
ownership and use of intangible 
property. As companies expand 
internationally, they often seek 
to align the ownership and 
use of intangible property in a 
regional headquarters through 
cost sharing, licensing, or contract 
service arrangements.
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Under a cost sharing arrangement, 
each participant in the 
arrangement is a co-owner of 
intangibles with certain rights 
to their use. However, recent 
US regulations regarding cost 
sharing arrangements have made 
these structures administratively 
burdensome. In addition, for 
many companies in the industrial 
products sector with valuable, self-
developed intangibles, the buy-
in payment by a new participant 

upon the formation of a cost 
sharing arrangement potentially 
could give rise to a significant 
tax expense.

As an alternative to cost sharing, 
many industrial products 
companies have adopted licensing 
models, under which ownership 
of the group’s intangibles are 
retained by the owner and 
licensed to affiliates within the 
group. Licensing models also 

Recent US 
regulations 
regarding 
cost sharing 
arrangements 
have made 
these structures 
administratively 
burdensome

can prove challenging in certain 
jurisdictions, where foreign 
currency exchange or other 
limitations hamper the ability to 
make royalty payments or subject 
such payments to significant 
withholding taxes.

Supply chain management
Many US-based customers of 
industrial products companies are 
moving their operations to regions 
with faster growth or lower costs, 
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forcing suppliers to move with 
them. To meet these global shifts, 
industrial products companies are 
re-examining their supply chain 
management strategies.

Lean manufacturing, which 
revolves around concepts of 
continuous improvement and 
innovation, waste elimination, 
and the reduction of total costs, 
continues to gain traction as 
companies struggle to maintain 
margins in a highly competitive

business environment. Companies 
are standardizing and simplifying 
their product mixes and aligning 
their products and services with 
global macroeconomic trends, 
such as increasing needs for 
global infrastructure, clean 
and renewable energy and 
energy efficiency, and a more 
mobile, networked society. 
Manufacturing companies also are 
developing a regional approach 
to manufacturing, product 

development, and sourcing, which 
makes them more responsive 
to local demands and less of an 
outsider to their customers.

Global placement of R&D and 
human resources
As demand for products increases 
in emerging markets, the need 
for local distribution channels 
to satisfy local demand is also 
increasing. Meeting local demand 
often requires knowledge of local 
consumer preferences, which, 
in turn, may necessitate a build-
up of local R&D capabilities to 
ensure that product innovations 
are aligned with consumer 
preferences. This change in R&D 
investment brings with it the 
need to consider carefully how to 
structure the ownership of any 
intangible property, especially 
since some countries have weak 
laws in regard to intangible 
property protection.

Another important element in 
managing a global supply chain 
is the workforce, including the 
recruitment of skilled employees 
in multiple locations. The 
industrial products

sector as a whole faces a growing 
shortage of talent in many 
disciplines, including design 
engineers, project managers, 
superintendents, and middle 
and senior management, leading 
to intense competition among 
companies to hire qualified 
people. While this trend has been 
somewhat offset recently by lower 
demand due to the recession, it 
remains relevant for the longer 
term as knowledge and age gaps 
within the workforce continue 
to grow. To be successful in 
tight labour markets, all global 
companies have to provide 
additional incentives to potential 
employees by offering global 
training, rapid promotions, and 
attractive remuneration packages.
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Increased controversy around 
restructured supply chains
In reaction to supply chain 
reorganisations by multinationals 
in pursuit of growth opportunities 
in emerging markets, some 
tax authorities in developed 
countries have sought to protect 
their tax base by challenging 
the movement of operations to 
emerging markets that offer more 
attractive growth opportunities. 
These tax authorities argue that 
reorganization constitutes a 
“transfer” that should give rise 
to an exit charge. It is important, 
therefore, for companies 
to consider the operational 
changes that must accompany a 
business restructuring.

More specifically, the restructured 
supply chain must carefully 
reflect the intended shift in 
functions, assets, and risks among 
the parties. The significance 
of this tax issue is highlighted 
by the release of Chapter IX on 
Business Restructurings in the 

Organisation for Economic Co-
operation and Development 
Transfer Pricing Guidelines for 
Multinational Enterprises and Tax 
Administrations (OECD Transfer 
Pricing Guidelines). While the 
OECD Transfer Pricing Guidelines 
suggest that such restructurings 
will be disregarded or re-
characterized only in exceptional 
circumstances, companies 
should expect challenges relating 
to the economic substance 
and business purpose of such 
restructurings. Accordingly, when 
considering an internal business 
restructuring, multinationals are 
advised to clearly demonstrate 
the business purposes and 
economic advantages relating to 
the restructuring.

Mergers and acquisitions 
(M&A)
Due to recent challenges in 
creating organic growth, industrial 
products companies with strong 
balance sheets have taken the 
opportunity to acquire the 

stock or business assets of other 
companies at competitive prices. 
For some companies seeking to 
streamline operations and remove 
non-core assets, divestment 
has been an attractive option. 
During the economic recession, 
deal volume and value declined 
in most industrial products 
sectors, including chemicals, 
metals, industrial manufacturing, 
transportation and logistics, and 
engineering and construction. As 
the economy continues to recover, 
with improved balance sheets 
indicating more internal financing 
capability, and healthier capital 
markets providing more external 
financing, there is an expectation 
that M&A activity will continue 
to increase.
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The restructured supply 
chain must carefully 
reflect the intended shift in 
functions, assets, and risks 
among the parties
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More robust M&A activity 
brings with it several pre- 
and post-acquisition transfer 
pricing considerations. Prior to 
an acquisition, a detailed due 
diligence review is needed to 
ensure the target company does 
not have any material transfer 
pricing exposures that could have 
a significant negative impact on 
the acquiring company going 
forward. In particular, during 
the due diligence phase, the 
acquiring company should look 
for exposures arising from non 
arm’s-length pricing, lack of 
transfer pricing documentation, 
inconsistent transfer pricing 
policies or application of policies, 

as well as the status of any rulings 
or APAs that may remain in effect 
subsequent to the acquisition. The 
acquiring company also has to 
consider how the transfer pricing 
policies of both companies can be 
unified going forward.

Some of the largest business 
focused transfer pricing 
opportunities that arise in 
connection with M&A deals occur 
during the post-acquisition phase. 
During this time, companies 
evaluate the transfer pricing 
policies of both the target company 
and the acquiring company and 
look for ways to harmonise the 
structures. When determining the 
optimal transfer pricing structure 
going forward, companies 
should consider any historical 
audit exposures, existing APAs, 
cost sharing arrangements, 
and tax authority rulings. The 
post-acquisition phase also 
may be an appropriate time to 
consider operational changes 

for the acquiring company, such 
as centralising operations or 
intangible property, as well as 
evaluating the current supply 
chain structure. The post-
acquisition period presents 
an excellent opportunity for 
a company to structure its 
intercompany pricing for the 
future in a way that is consistent 
with its operational and 
financial objectives.
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Some of the largest business 
focused transfer pricing 
opportunities that arise 
in connection with M&A 
deals occur during the post-
acquisition phase. 
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