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Transfer Pricing News

OECD releases discussion draft on
transfer pricing documentation and
country-by-country reporting

March 2014

This Transfer Pricing News
provides a summary of discussion Multinational enterprises (MNEs) will face materially

In brief

draft ontransfer pricing increased compliance burdensas a resultofthe hotly
documentationand country-by- debated proposals to reportto tax administrations,on a
country reporting released by country-by-country basis, extensive details of their
Organisationfor Economic income, taxes, and businessactivities. Further, extensive
Cooperationand Development changesto the currentrequirementsfortransfer pricing
(OECD) on 30 January 2014. documentationreporting will also add to thisburden.

. These arethebroad consequencesofthe proposalsmade
by the Organisation for Economic Cooperationand
Development (OECD) inadiscussiondraftreleasedon
30 January 2014.

The guidance fromthisdiscussiondraftis intended to
replace the transfer pricingdocumentationguidance
containedin ChapterV ofthe OECD’s current Transfer
Pricing Guidelines for Multinational Enterprisesand Tax
Administrations (OECD Guidelines), whichwas adopted
in1995. Unlikethecurrentversion of Chapter V,the
discussion draft requiresa mandated listof documents
to be includedin a transfer pricingdocumentation
package. The OECDwill be giving further consideration
to whether information relevant to other aspects of the
ActionPlanonBase Erosionand Profit Shifting (BEPS
ActionPlan) shouldalso be included.

The draftcanbelocatedat:
http://www.oecd.org/ctp/transfer-pricing/discussion-
draft-transfer-pricing-documentation.pdf. Public
comments on the draftcan also be viewed onthe OECD
website.
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In detail

This initial discussiondraftwascreatedin responsetothe BEPS ActionPlan, publishedon19 July 2013. Item
13 ofthatActionPlandirected the OECD to “[d]evelop rulesregarding transfer pricingdocumentation” in an
efforttoenhance transparencyfortax administration. Pursuantto this call for transparency, the BEPS Action
Plan alsodirected the OECDto “include a requirementthat MNEs provide all relevantgovernmentswith needed
informationon their global allocation of the income, economic activity and taxes paid among countries
accordingtoacommontemplate,”i.e., country-by-country reporting.

Two-tiered approach to transfer pricing documentation

The discussion draft adopts a two-tiered approach to transfer pricingdocumentation: a “master file” containing
standardised information for all MNE group members, whichthe OECD suggestsshould be completed in
English,anda “localfile” that provides specific information related to the transactions of a local taxpayer, which
the OECD suggestsshould probably be providedin the prevailinglocal language.

The masterfile is intended to provide a complete picture ofthe MNE'sglobal business. Theinformationinthe
master file would be organized into five categories: the global organizational structure; descriptionsofthe
MNE’s business; descriptions of the MNE's intangibles, intangible development activities,and transfersof
intangibles; descriptions of any intercompany financial activities; and detailsregarding the MNE’s financial and
tax positions, including allocations of income and taxes. Although some oftherequiredinformationis
commonly foundin transfer pricing documentation, e.g., functional and industry analyses, the discussion draft
also requests a number of novelitems. For example, the new approachwould require the titleand principal
office location although notthe names ofthe 25 most highly compensated employeesin each businessline,
chartsshowingthe supply chain for material products and services, and lists of relevant advance pricing
agreements (APAS), tax rulings, and transfer pricingmatters pendingunder a tax treaty’s Mutual Agreement
Procedures.

Observation: Thelocal file/ master file approach does notclearly achieve the uniformity and simplicity
that wasthestated goalofthe OECD’s work on documentation giventhat taxpayers will now have to
assemble the master file documentation package on top ofthe existingandvarying local country
documentationrequirements. Additionally, some of these requirements appear to extend the principles
oftax reporting beyond transfer pricingdocumentation, e.g., by requiring information regarding APAs
and tax rulings. Likewise, some ofthese requirementsmight notbe the type of information to which tax
directorsnormally have access, e.g.,data on the 25 most highly compensated executives. The language
requirementsappear to be fairly strictas well, e.g. localfilesand translation of (partsof) the masterfile
where needed.

As part ofthemasterfile, Annex I11 to Chapter V would require the completionof a “country-by-country
reportingtemplate.” The template seeks to collectincome and tax details regarding each “Constituent Entity” in
the MNE's global group, organized by country, duringthe prior year. This informationwould include, interalia,
eachentity’srevenues and profits, income and withholding taxes paid, stated capitaland accumulated earnings.
The template also seeksinformation on“certain indicators” of the location of economic activity (tangible assets,
number ofemployees and total employee expense). Also requested is informationonintercompany royalties,
interest, and service feespaid or received.

Observation: While these disclosuresare to be made to tax administrations, they currently gowell
beyond any of the other country-by-country reportinginitiatives that have beenproposed in other
forums, suchas under CRD IV by the European Commission. Thisappliesboth in terms ofthe elements
coveredandhowthe breakdownby entity would be required. Additionally, the reportingof
intercompany payments of interest, royalties, and service feesseemsto indicate thatwhile these are
legitimate business expenses for unrelated parties, they will be closely scrutinized whenthey occur
betweenrelated parties because of their potential for base erosion.

To implement the master file tier ofthe OECD’s proposed approach to documentation, it willbecome important
that master file informationis consistent from countryto country. Asaresult,the OECD recommendsthat
master file documentation be completed under the direction of the parentcompany of the MNE groupand
sharedwith eachlocal affiliate around the world. This wouldallowlocaltaxingauthorities to collectthe master
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file fromthelocal affiliatesor, in the alternative, to requestthe documents fromanother jurisdictionunder
treaty exchange of information mechanisms.

Observation: Althoughthe OECD stresses the need for tax administrators to handle carefully any
confidential taxpayer informationto avoid inadvertentdisclosures, the draft’s planned implementation
ofthe master file scheme appears to generate greater risks of exposure of confidential client information.
Specifically, the draft’s recommendation that the master file be shared with every affiliate so that it can
laterbesharedwiththerelevanttax administrators during anaudit seemsto unnecessarily expose
taxpayersto greater disclosure risks for their confidential information. There may also be business
reasonswhy this level of informationwould not be shared with all affiliated entities. The exchange of
informationunder a relevant tax treaty mightbe a more appropriate and secure method for sharing
confidential information.

The local filewould supplement the master file and ensure thatthe MNE hascomplied with the transfer pricing
provisionsofa specific jurisdiction. Thefocusofthe localfile would be the transfer pricinganalysisofthe
transactionsthattake place betweena local country affiliate and associated enterprises in different countries
duringtheyearatissue. AnnexI1to Chapter V would require certainspecific background information about the
local entity, as wellas detailed factual and financial information about the transactionswhichare covered. For
example, the localfile should contain a descriptionofthe managementstructure ofthe local affiliate, a local
organisationchart,anddescriptionsofthe individualsto whomlocal management reports, aswell asa
discussion of any relevantbusiness restructuringsor intangiblestransfers.

Observation: Some of the information requirementsfor local files mightalready exist in a robust and
well-crafted functionalanalysis. Other detailed requirements- e.qg., identification of the individuals that
havedirectorindirect reporting relationships - mightbe of only limited value to tax administrators
while simultaneously increasing compliance burdensonlocal taxpayers.

Timing

The OECD emphasises thattransfer pricing documentation should be based uponinformation reasonably
availableat the time the transfer price wasdetermined. The OECDalso acknowledgesthat mismatches in the
due dates of transfer pricingdocumentationin variousjurisdictionscanmake it difficult for taxpayers to
prioritize global documentation obligations and to provide relevant information to tax administrationsona

timely basis. Asaresult,thediscussiondraftindicatesthatit is a bestpractice to prepare transfer pricing
documentation contemporaneously withfilingofthe tax return for the fiscal year atissue.

The draftalso notesthat final statutory financial statements relevant to the country-by-country data
requirementsmay notbeavailable untilafter the due date for tax returns in some countries. Accordingly,the
discussion draft would extend the date for completion of the country by country reportingtemplate untilone
year followingthelastday ofthefiscal year of the ultimate parententity of the MNE group.

Observation: Insome instances, the relevantcash tax figure may notbe known withinthe time frame

provided forcompletingthe country-by-country reporting template, evenunder the proposed extended
timeline.

The draftguidance acknowledges that taxpayers should not be obliged to retaindocumentsbeyond a
reasonable period and thattax administrations should restrict requests for documentsfromprior
periods.

Materiality

The OECD recognises a balance betweenthe tax administrations’ desire for information and the compliance
burdensplacedontaxpayers. Asaresult,the discussiondraftrecommendsthatlocaljurisdictionsadoptspecific
materiality thresholds that take into account, interalia, the size of the transactionand nature of the local
economy. Thediscussiondraftdoesnot, however, provide any guidance onwhatwould constitutean
immaterial transaction, but it does seek public comment on whether more specific guidance could be provided.

The discussion draft recommends simplification measuresthatwould limit the transfer pricingdocumentation
requirementsforsmalland medium-sized enterprises (SMEs) onthe basisthat smaller enterprisesshould not
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be requiredto produce the same amountofdocumentation that might be expected from larger enterprises.
Nev ertheless, the draft takes the position that SMEs should be requiredto provide informationand documents
about their material cross-border transactions.

Observation: Althoughit appears that SMEs might be spared from some of the compliance burdensof
transfer pricing documentation, SMEs wouldstill be required to complete the country-by-country
reportingtemplate (i.e., Annex I11). Asaresult, despite the proposed balancingofbenefitsand burdens,
it doesnot appear that SMEs willescape much ofthe compliance burdensplaced onlarger taxpayers in
practice.

Comparables consideration

Althoughthediscussiondraft recommendsthattransfer pricingdocumentationbe updated annually, it does
acknowledge thatbusinessdescriptions, functional analyses, and comparables may notchange materially from
year toyear. Asaresult, in thosesituations,the OECD suggeststhat searchesfor new comparables in the local
file couldbeupdatedevery threeyears. Financial data for the comparables, however, must stillbe updated
annually to determineanarm’s lengthamount.

Observation: Althoughthe draft guidance appearsto acceptthatbusinessconditionsmay notchange
materially fromyeartoyear, it doesnot adoptany flexibility regarding comparable data.

The discussion draft also notes thatlocal comparablesgenerally should be used over regional
comparablesbecause ofthe general requirementto use the mostreliable information.

Penalties

The OECD notes that penalties, as wellas penalty protection, can provide a powerful incentive to complywith
transfer pricing documentation requirements. Nevertheless, the discussiondraftindicates thatit is “unfair’ to
impose large documentation-related penalties on taxpayers that make a reasonable, good faith effort to
demonstrate the arm’slength nature of their covered transactions through documentation. Inaddition, the
draft notes thatpenaltiesshould not be applied to taxpayersthatfail to submit informationto whichtheydid
not haveaccess.

T he takeaway

The OECD's strategic objectives of making transfer pricing documentation more efficientand better targeted
shouldbesupported. Theapproach, as originally developed, soughtto streamline and rationalise information
requirementsto benefitbothtax administrations(i.e., with better information) and taxpayers(i.e., by delivering
amoreefficientprocess). However, based on the proposalsin the current discussiondraft, it is notclear that
thesegoalshave been achieved as, overall, the package seemssomewhat one-sided with little clear benefitto
business.

Overall, the discussion draft proposes a large number of significant changeswhichcouldresultin averyshort
periodforbusinesstoadjustto lifewithincreased reportingobligations, including country-by-country
information. The OECDwill need to carefully consider whether the reporting of tangible property, number of
employeesand payroll expense in practice might lead to adjustments more in linewitha formulary
apportionmenttype of transfer pricing system, along with all the potential forincreased disputes anddouble
taxationthat entails.

Itwill, in particular,be important to ensure thatthe consultation process is pursued to deliver as much
flexibilityas possible. Securing the confidentiality of information will also needto be a major priority.

Finally, the OECD statementin thedraft thatit willbe giving further consideration to whether information
relevantto other (non-transfer pricing) aspectsoftax administrationandthe BEPS ActionPlanshouldalso be
includedin the commontemplate meansthat the documentation requirements may be expanded well beyond
transfer pricing risk assessment purposes.

The update tothe Guidelinesin ChapterV is planned to befinalized by May 2014.
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