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COPYING AND DISTRIBUTING ARE PROHIBITED WITHOUT PERMISSION OF THE PUBLISHER

The Brockman brief : TP risk determination: Transparency and mutuality

25 March 2015

This month, Keith Brockman, global tax director at Mars, lecturer and author of the Strategizing Multinational Tax Risks
blog, runs the rule over issues of transfer pricing risk determination, focusing on transparency and the benefits of
increased levels of authority reciprocity.

The OECD's recent initiatives have focused on coherence, substance and transparency. The subject of transparency
has primarily focused on information to be obtained by tax administrations for risk assessment, coupled with an
automatic exchange of information (AEoI) with other jurisdictions. Looking forward, the transparency principle for
transfer pricing (TP) risk determination should be integrated with the concept of mutuality between multinational
entities (MNEs) and tax administrations.

The ideal objective is to achieve transparency in the determination and implementation of TP risks by establishing
sustainable processes, such as (i) ensuring TP methodologies are discussed; (ii) conveying an overview of the relevant
risk assessment tools; (iii) providing the risk determination parameter for that MNE; (iv) understanding the
consequences of various risk parameters; (v) developing processes by which the level of risk can be further
minimised; and (vi) strategising processes to assess and measure future risks. A proactive and creative transparency
process would provide a win-win opportunity for MNEs and tax administrations to better understand and assess the
comprehensive TP risk process.

Discuss TP methodologies: The commencement of an audit should include a standardised process to initially discuss, and understand, the
taxpayer's TP methodologies and their application in that jurisdiction. Time should be allotted in the audit timeline to encompass this
primary objective, while relevant resources are to be provided by the taxpayer for a thorough explanation of their TP methodologies.
Some benefits to be derived by this simple process include an understanding of the appropriate tested party for tangible goods
transactions, as well as benefits and non-duplicative activities relating to intercompany services and allocations of other intercompany
functions.
Risk assessment tools: The audit team should convey a high level overview of the tax administration's tools used to measure, and
determine, the taxpayer's level of transfer pricing risk. The discussion should be focused on a mutual understanding of the taxpayer's risks
in that jurisdiction and the elements comprising such process, and is not meant to disclose prescriptive details of the tax administration's
risk methodologies.
Taxpayer risk level: The risk level on which an audit is based may not be disclosed to the taxpayer in the course of the audit. Tax
authorities may commence an audit with a requisition of electronic data and other data requests, while the taxpayer readily complies
without an understanding of the risk process and risk level that the audit may be based upon. Communication of a taxpayer's risk level, if
determinable, would provide a mutual understanding of relevant TP risks. Additionally, it would provide opportunities for future tax risks
to be mitigated to develop further efficiencies.
Understanding risk parameters: As additional TP risk methodologies are developed by tax administrations, transparency is enhanced via
disclosure of such processes. Australia recently provided a leading example by disclosing elements of their risk-differentiation framework
that assign key account and risk levels for different types of tax, coupled with a consequences and likelihood matrix. However, most
countries have not achieved an equal level of transparency. This process would be especially valuable in developing an understanding of
TP risk assessment after the country-by-country reporting (CbCR) template is introduced and shared globally.
Processes to mitigate risks: Subsequent to risk identification and coupled with formal assessment, various options to mitigate current and
future risks should be mutually explored to achieve full transparency. Domestic and treaty appeal opportunities should be discussed that
are focused upon final determination versus determination solely at the field audit level. This process is increasingly more valuable as
domestic law and treaty provisions are further intertwined, leading to significant differences for appeal mechanisms. Other tools, such as
entering into advance pricing agreements (APAs), retroactively and/or prospectively, or making use of other cooperative compliance
mechanisms in jurisdictions where they are available (for example horizontal monitoring in the Netherlands) would gain certainty.
Additionally, a rush to the goal-line for addressing double non-taxation risks by tax administrations should be offset by a parallel
objective to avoid double taxation by the taxpayer. Future tax transparency is critical to achieve mutual benefits to mitigate risks.
Future risk assessment: The initial risk assessment, if applicable, should be reviewed during the final phases of a field audit to address
potential changes for future TP risk assessments. This process may be an informal, versus formal, process although it should be a tool
used to determine the accuracy of risk assessments, as well as providing transparency for future discussions and audits.

The above process is only one example of best practices leading to mutual transparency in the complex realm of TP risk. Most of the above
options could be implemented at no cost without additional resource constraints; the proactive pursuit of mutual benefit and transparency are
the only obstacles to success.

Other options that are worth exploring include interaction of the cooperative compliance audit process with TP risk assessment; transparency
into confidentiality provisions for the exchange of TP related information; perceived benefits of CbCR data; transparency of the mutual
agreement procedure (MAP) process; and informal avenues of arbitration.
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Unilateral efforts to fight double non-taxation, evasion and fraud outweigh the
efforts to avoid double taxation and achieve efficient resolution of TP issues

Cooperative compliance: As TP risk determinations are evolving into formal risk assessment processes, tax administrations have not yet
addressed the interaction of cooperative compliance engagements and TP risk determination. In this instance, the auditors are familiar with
the business operations of that taxpayer in their jurisdiction. This mutual understanding should presumably result in a low risk rating. An
early discussion of TP risk assessment should be included as an agenda item in the near future to understand how new risk processes are
envisaged.

Confidentiality of information exchanged: A frequent concern voiced by MNEs in relation to the CbCR template data is that such information
may be shared informally outside of the jurisdiction's formal rules and/or provided to third parties. Transparency of the information
exchanged, and rules restricting the types of information that are available, would be a welcome additional step in this evolving initiative.

CbCR data: A concern from the OECD, and other organisations, is that this template would be the sole basis for TP risk assessment via
formulary apportionment. A transparent discussion as to how this data is to be used should lead to a proactive initiative by tax
administrations to bring transparency into the TP risk assessment process.

MAP process: This process has been acknowledged as being slow, inefficient and ineffective for both tax administrations and taxpayers. Most
importantly, it lacks elements of transparency notwithstanding the fact that it is a process between two or more governmental authorities.
Transparency into the timing for submission of data, status of negotiations, mutual discussion of facts that can be further explained by the
taxpayer, and efforts to avoid double taxation should be mandatory principles of the process. Hopefully, the new processes under review by
the OECD will provide such initiatives.

Arbitration: Unfortunately, this issue has not been a base erosion and profit shifting (BEPS) mandate as an element of the OECD's action plan.
Some countries remain insistent about not sharing their unilateral control and sovereign rights. Moving away from this centre stage, countries
should legislate informal and/or formal domestic procedures to achieve transparency and efficiencies to resolve contested TP issues timely.
Unilateral efforts to fight double non-taxation, evasion and fraud currently outweigh the efforts to avoid double taxation and achieve efficient
resolution of TP issues.

A final dose of TP transparency should be injected by countries to announce their intentions to adopt the final OECD BEPS guidelines, in
whole or in part. An open question is whether such guidelines may trump recent unilateral legislation for identical issues, or whether global
efforts to achieve TP transparency and consistency will be summarily thwarted by non-uniformity and fiscal measures.
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