[image: image1.png]WOOLFORD & CO.

CHARTERED ACCOUNTANTS -
Hillorow House, Hillbrow Road, Esher, Surrey, KT10 GNW, UK m.
Tel +44 (0)1372 471117 Fax +44 (0)1372 461401

Email: advice@woolford.co uk Web site: www woolford co.uk v



ADVANCE \D 7.20
Transfer Pricing

February 2000

The term “transfer pricing” describes the process by which related or associated persons, including members of a group of companies, set the prices at which they pass goods, services and intangibles between one another.

The Finance Act 1998 enacted new legislation implementing self assessment for companies and amending the transfer pricing legislation for accounting periods ending on or after 1st July 1999.  Under self assessment it is the responsibility of the company to comply with the transfer pricing legislation, instead of the rules only being applied on the direction of the Inland Revenue, as was the case previously. 

Companies must be in a position to justify the prices at which goods and services are transferred within a group, and are required to prepare and retain for six years documentation to support their view.

BUSINESSES AFFECTED

Prior to the Finance Act 1998 amendments, the transfer pricing legislation affected transactions between a buyer and seller, not necessarily companies, where one controlled the other or both were controlled by the same person or persons.  The amended legislation has widened the scope of the rules by extending the definition of a transaction and including situations where there is only potential control due to any current rights or powers. 

In the case of a joint venture, a person who does not control the joint venture company or partnership is deemed to do so if he and another person each own 40 per cent or more of the joint venture. 

The new rules could apply to transactions between two UK companies in certain limited circumstances, which was not previously the case. 

TRANSFER PRICING EXPLAINED

In setting transfer prices multinationals have to take into account a wide range of factors, of which taxation is only one.  Tax authorities are concerned to protect the tax base of their own jurisdictions. Transfer pricing affects the amount of taxable profit arising and is therefore of considerable significance. There is also a risk that profits may be double taxed, or, alternatively, may escape the appropriate taxation altogether.

The internationally agreed standard for setting transfer prices is the “arm’s length principle”. This states that intra-group transfer prices should be equivalent to those that would be charged between independent persons dealing at arm’s length in otherwise similar circumstances. There was previously no statutory guidance on the arm's length principle, although the Inland Revenue followed guidelines published by the Organisation for Economic Co-operation and Development (OECD).  Reference to the OECD transfer pricing guidelines is now made in the amended legislation.  The guidelines describe acceptable methods of calculating arm's length prices.

NEW SYSTEM

The pay and file corporation tax system in the UK prior to 1st July 1999 required a company or its tax advisers to submit an annual return together with the year's accounts and supporting documentation. These were reviewed by the Inland Revenue, who would raise questions where they needed more information and then issue an assessment for the amount of corporation tax the company was liable to pay.  Although the company had to calculate its tax liability and pay the tax nine months and a day after the year end, it was under no obligation to make transfer pricing adjustments.  The legislation provided for such adjustments to be made on the direction of the Inland Revenue.

Under self assessment, the onus is now on the company to ensure it complies with the transfer pricing legislation, as amended by the Finance Act 1998, and make adjustments if necessary in calculating its taxable profits.

Generally the Inland Revenue will accept the company's figures. However, they may decide to enquire into the return and request further information, which could even open up a review going back many years.  An enquiry could be opened because the Inland Revenue are not happy with a tax return or the return may be selected at random.

Under the self assessment system, transfer pricing becomes much more important, as a multinational company cannot be sure that the Inland Revenue will accept the price it pays for goods or services, or the price at which it sells its goods or services. 

GROUP TRANSACTIONS

A company must therefore maintain records indicating the reason it accepted goods or services from the other group company (i.e. the price was better or the product was available and could not have been obtained at short notice from other sources in the time).  The commercial advantages must always be shown to be to the UK company and not necessarily to the group.  If there is an advantage to the group, but not to the UK company, then an adjustment must be made within the tax computation for the inflated price paid by the UK company, compared with what it could have paid for the goods or services from elsewhere.  This also applies to sales of goods and services by a company. 

All of this information must be collected together at the time of the transaction.  It would be almost impossible to do this in retrospect following an Inland Revenue enquiry, which could be a number of years after the transaction had taken place.  The Inland Revenue expect the documentation to exist by the time the tax return is made. 

The Inland Revenue have stated that in interpreting the record keeping requirements contained in the Taxes Management Act, they will be guided by Chapter V of the OECD guidelines. Extracts from Tax Bulletin issue 37 dated October 1998 on the subject of record keeping are attached.  

Head Office Charge

A further area of concern for multinational groups of companies is the head office charge, as this falls within the transfer pricing legislation.  The head office charge is a charge raised by the parent company to cover general group costs to be borne by fellow members of the group.

The concern is whether the services provided by the head office under the head office charge are at or below market rates.  If they are not at or below market rates, a UK company will not be allowed to claim the full amount of the head office charge against UK corporation tax.

Two sets of documentation will therefore be required to deal with head office charge.

a.
Paperwork explaining how the head office charge is arrived at.  This paperwork will need to be produced at head office.

b.
Paperwork explaining the how the cost of these services compares with market rates in the UK.

GROUP FUNDING

Outward Investment

Loans provided to an overseas associate at a nil or low rate of interest have always been within 
the scope of transfer pricing legislation. However, the Inland Revenue have often accepted that 
an interest-free loan is standing in the place of equity capital.  This treatment has depended on the existence of a double taxation treaty with the country concerned providing for a mutual 
agreement procedure. 

Under the new rules, the UK lender will only have to consider whether an interest-free loan is in practice standing in the place of equity. 

Inward Investment

Excessive interest paid by a UK company as a result of an interest rate which exceeds a  reasonable commercial return will continue to be reclassified as a distribution, thereby denying  tax relief. 

Where interest or discounts payable on funds obtained from connected persons are excessive for reasons other than an excessive rate of interest, a transfer pricing adjustment will not be required if it is appropriate to treat the loan as a subscription of capital.  Subject to this, interest, discounts 
etc. which are excessive for reasons other than the rate being excessive will continue to be reclassified as distributions where the borrower is a 75% subsidiary of the lender or both are 75% subsidiaries of another company.


Where excessive interest is not reclassified as a distribution and payment has conferred a tax advantage on one or both parties, the tax computation will require adjustment. 

   DOUBLE TAXATION

If a company has to make a transfer pricing adjustment in its corporation tax computations, it will need to ensure that a corresponding adjustment is made in calculating the tax payable overseas by the appropriate customer or supplier in order to avoid double taxation.  Customers or suppliers from other EU countries are governed by EC Convention 90/436 which sets out the procedures to be followed if the authorities in the other EU country do not agree to the adjustment. 

When companies in non-EU countries are affected, it may be necessary to invoke the mutual agreement procedure contained in the relevant double taxation treaty.

ADVANCE PRICING ARRANGEMENTS

The Finance Act 1999 introduced legislation setting out a system of Advance Pricing Agreements (APAs).  APAs can be applied for in respect of various matters including transfer pricing.  However, the Inland Revenue have stated that applications will only be considered where reliable market comparable prices cannot be established or there are other difficulties in applying the transfer pricing rules. 

The agreement reached with the Inland Revenue as to how transfer pricing issues will be dealt with will be binding and may allow the taxpayer to predict tax liabilities with greater certainty.

The APA should be obtained on a bilateral basis wherever possible in order to avoid double taxation, with the Inland Revenue inviting the treaty partner to participate under the Mutual Agreement Procedure contained in the relevant treaty.  If it is not possible to reach agreement on this basis, the Inland Revenue will proceed on a unilateral basis.

An APA will be operative for a number of years as specified in the agreement, which will probably be for a maximum of five years.  The procedure will therefore need to be repeated every few years and could be time consuming.  However, it will probably be worthwhile in complex cases.

GENERAL GUIDANCE ONLY
This note is intended for general guidance only. There may be additional considerations that need to be taken into account in certain cases. If you require further information, we will be happy to provide more detailed advice based on your particular circumstances.
If you require further information please contact us.

© Crown copyright. Reproduced with the permission of the Controller of Her Majesty’s Stationery Office.  Please note that each issue of Tax Bulletin contains certain qualifications which should be referred to before reliance is placed on an interpretation.


EXTRACTS FROM THE INLAND REVENUE TAX BULLETIN ISSUE 37 OCTOBER 1998

Records to be kept under self assessment

INTRODUCTION

This article is mainly about the record keeping requirements for corporation tax purposes under self assessment. It is intended that the key points will in due course become the subject of a formal Statement of Practice. But the section on the preservation of records in an alternative form is also relevant to unincorporated businesses. 

Paragraphs 21 to 23 of Schedule 18 to Finance Act 1998 require companies and other concerns within the charge to corporation tax to keep and preserve records. The provisions mirror those in Section 12B Taxes Management Act (TMA) 1970, which brought in, for 1996–97 and subsequent years of assessment, a record keeping requirement for individuals and partnerships. Paragraphs 21 to 23 have effect for accounting periods ending on or after 1 July 1999.

As noted above, these rules apply not only to ordinary limited companies but to all concerns within the charge to corporation tax including for example industrial and provident societies, authorised unit trusts, clubs and societies as well as ordinary limited companies. Except in the paragraph referring to the Companies Act record keeping requirements we use "companies" as convenient shorthand for all concerns within the charge to corporation tax.

SUMMARY

The legislation requires companies to keep and preserve sufficient records to enable them to make a correct and complete company tax return. Should the Revenue decide to make enquiries into a return, the company will need to be able to explain and substantiate the information it contains. Companies with systems in place to enable them to do that should be affected by the new legislation only to the extent that they may have to retain records for longer than they do at present.

OUR APPROACH IN PRACTICE

Concern has been expressed that, on a strict interpretation, the legislation would impose an additional and unwarranted burden on companies by extending the requirement to preserve greater quantities of prime records than is currently the case. That is not the purpose of the legislation.

We issued guidance on how Section 12B TMA affects self employed taxpayers in leaflet SA/BK3, "Self Assessment: a guide to keeping records for the self-employed", published in June 1995.

The leaflet gives guidance on the practical effect of the legislative requirement. In particular, it makes clear that:

•
the taxpayer is required to keep sufficient records to make a correct and complete return;

•
the taxpayer will also need to be able to demonstrate in response to Revenue enquiries that that is the case;

•
the precise nature and extent of the records needed to discharge that obligation to be kept will be dependent on the type and size of business.

This statement is equally applicable to companies and other concerns within the charge to corporation tax.

INTERACTION WITH THE RECORD KEEPING REQUIREMENTS OF THE COMPANIES ACT

Companies to which the Companies Act applies are already required by Section 221 Companies Act 1985 to keep and preserve specific accounting records in terms which are close to the tax requirements. We can confirm that any company satisfying the requirements of the Companies Act will have satisfied the requirement to keep and preserve records for tax purposes. This is subject to keeping adequate records for arm's length pricing purposes and to the rules on the period for which records must be preserved. These provisos are discussed further below.

RECORDS FOR ARM’S LENGTH PRICING PURPOSES

A particular issue here concerns the "transfer pricing" legislation. These provisions require taxpayers to apply the arm's length standard to certain arrangements and transactions for the purpose of making their tax returns and self assessments.

The legislation applies primarily to dealings between a UK taxpayer and an associate operating outside the UK. It will generally not be relevant where the parties are unconnected, unless the dealings in question constitute individual transactions within a "series of transactions" to which the legislation applies. And – with very limited exceptions – the legislation is of no relevance where the parties to a transaction are both subject to UK tax in respect of it.

Where the transfer pricing legislation may be in point, the records required by Paragraph 21 of Schedule 18 to the Finance Act 1998 to enable a company to deliver a correct and complete return, and to substantiate the figures in the return on enquiry, may well go beyond those required for the purposes of Section 221 Companies Act.

Following extensive consultations, we are also issuing guidance in this issue of Tax Bulletin [see below] on how we will interpret and apply the SA documentation requirements for transfer pricing purposes.

PERIOD FOR WHICH RECORDS MUST BE RETAINED

The Companies Act requires private companies to retain their accounting records for a period of only three years. For tax purposes, once Corporation Tax Self Assessment is introduced, such companies will need to preserve their records for the longer period prescribed in Paragraph 21 of Schedule 18.

Normally, records for an accounting period will have to be preserved for six years from the end of that period. But in three cases they have to be kept for longer. The second and third cases in particular will be very rare in practice.

First, if an enquiry into the return for an accounting period remains open at the six year point the records for that period must be retained until that enquiry is completed.

Secondly, where no such enquiry has been started but the statutory period for doing so has not expired at the six year point (because the return is late) the records for that accounting period must be retained until the latest date for starting an enquiry has passed or, if later, the date such an enquiry is completed.

The third case is where, contrary to the first two situations, the date on which a company is requested to complete a tax return for an accounting period is itself more than six years after the end of that period. In that case the records in existence at that date must be retained as in the second situation, that is until the latest date for starting an enquiry has passed or, if later still, the date such an enquiry is completed.

Preservation of records in an alternative form (see below) should make it easier for some companies to retain their records for this longer period.

RECORDS PRESERVED IN AN ALTERNATIVE FORM

For unincorporated business we have already indicated in Tax Bulletin Issue 21 (February 1996) that records may be preserved on optical imaging systems, and the originals discarded, provided that what is retained in digital form represents a complete and unaltered image of the underlying paper document. We are now able to go further. Both in the case of companies and unincorporated businesses we can accept other methods which preserve the information in the records in a different form. This is so long as those methods capture all the information needed to demonstrate that a complete and correct tax return has been made and are capable of yielding up that information in legible form. Businesses need to bear in mind this second condition when they change or up-date computerised accounting packages and ensure they have the software to access the old data.

Precisely what information needs to be preserved in this way will vary from business to business. But standard information, such as contractual terms and conditions printed on all invoices, need not be reproduced as part of the record of each transaction.

We accept of course that companies which store information in accordance with the Code of Practice on the Legal Admissibility of Information stored in Electronic Document Management Systems (BSI 1996 DISC PD 0008) will thereby automatically satisfy the tax requirements.

The exceptions, where the original record must be retained, are set out in Paragraph 22 of Sch 18 to Finance Act 1998. In essence they consist of vouchers for tax suffered or for tax credits in respect of incomings. But photocopies of foreign tax assessments, rather than the assessments themselves, will remain acceptable for the purposes of claims to double taxation relief in respect of foreign tax underlying dividend income from abroad.

Penalties for record keeping failures

We have been asked to clarify what constitutes a failure for the purpose of the penalty 
provisions in the record keeping rules (Paragraph 23 of Sch 18 to Finance Act 1998 and Section 12B(5) TMA 1970). These penalty provisions relate the penalty to a year of assessment (for income tax) or to an accounting period (corporation tax). The effect is that there can only be one penalty of a maximum £3,000 in relation to all the offences relating to that year of assessment or accounting period.

We have given assurances in connection with self assessment for individuals and partnerships that penalties under S12B(5) will only be sought in the more serious cases – where, for example, records have been destroyed deliberately to obstruct an enquiry, or where there has been a history of serious record keeping failures. We are now able to offer equivalent assurances to companies. We can also confirm that a penalty would only be sought from companies, as in the case of individuals and partnerships, following approval by Compliance Division.

Pay As You Earn (PAYE) Records
The requirement to create and preserve records to enable a correct and complete tax return to be filed applies to records relating to employee costs in the same way as other business costs. Some employee records will almost automatically be required for Company Tax Return purposes. Where records of employee costs are used for this purpose they must be preserved for the longer period specified in Paragraph 21 of Sch 18 to the Finance Act 1998, described above.

But companies which are employers must also preserve PAYE records, that is those additional records created to show that the PAYE system has been operated in a satisfactory manner. Regulation 55(12) of the Income Tax (Employments) Regulations 1993, SI 1993 No. 744, requires these additional PAYE records to be preserved for three years after the end of the tax year to which they relate.

Unlike Paragraph 22 of Sch 18 to the Finance Act 1998, the PAYE regulations do not provide for preservation of information in the records in another form. To help employers we have recently changed our view on the use of optical imaging to preserve such records which were originally created in paper form. Any paper records may now be preserved by the use of optical imaging systems, provided that what is retained is a complete and unaltered image of the underlying paper document.

The New Transfer Pricing Legislation

Record keeping
Under the new transfer pricing legislation, taxpayers are required to recognise the arm's length principle in reporting income, profits or losses for tax purposes. Where transactions within the scope of the new rules have taken place on other than arm's length terms to the disadvantage of the UK Exchequer, appropriate computational adjustments must be made in the Tax Return.

Section 12B Taxes Management Act 1970 and paragraph 21, Schedule 18 FA 1998 require taxpayers to keep and preserve the records needed to make and deliver a correct and complete Return for any chargeable period.

In interpreting those rules for transfer pricing purposes, the Inland Revenue will be guided by Chapter V of the OECD Guidelines. This is designed to assist tax administrations in developing their approaches to documentation rules, and taxpayers in identifying the records that would be helpful in demonstrating how their methodologies satisfy the arm's length principle.

The Inland Revenue does not want taxpayers to suffer disproportionate compliance costs, nor to be required to prepare and retain documentation which is out of keeping with the nature, size, and complexity of their business, or with the transaction (or series of transactions) in question.

At the same time, taxpayers will be required to self assess accurately, and may be called on by the Inland Revenue to justify their transfer prices and the quantum of income, profits or losses returned for tax purposes. 

Taxpayers should therefore prepare and retain such documentation as is reasonable given the complexity or otherwise of the relevant transaction (or series of transactions), and which identifies:

•
relevant commercial or financial relations falling within the scope of the new legislation;

•
the nature and terms (including prices) of relevant transactions (including transactions which form a series, and any relevant off-setting transactions). Transactions which are clearly in one family (e.g. regular purchases made by a distributor throughout a return period of the same or similar products for resale) may be aggregated, provided any significant changes during the period in the nature or terms of the transactions are recorded;

•
the method or methods by which the nature and terms of relevant transactions were arrived at, including any study of comparables and any functional analysis undertaken;

•
how that method has resulted in arm's length terms etc. or, where it has not, what computational adjustment is required and how it has been calculated. This will usually include an analysis of market data or other information on third party comparables;

•
the terms of relevant commercial arrangements with both third party and affiliated customers. These will include commercial agreements (e.g. service or distribution contracts, loan agreements), and any budgets, forecasts or other papers containing information relied on in arriving at arm's length terms etc. or in calculating any adjustment made in order to satisfy the requirements of the new transfer pricing legislation.

Current arrangements need not be freshly documented for the first CTSA return period, provided the existing documentation is sufficient to enable the taxpayer to make a complete and correct Return for that period.

Where arrangements continue in force for more than one return period (e.g. a distribution agreement lasting several years), there is no need to prepare fresh documentation for each return period, provided the original documentation is sufficient to demonstrate that the 
taxpayer has made a complete and correct return for that later period. Any significant changes in the nature or terms of the transaction or transactions in question should be recorded. 

The documentation should exist at the latest by the time the Return is made.

In summary, this means that transfer pricing documents should be preserved until the later of:

•
six years from the end of the chargeable period to which they refer or for which there could be a related tax effect; or

•
the date on which enquiries to which the documents are relevant are complete.








