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SNF Australia Decision On June 1, 2011, the Full Federal Court in Australia (the “Court”) upheld a previous overturning (by the Federal Court of Australia) of transfer pricing adjustments raised by the Commissioner of Taxation against SNF (Australia) Pty Ltd (“SNF Australia”) (see Transfer Pricing Times, Volume VII Issue 9). This decision affirms the previous rejection of the use of the Transactional Net Margin Method (“TNMM”) preferred by the Australian Taxation Office (“ATO”) and accepts SNF Australia’s evidence as to the arm’s length nature of its intercompany transactions based on the comparable uncontrolled price (“CUP”) method. In doing so, the Court notably accepted commercial, non-transfer pricing justification of losses made from operations over a prolonged period.  Following the recent decision, the statutory 28-day period for the ATO to seek special leave to appeal to the High Court has now passed and no appeal has been filed. Hence, this decision stands as a substantive and significant transfer pricing precedent in Australia. However, the ATO plans to issue a Decision Impact Statement (“DIS”) which will likely seek to confine the precedential value of the decision to the specific taxpayer and its facts. In this regard, the ATO may attempt to limit the broader implications of the decision by reference to the taxpayer’s CUP analysis, which was based on “global market prices” for the chemicals sourced from international related parties. Alternatively, the DIS may take the position that the effective ‘method hierarchy’ adopted by the Full Federal Court has less or limited relevance following the changes to the OECD Guidelines in this regard.  The decision may also, in time, result in legislative changes to the Australian transfer pricing statutory provision, given the dramatic impact it could have on ATO’s transfer pricing administration. This ruling fundamentally questions the general transfer pricing approach of the ATO, which has been applied for some time (i.e., a practical requirement that transfer prices must result in ‘commercially realistic’ profits). In this regard, the Court rejected the ATO’s argument that the taxpayer’s consistent losses were evidence of non arm’s length dealings. It is likely that the ATO will continue to consider profitability levels for purposes of assessing transfer pricing risk, but the decision may provide taxpayers the necessary “ammunition” to defend losses where such negative financial results are clearly commercial in nature.  This decision may alter the status quo in other respects as well. For instance, the ATO (and various other revenue authorities around the world) has historically rejected the acceptance of ‘loss making’ comparable companies in TNMM data samples – which can effectively “skew” an arm’s length range. In light of this case, however, Australian taxpayers and advisors should now consider, where relevant and appropriate, the inclusion of loss making comparable companies in an arm’s length range on the basis of comparability of functions, assets and risks, rather than exclusion from the range based solely on financial performance.  In addition, it is common practice for taxpayers to apply the TNMM to their related party transactions without significant or sufficient analysis of their internal uncontrolled transactions, based on the assumption that such internal uncontrolled transactions are not suitably comparable. However, this decision (and the previous 2008 Roche decision in Australia) clearly emphasizes the importance of analyzing such internal uncontrolled transactions in the first instance, before simply applying the TNMM as a standard approach. The SNF Australia decision held that the ATO’s rejection of the taxpayer’s CUP analysis was based upon comparability standards which were “unrealistically high”.  Finally, the decision may impact the ATO’s positions reflected in the recently released Taxation Rulings 2011/1 and 2010/7 (which relate to business restructuring and financial transactions, respectively) with regard to constructing and employing “hypothetical transactions” to review actual international related party transactions.  This case will likely bring about some significant changes to Australian transfer pricing practices, irrespective of whether or not the ATO accepts and respects the decision. Please “watch this space” as Ceteris will certainly be at the pulse of these changes, ready to report back to you.
Recent Transfer Pricing Rulings in India The Delhi Bench of the Indian Income Tax Appellate Tribunal (the “Tribunal”) recently made two significant transfer pricing rulings. The first addressed the application of a five percent safe harbor band around arm’s length prices, while the second ruled that arm’s length royalty payments cannot be determined to be zero merely because taxpayers incurred losses.  In the first case, a taxpayer under audit for 2005-2006 argued that its intercompany pricing should not require an adjustment applied by the Transfer Pricing Officer (TPO) because it fell within the five percent band allowed around the arm’s length price determined by the tax authorities. The adjustment was at first upheld by India’s Dispute Resolution Panel. Before the Tribunal, the issue came down to whether an amendment in the 2009 Finance Act which changed the method by which the five percent band is calculated could be applied retroactively to 2005-2006. (The taxpayer’s pricing is within the band under the pre-amendment rules, outside the band post-amendment.) The Tribunal held that the 2009 amendment cannot be retroactively applied, thus the taxpayer did not require an adjustment for the 2005-06 fiscal years.  Whatever momentary clarity is provided by this decision regarding the calculation of the five percent band, it may all soon be a moot point. An announcement in February 2011 by India’s Finance Minister stated that the five percent band might be lifted beginning in the next fiscal year (See Transfer Pricing Times Volume VIII, Issue 3).  In the second case, a TPO disallowed an Indian taxpayer’s royalty payment for technical know-how because of losses sustained after the acquisition. The TPO felt no economic benefit was realized, and thus a zero royalty value was appropriate for the transaction. The TPO also stated the taxpayer could make royalty payments once profits were realized. The taxpayer argued that there was economic benefit from acquiring the technical know-how because there were profits at the gross level, operating losses were subsequently reduced, and revenue had increased. The Tribunal sided with the taxpayer, stating that the royalty payment was incurred for a genuine business purpose and that external economic and business conditions must be taken into consideration when determining the validity of such payments.
Customs vs. Transfer Pricing In a December 2010 ruling, US Customs and Border Protection (CBP) reaffirmed its view of transfer pricing issues as they relate to customs requirements. Specifically, the case highlighted CBP’s acceptability (or lack thereof) of transfer pricing policies and Advance Pricing Agreements (APA) in determining customs value and the subsequent treatment of downward price adjustments made after importation. In this case, the taxpayer argued that certain reconciliation entries were subject to downward pricing adjustments, including for customs purposes, using the methodology required under an existing bilateral APA. The CBP reaffirmed that an APA (or any transfer pricing policy otherwise accepted by the IRS) does not automatically substantiate customs value and that the burden lies with the taxpayer to prove that the APA methodology is an appropriate basis. The CBP determined the burden was not met in this case, and the downward adjustments were rejected.  The CBP may accept pricing established under an APA, but also requires the importer to further substantiate the pricing for customs purposes by providing contracts, distribution agreements, purchase orders, and other relevant documentation that allows CBP to understand and review the transaction in question. The CBP also requests that importers prepare specific product and pricing information and a “reasonable care” memorandum to support the customs value. This documentation does not need to be presented to the CBP, but should be completed in case requested.  Despite CBP’s stance against downward, retroactive adjustments made after importation, it conceded it is considering granting the authority to make downward adjustments using a “formula” when an APA or transfer pricing policy accepted by the IRS is present. Per 19 C.F.R. Sec. 152.103(a)(1), CBP has the authority to appraise merchandise under a formula using transaction value provided the final sales price is determinable at a later date based on some post-importation event or occurrence over which neither buyer nor seller have any control. The CBP has yet to make a final decision, and no timeline for the decision has been discussed. In the meantime, US taxpayers should be aware of the CBP’s stance and customs implications when designing and implementing transfer pricing policies which feature opportunities for downward adjustments after importation.


NABE Offers First-Ever Transfer Pricing Symposium, July 26-27, 2011 in Washington DC
The National Association of Business Economists 2011 Transfer Pricing Symposium will gather leading professionals from business, government and consulting to discuss and debate some of the most relevant economics topics in the world of transfer pricing. Participants will be able to engage with an outstanding assemblage of panelists and enjoy ample opportunities to network with transfer pricing colleagues from many organizations and perspectives. This Symposium will feature discussion panels covering:
Theoretical and practical issues surrounding discount rates
Useful life of intangibles
Pricing of guarantee fees
Pricing considerations associated with embedded intangibles
Workshops on use of statistics and sampling in Transfer Pricing and impact of seminal Transfer Pricing court cases
For more information about the NABE Transfer Pricing Symposium, please visit: http://www.nabe.com
Our Upcoming Events: August 11-12: CITE Advanced US Transfer Pricing (Chicago)
For More information on our upcoming events, please visit our website: www.ceterisgroup.com
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