INTERNATIONAL TRADE AND FINANCE MASTERCLASS - PART 27: TRANSFER PRICING — THE COMPLETE COMPLIANCE

PART 27 OF 25 - DEEP DIVE SERIES — PARTS 26 TO 30

TRANSFER PRICING — THE COMPLETE
COMPLIANCE AND DEFENSE FRAMEWORK

A deep-dive companion to Part 11. Transfer pricing is the most audited international tax issue in the
world. This part covers the arm's length principle in full economic depth, all five OECD methods with
complete numerical examples, the three-tier documentation framework, how audits unfold in practice,
and how to defend your position when challenged by multiple jurisdictions simultaneously.

IN THIS PART CASE STUDIES
e The arm's length principle — the economic logic behind it Each part includes fully worked case studies with detailed

calculations, real-world context, and practical lessons for
e All five OECD methods with complete worked examples

CFOs and finance leaders.
e Master file, local file, and country-by-country reporting
e How transfer pricing audits actually unfold — step by step

e The Mutual Agreement Procedure and advance pricing
agreements

e The most vulnerable TP structures and how to defend them

mm BUILDING ON PART 11

Why Transfer Pricing Demands This Level of Attention

In Part 11 of this program, we introduced transfer pricing as the most audited international tax issue in the world and
covered the five OECD methods at a conceptual level. This deep dive builds substantially beyond that foundation to
give you the practical knowledge to build, maintain, and defend a transfer pricing position. The financial stakes justify
this depth. The OECD estimates that base erosion and profit shifting costs governments between one hundred and
two hundred and forty billion dollars in lost tax revenue annually — which is precisely why every major tax authority

has dramatically increased its transfer pricing audit resources over the past decade.

A CFO of any company with material intercompany transactions who does not have a robust, current, and defensible
transfer pricing position is carrying a liability that may never appear on the balance sheet but can easily reach eight

figures when a tax authority examines five years of intercompany transactions. The good news is that a
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well-maintained transfer pricing program — annual benchmarking studies, current intercompany agreements,
contemporaneous documentation — typically costs between seventy-five thousand and two hundred thousand

dollars per year and provides protection against exposure that can reach tens of millions.

The Arm's Length Principle — The Economic Logic

The arm's length principle requires that transactions between related parties be priced as if they were between
independent parties dealing at arm's length. The economic intuition is sound. When two independent companies
negotiate a transaction price, each is protecting its own financial interest — the seller wants more, the buyer wants
less, and the agreed price reflects the bargaining power and information available to each. The result is a price that
allocates profit between the two parties in proportion to the value each contributes.

Related parties do not negotiate this way. A US parent that sets the royalty charged to its Irish subsidiary for IP it
developed is not negotiating against an adverse interest — it can set any price it wants. A high royalty shifts profit to
the IP-holding entity; a low royalty leaves profit in the operating entity. The transfer pricing rules impose the arm's
length constraint: the royalty must be what an independent licensee would pay an independent licensor for
comparable IP in comparable circumstances. Every TP analysis is ultimately an attempt to answer that question with

sufficient precision to satisfy both the taxpayer and the tax authority.

The Functional Analysis — Foundation of Every TP Position

Before selecting a transfer pricing method, every TP analysis must conduct a functional analysis of the parties to the
transaction. The functional analysis documents the functions performed, assets used, and risks assumed by each
party — the FAR framework. This matters because arm's length compensation is fundamentally driven by what each
party does and what risks it bears. A routine manufacturer using its own factory to produce goods to a buyer's
specification, bearing no market risk, should earn a stable cost-plus return. A principal entity that owns the IP, makes
the strategic pricing decisions, bears the market risk, and funds ongoing development should earn the residual
entrepreneurial profit after paying routine returns to everyone else.

The FAR analysis must be consistent with commercial reality. This is where many TP positions fail in audit: the
documentation describes a risk allocation that the actual business operations do not support. If the documentation
says the lIrish subsidiary bears the market risk for European sales, but every pricing decision is made by a sales
director sitting in Chicago, the FAR analysis does not reflect reality and a competent examiner will identify this in the

first functional analysis interview.

The Five OECD Methods — Complete Worked Examples

Method 1: Comparable Uncontrolled Price

The CUP method directly compares the related-party price to the price in a comparable transaction between
independent parties. It is the most direct application of the arm's length principle and the most persuasive in any
audit, because it requires no inference from financial margins — it is a direct price comparison. The challenge is
finding truly comparable transactions. Even minor differences in product quality, transaction terms, geographic

market, or volume can affect price, and these differences must be adjusted for before the comparison is valid.

Part 27 of 25 - International Trade and Finance Masterclass - Page 2



INTERNATIONAL TRADE AND FINANCE MASTERCLASS - PART 27: TRANSFER PRICING — THE COMPLETE COMPLIANCE

0 CUP METHOD —ROYALTY RATE ANALYSI S

CUP METHOD —ROYALTY RATE EXAMPLE

TRANSACTI ON: US parent |icenses software I[P to Irish subsidiary
Irish sub pays royalty as % of |icensed revenue

Question: Is a 12%royalty arm s | ength?

EXTERNAL CUP SEARCH: Royal tyRange / kt M NE dat abase

Search: software |icense agreenents, B2B, sinilar functionality
Conpar abl e agreenents found: 14

Royalty rate range: 7.5%to 18.0%

Interquartile range: 9.2%to 14. 8%

Medi an: 11. 5%

RESULT: 12% royalty falls within interquartile range
Position is defensible —within arms |ength range
Median is 11.5% 12%is slightly above nedi an

Justified by: unique functionality, strong nmarket position

ANNUAL FI NANCI AL | MPACT OF ROYALTY RATE SELECTI ON:
Irish sub revenue: $48, 000, 000
At 12%royalty: royalty paid = $5, 760, 000

At 9.2% (lower quartile): royalty paid = $4, 416, 000

Di fference: $1,344,000 nore profit in Ireland at |ower rate
Irish tax saving: $1, 344,000 x 12.5% = $168, 000

vs. US additional tax: $1,344,000 x 21% = $282, 240

NET COST of using |ower vs. higher rate: $114, 240/ year

Method 2: Cost Plus

The cost-plus method adds a gross markup to the cost of the seller to arrive at an arm's length price. It is most
appropriate for contract or toll manufacturers who produce to the buyer's specification using the buyer's IP, bearing
limited inventory and market risk. The key decision is defining the cost base precisely in the intercompany agreement
— which costs are included, how overhead is allocated, and whether materials purchased from third parties are

included in the base or passed through at cost.

Part 27 of 25 - International Trade and Finance Masterclass - Page 3



INTERNATIONAL TRADE AND FINANCE MASTERCLASS - PART 27: TRANSFER PRICING — THE COMPLETE COMPLIANCE

0 COST PLUS —COWPLETE EXAMPLE

COST PLUS — MANUFACTURI NG ENTI TY EXAVPLE

Mexi can contract manufacturer —produces to US parent's design

Annual cost structure:

Direct materials (third-party): $8,200, 000

Direct | abor: $3,400, 000
Manuf act uri ng over head: $1, 600, 000
Total manufacturing cost: $13, 200, 000

BENCHMARKI NG 12 conpar abl e contract manufacturers
Gross markup on manufacturing cost (IQR): 8.2%to 14.8%
Medi an: 11. 5%

ARM S LENGTH TRANSFER PRI CE:
$13, 200, 000 x 111.5% = $14, 718, 000
Mar kup earned: $1, 518,000 (11.5%

CRI TI CAL: WHAT |S I NCLUDED I N ' COST' ?

I f Mexican entity also provides |ocal sales support:
those costs nust be in the base or conpensated separately
I f Mexican entity takes on quality warranty obligations:
the risk prem um nust be reflected in the markup
Omtting any function fromthe cost base underval ues

the contribution and creates TP vul nerability

Method 3: Resale Price

The resale price method starts with the resale price to independent customers and subtracts an arm's length gross
margin for the distribution functions performed. It works best for distribution entities that add limited value — entities
that buy, warehouse, and resell without significant transformation or marketing investment. When a distributor
develops significant local brand recognition or customer relationships, the resale price method tends to undervalue its
contribution and the TNMM is preferred.

Method 4: Transactional Net Margin Method (TNMM)

The TNMM compares the net profit margin of the tested party to the net margins of comparable independent
companies performing similar functions. It is the most widely used TP method globally because it does not require
transaction-level comparability — only functional comparability at the entity level — and because large databases of
company financial data make benchmarking computationally feasible. The choice of profit level indicator — operating
margin on sales, return on total costs, or Berry ratio — significantly affects the result and must be justified based on

the entity's functional profile.
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O TNWM — COWPLETE DI STRI BUTI ON ENTI TY EXAVPLE

TNMM — DI STRI BUTI ON ENTI TY COWPLETE EXAMPLE

TESTED PARTY: Gernan distribution subsidiary

Revenue: EUR 24, 000, 000 | COGS from US parent: EUR 19, 200, 000
Gross profit: EUR 4, 800, 000 (20%

Oper ati ng expenses: EUR 2,400, 000

Operating profit: EUR 2,400, 000

Qperating margin (PLI selected): 10.0%

BENCHMARKI NG 8 conpar abl e European distributors (O bis database)

Operating margin QR 4.8% —8.9% | Median: 6.2%

CURRENT MARGI N (10.0% |S ABOVE RANGE (4.8% 8.9%
German BZSt chal |l enge: Gernan entity is overpaid
(relative to arm's | ength —US parent undercharged Ger many)

| RS perspective: US parent should earn nore

ADJUSTMENT TO MEDI AN (6. 2% :

Target operating profit: EUR 24M x 6.2% = EUR 1, 488, 000

I nplies COGS increase: EUR 24M - EUR 1, 488K - EUR 2, 400K
= EUR 20, 112,000 from US parent (up from EUR 19, 200, 000)
Addi tional US profit: EUR 912,000 per year

US tax on additional profit: EUR 912K x 21% = EUR 191, 520

Method 5: Profit Split

The profit split method divides the combined profit of related parties based on their relative contributions. It is
reserved for situations where both parties make unique, valuable, and inseparable contributions — typically joint IP
development, highly integrated financial trading operations, or transactions involving unique intangibles on both sides.
The residual profit split approach first allocates routine returns to each party using other methods, then splits the

remaining residual profit based on each party's contribution to the value drivers that generated it.

The Three-Tier Documentation Framework

BEPS Action 13 introduced mandatory three-tier documentation that has been adopted by over one hundred
jurisdictions. Understanding what each tier requires — and what happens when any tier is missing or inadequate — is

essential operational knowledge.

Master File — The Group Overview
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The master file gives tax authorities a high-level picture of the entire group. Required content includes: organizational
structure and geographic footprint; description of the global value chain for the five largest product and service
categories by revenue; identification and description of all significant intercompany arrangements for services, IP,
financing, and cost-sharing; a description of the group's IP strategy including where IP is held, how it was developed,
and how it is exploited; a description of how the group is financed including material intercompany loans and the
rationale for the financing structure; and consolidated financial statements. The master file is filed in each jurisdiction
where the group has a constituent entity and is available to tax authorities in all those jurisdictions through automatic
exchange.

Local File — Transaction-Level Documentation

The local file provides the transaction-specific TP analysis for the particular jurisdiction. For each material transaction
category — goods, services, IP licenses, financing — the local file must contain a functional analysis specific to that
entity's role in the transaction, the TP method selected and why it is the most appropriate method, the comparability
analysis showing how comparable companies or transactions were identified and selected, the application of the
method to produce an arm's length range, and the conclusion on whether the entity's actual results fall within that

range. The local file is the primary document a tax examiner reads when opening a TP audit.

Country-by-Country Report — The Risk Trigger

The CbCR requires groups above the EUR 750 million revenue threshold to report key financial metrics for each
jurisdiction: revenues split between related and unrelated parties, pre-tax profit, income taxes paid and accrued,
number of employees, and tangible assets. This data is automatically exchanged between tax authorities and is used
as a first screen to identify groups where profit allocation appears inconsistent with where economic activity occurs. A
jurisdiction that shows high profit relative to employees and assets is a red flag that triggers local file requests and

deeper examination.

How Transfer Pricing Audits Actually Unfold

The IRS Large Business and International division examination of a multinational's transfer pricing typically begins
with an Information Document Request — a list of documents the examining agent wants to review. The initial IDR is
often broad and exploratory, asking for organizational charts, all intercompany agreements, the existing TP
documentation, financial statements for foreign entities, and details of all intercompany transactions by type and
amount. The quality and completeness of the response tells the examiner immediately whether the company has a

serious compliance program or is reconstructing its position retroactively.

The functional analysis interview is the most consequential phase. Skilled examiners identify inconsistencies between
what legal documents say and what operational reality is. If the sales director in Chicago explains in an interview that
she personally approves all European pricing decisions, while the TP documentation says the Irish entity bears
market risk and makes pricing decisions, the audit has found its central issue. Preparation for these interviews —
ensuring that key personnel understand the TP position and that the documented FAR analysis genuinely reflects
how the business operates — is as important as the quality of the documentation itself.

The Advance Pricing Agreement is the most powerful defensive tool available to a CFO who wants to eliminate TP
audit risk for the future. An APA is a binding agreement with one or more tax authorities specifying the TP method
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and arm's length result for defined transaction types over a three-to-five-year period. It costs twelve to twenty-four
months and significant professional fees to negotiate, but it eliminates audit risk and double taxation risk for the
covered transactions. For any company with more than fifty million dollars of material intercompany transactions, an

APA on the highest-risk transactions is worth serious consideration.

TechSolutions Inc.
Simultaneous US-German Audit — 28 Months, $4M Cost, Right Structure Survived

Background

TechSolutions Inc. is a US software company with an Irish subsidiary holding the group's IP and licensing it to European
operating entities for royalties totaling forty-eight million dollars annually. When CbCR data showed the lIrish entity
generating forty-eight million dollars of profit with twenty-two employees, both the IRS and the German BZSt opened
simultaneous transfer pricing examinations. The company's IP structure was legitimate — the Irish entity genuinely
performed IP management functions with real decision-making authority. But demonstrating that under dual audit scrutiny
required twenty-eight months of intensive work.
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0 TECHSOLUTI ONS —DUAL AUDI T OUTCOVE

TECHSOLUTI ONS —DUAL AUDI T DEFENSE

Irish entity annual royalty incone: $48, 000, 000

Irish enpl oyees: 22 (12 with genuine |P managenent authority)

| RS CHALLENGE: Was buy-in paynent adequate when | P noved to |reland?
I RS position: IP was undervalued at transfer —nore US profit due
Company defense: DCF of |P value at transfer date was armis | ength

Evi dence: cont enpor aneous val uati on report, board m nutes

GERMAN BZSt CHALLENGE: Are royalties too high?

TNMM showed German entity at 4.2% operating margin
Conpar abl e range: 3.8%to 6.5%

4. 2% was W THI N range —conpany defended successfully

BZSt tried to narrow range: conpany rebutted conparability anal ysis

QUTCOVE AFTER 28 MONTHS:

I RS: nodest buy-in adjustment, agreed DCF net hodol ogy
CGerman BZSt: German margin adjusted to 5.5% (medi an)
MAP el i mi nat ed doubl e taxati on between US and Ger many
Addi tional net tax: $2,200, 000

Pr of essi onal fees: $1, 800, 000

Total dispute cost: $4, 000, 000

Structure survived —no structural overhaul required

GlobalConsumer Holdings
The $50 Template That Cost $4.6 Million — Intercompany Agreement Failure

Background

GlobalConsumer Holdings had fourteen country subsidiaries with a complex web of intercompany transactions. When a new
CFO reviewed all intercompany agreements, she found six subsidiaries with expired, template-based, or completely absent
agreements. The German subsidiary had been paying management fees under an agreement that expired three years
earlier. German tax authorities disallowed three years of deductions during a routine audit.
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O | NTERCOVPANY AGREEMENT FAI LURE — FI NANCI AL | MPACT

GLOBALCONSUMER — AGREEMENT FAI LURE COST

Annual managenent fees paid to parent: $4,200, 000
Period without valid agreenent: 3 years

Total fees disallowed: $12, 600, 000

German tax at 30% $3, 780, 000

Penalties and interest: $820, 000

GERMAN LI ABILITY: $4, 600, 000

ADDI TI ONAL RI SK (ot her deficient subsidiaries):
UK royal ty dispute risk: $1,200, 000

Australia |l oan deductibility risk: $640, 000
France undefi ned mar kup risk: $800, 000

TOTAL POTENTI AL EXPOSURE: $7, 240, 000

REMEDI ATI ON: New agreenents for all 14 subsidiaries

Legal cost: $180,000 | Annual maintenance: $60, 000

5-year total: $480,000 vs. exposure: $7, 240, 000

The $50 internet tenplate cost the conpany $4.6Min Gernany
CFO | esson: review ALL interconpany agreenents annual |y

Ensure they are current, specific, and signed by both parties

Meridian Manufacturing Group

Cost-Plus for a Contract Manufacturer — Building the Position That Survived Three Audits

Background

Meridian Manufacturing Group runs a principal structure: a Swiss principal owns IP and bears market risk; a Mexican
contract manufacturer produces goods on a cost-plus basis earning a routine return. The structure has been audited by
Mexican tax authorities three times over eleven years with no adjustment. This case study documents the four disciplines
that made it audit-proof.
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0 AUDI T- PROOF TP —FOUR DI SCI PLI NES

MERI DI AN —FOUR DI SCI PLI NES OF AUDI T- PROOF TP

Mexi can entity annual costs: $42, 000, 000
Transfer price (cost + 9.5% markup): $45, 990, 000
Conpar abl e range: 7.8%to 13.2% | Median: 9.5%

DI SCI PLI NE 1: ANNUAL BENCHVARKI NG — NEVER REUSED
Fresh dat abase search every year
Docunent ed search criteria applied consistently

Resul t: defensible, current, evidence-based nmarkup

DI SCI PLI NE 2: CONTEMPORANEOUS LOCAL FI LE
Conpl eted by Novenmber 30 each year —before filing deadline
Not reconstructed retroactively —genui nely cont enpor aneous

Resul t: exam ner sees organi zed docunentation, not scranbled

DI SCI PLI NE 3: FAR ANALYSI S MATCHES REALITY
Mexi can entity functions unchanged for 11 years
Any operational change: imedi ately reflected in docunentation

Result: functional analysis interviews confirmthe docs

DI SCI PLI NE 4: | NTERCOVPANY AGREEMENT — CURRENT AND SPECI FI C
Defines cost precisely: direct materials, |abor, overhead
Updat ed when busi ness changed —not |eft stale

CFO si gned of f annual ly: accountability and awar eness

ANNUAL TP COWVPLI ANCE COST: $95, 000

THREE AUDI TS OVER 11 YEARS: zero adjustnents
POTENTI AL EXPOSURE | F UNDOCUMENTED: $4- 8M per audit
RO OF COWPLI ANCE: 40 to 80x over 11-year period

mm KEY TAKEAWAYS FROM PART 27

Transfer pricing is not an area where a CFO can delegate entirely to external advisors and check in once a year. The

functional analysis must reflect operational reality. Documentation must be contemporaneous. Intercompany
agreements must be current and specific. These are the financial protections for a position that, if challenged
successfully, can cost tens of millions of dollars in tax, penalties, and professional fees. For further context, refer to
Part 11 for the conceptual foundation and Part 12 for the interaction between transfer pricing and GILTI, Pillar Two,

and the broader international tax framework.
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