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The essence of transfer pricing, its features, principles and principles of
formation are investigated. Methods of transfer pricing in foreign countries are
analyzed. The criteria for identifying controlled transactions and the list of
persons considered interrelated. The methods of transfer pricing applied in
Ukraine are considered. Emphasis is placed on increasing responsibility for
violation of transfer pricing rules. Recommendations for improving the efficiency
of transfer pricing regulation in Ukraine are substantiated.
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The development of globalization and integration processes, international trade has led
to the emergence of new tools for the redistribution of profits of enterprises — transfer
pricing (TCU). TCU is based on the use of differences in tax regimes of different countries
with the mutual consent of counterparties. The contract is executed in such a way that the
counterparty with the high level of taxation declares losses or the minimum profit, and at
the counterparty with the low tax rates - the maximum profit.

In the world, TCU issues became relevant with the moment of the emergence of
transnational corporations and the development of international trade at the end of XX
century. For Ukraine, TCU has developed with the development and formation of
financial-industrial groups. Among the European countries, the Ukrainian mechanism of
control of TCU is considered one of the weakest, and the problems of withdrawal of capital
from Ukraine do not lose their relevance.

TCU issues were reflected in the scientific works of domestic and foreign scientists, in
particular:  Yu. Arkatova, T.Butenko, P.Dzhjuba, A. Kasych, O, Kanishchenko,
O. Tereshchenko, F. Tkachyk, V. Sidenko, O.CHerevko and others. However, not all
aspects of this pressing issue have been identified and substantiated, and many provisions
require further refinement to improve the mechanism of regulation and operation of TCUs
in Ukraine.

The purpose of the article is to study the main trends of transfer pricing in Ukraine in
the context of globalization of the economy.
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The tax laws of developed countries have long been used by the TCU as a mechanism
for regulating tax obligations. For the first time, the concept of transfer pricing began to be
considered in Australia in 1982. From Table 1 we can conclude that in some countries of
the world TCC practice has been established for more than 15 years.

Table 1
Implementation of transfer pricing rules
Country Year Kpaina Year
Australia 1982 United Kingdom 1999
USA 1994 Singapore 2006
Republic of Korea 1997 Norway 2008
New Zealand 1997 Cheap hotels in Hong 2009
Kong, China
Denmark 1998 Malaysia 2012

Source: based on [2].

Most countries in TCU legislation use the OECD Guidelines set out in the OECD
TCU Guidelines for Multinational Corporations and Tax Services.

French Tax Code exempts tax authorities from the obligation to prove the existence of
dependence of agreements and appropriate control in the case of profit transfer by
enterprises located in the territory of a foreign country with a preferential tax regime. At
the same time, the law obliges companies to cooperate with tax authorities on
documentation on transfer pricing.

Norway controls capital flows through increased tax controls by Norwegian
corporations in other countries. Portugal, Spain, Argentina, Brazil provide additional
grounds for initiating tax control of transfer prices subject to a transaction with a resident
of the “tax haven”. In Australia and Canada, an additional reason is the violation of the
arm's length principle.

In Ukraine, transfer pricing rules were put into effect on September 1, 2013. Since that
time, they have undergone significant changes every year, which need to be taken into
account when planning business transactions with foreign contractors. The basis for
national legislation were the OECD Guidelines, the basic rules of which were implemented
in Art. 39 of the Tax Code of Ukraine (CCU). The Laws of Ukraine and the CMU
Resolutions also determine the issues of TCU regulation. However, despite the continuous
improvement of TCU legislation, there are gaps that create the conditions for withdrawing
capital from the country.

According to the State Tax Service of Ukraine as of 01.01.2019 the total amount of
adjustments is 8.2 billion UAH, the profit tax over UAH 632 million has been added, losses
have been reduced by 5.3 billion UAH, VAT has been added by 13.7 million UAH. [5].
These figures are striking, given that such tax revenues are largely generated by the
taxpayers' negligence in relation to the TCU and the lack of a structured policy in this area..
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The arm's length principle is the basic principle at TCU, according to which the
taxpayer, participant of controlled transactions, determines the amount of taxable profit.

One of the important steps in analyzing the conditions for performing controlled
operations is to correctly and fully define them. Timely and accurate detection of controlled
transactions enables effective monitoring of the risks associated with TCUs.

The financial criteria for recognizing transactions are controlled:

- the annual income of the taxpayer from any activity, determined by accounting rules,
for the corresponding tax (reporting) year exceeds UAH 150 million (excluding VAT);

- volume of business transactions (net of indirect taxes) with each counterparty,
determined according to the accounting rules for the respective tax (reporting) year,
exceeds UAH 10 million.

The general principles for recognizing transactions controlled under applicable law are
shown in fig. 1.

Criteria by which entities (legal entities) or legal entities and natural persons (entities)
recognize as interrelated:

- AU / FD directly and / or indirectly owns the corporate rights of another AO of 20%
or more;

- one and the same SE directly and / or indirectly owns corporate rights in each such SE
of 20 percent or more;

- one and the same JU / FD decides on the appointment (election) of sole executive
bodies of each such JU;

- one and the same JU / FD decides on the appointment (election) of 50% or more of the
composition of the collegial executive body or supervisory board of each such legal entity;
- at least 50% of the composition of the collegial executive body and / or the supervisory
board of each such JI is the same;

- one-person executive bodies of such organizations are appointed (elected) by the
decision of the same person (the owner or his authorized body);

- the JU has the authority to appoint (elect) a sole executive body of such JU or to
appoint (elect) 50% or more of its collegial executive body or supervisory board;

- the FOP shall exercise the authority of a sole executive body in such legal entity;

- the sum of all loans (borrowings), reverse financial assistance from the 10 (FD) and /
or loans (loans), return financial assistance from other FDs (FD), guaranteed by one FD
(FD), exceeds the amount of equity more than 3.5 times (for financial institutions and
leasing companies - more than 10 times). The amount of such loans (loans), returnable
financial assistance and equity is defined as the arithmetic mean (at the beginning and end
of the reporting period).

For individuals, it is: spouse, parents (including adoptive parents), children (adults /
minors, including adopted), siblings, guardian, guardian, guardian or child.

As we mentioned above, the main methodological principle of TCU for tax purposes is
the principle of market price, the so-called principle of “outstretched hand”. The “arm's
length” rule set out in the OECD Guidelines is the principle of taxing interdependent
companies. According to the rule of the outstretched hand, the calculation of tax liabilities
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is made on the basis of market prices under the agreements, between the interdependent
taxpayers, as if the companies were independent (located "at arm's length™) [8, p.149].

Controlled operations

business transactions with related non-resident
foreign economic transactions for the sale and / or
purchase of goods and / or services through non-
resident commissioners
one or more non-resident entities before
transferring from a payer to a non-resident related
party (or before moving from a non-resident related
significant functions (assets, risks)
in “low tax jurisdictions” under the CMU List
pay income tax (corporate tax) and / or are not tax
residents of the state in which they are registered as
legal entities under the CMU List
business transactions carried out between a non-
resident and his / her permanent establishment in
Ukraine are recognized as controlled if the volume
of such business transactions, determined by

business transactions with non-residents who do not
accounting rules, exceeds UAH 10 million (net of
indirect taxes) for the relevant tax (accounting) year

a chain of transactions between a payer and his non-
resident related party in which ownership passes to

business transactions with non-residents registered

party to the payer) individual s who do not perform

Fig. 1. Principles of definition of operations controlled

Source: based on [1].

The CCU defines the conditions under which business transactions are recognized as
“outstretched”:

= - if the prices (mark-ups) for goods (works, services) are subject to state regulation in
accordance with the law, the price is considered to be in accordance with the
principle of “outstretched hand”, if it is set in accordance with the rules of such
regulation. This provision does not apply where the minimum (maximum) selling
price or indicative price is set. In this case, the arm's length operation price shall be
determined in accordance with this Article, but may not be less than the minimum
price (mark-up) or indicative price and greater than the maximum price (mark-up);

= - if the valuation is required during the operation, the value of the valuation object is
the basis for eligibility for tax purposes;

= - in the case of an auction (public auction), the obligation of which is required by law,
the conditions that have emerged from the result of such auction (public auction),
are recognized as conforming to the principle of "arm's length";

= - if the sale (alienation) of goods, including property pledged by the borrower for the
purpose of securing the creditor's claims, is compulsorily enforced by law, the
conditions formed during such sale are recognized to be in accordance with the
“arm’s length” principle [1].
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Functional analysis and specific TCU methods should be performed to identify
comparable transactions and determine the level of market prices. According to
Arkatova Yu.V., the most advanced in theory and intensively used by companies in
different countries of the world are approaches to determining transfer prices on a cost
basis, on a market basis and in the negotiation process (table 2). About half of enterprises
are oriented at setting transfer prices for their own costs. This is due to the lack of
competitive external markets for many of the intermediate products that are the objects of
TCU [2,p. 14].

Table 2
Use of TCU methods in foreign countries, %
Kpaina
TCU method USA | Australia | Canad | Japan | India | India United
a Kingdom

Based on market 30 46 34 34 47 41
prices

Cost-based 50 45 46 46 53 29
Based on 18 9 18 19 - 24
negotiations

Other methods 2 - 2 1 - 6

Source: made on the basis of [2].

The national legislation provides that the eligibility of a controlled operation of the
“arm's length” principle is performed by one of five methods: comparative uncontrolled
price, resale price, “cost plus”, net profit, profit sharing.

Many controversies arise between taxpayers and supervisory authorities through
sources of pricing information, due to the lack of detailed justification for the taxpayer's
use to calculate the profitability (price range) of financial data over several years and the
non-use of indicators of the controlled transaction period.

Among the sources of information used by the controlling authorities to determine the
eligibility of the “arm's length” controlled operation are the following: information
received under international agreements; databases for searching comparable legal entities
(“Amadeus”, “Ruslana”); open state registers; publications in official media; data from the
analytical and information agency “APK-Inform”; commercial publications; price inquiries
of State Enterprise “Derzhzovnishinform”, State Enterprise “Ukrpromzovnis-Expertise”;
prices formed as a result of public auctions (tenders), tenders, stock quotes; market
research; requests; surveys of employees of the enterprise, etc..

PKU defines a list of profitability indicators that can be used to establish compliance
with the terms of the arm's length controlled operation (in particular, gross profitability,
cost-effectiveness, asset return, return on equity, profitability of operating expenses, net
profitability).
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Profitability figures are calculated separately for each year on the basis of financial
data (for example, from the base “Amadeus”, “Ruslana”). However, if the appropriate rate
of return on a controlled transaction is outside the market range, the taxpayer is obliged to
adjust the tax base independently according to the market range.

There are a number of tools that companies can use to adjust their financial
performance (profitability metrics) (table 3.).

Table 3

Ways to adjust your profitability

Non-refundable financial assistance

Characteristic

These are the funds transferred to the taxpayer in accordance with donation
contracts, other similar contracts, or without the conclusion of such contracts; the
amount of debt of one taxpayer to another taxpayer that is not collected after the
statute of limitations has expired

Benefits

From the point of view of Ukrainian legislation, there are no restrictions on the
amount of financial aid provided

Disadvantage
s

The financial assistance agreement must be made in accordance with the law,
indicating a clear link between the financial assistance provided / received and the
controlled operation. Otherwise, there is a risk that income in the form of a grant will
not be taken into account when calculating profitability in a controlled transaction

Debt forgiveness

Characteristic

This instrument provides for full or partial forgiveness of the debt by the creditor
Yes, the obligation is terminated as a result of the release (forgiveness of debt) by the
creditor of the debtor from his obligations, if it does not violate the rights of third
parties to the property of the lender

Benefits

This option is the simplest in terms of paperwork. The potential impact of debt
forgiveness on the results of a controlled transaction is not limited to goods (services)
sold in the reporting period.

Disadvantage
s

Debt forgiveness is limited by the amount payable and is only possible if there is a
close correlation between the controlled transaction and the amount of forgiven debt.
Otherwise, there is a risk that the debt forgiveness income will not be taken into
account when calculating the profitability of a controlled operation as being unrelated
to the controlled operation or the operating activity as a whole.

Credit notes

Characteristic

Adjusting prices by issuing a credit note is a fairly common tool that allows you to
reduce the cost of purchased goods - items of controlled transactions. Credit notes
typically relate directly to controlled transactions and have a direct impact on the
calculation of profitability

Benefits

One of the benefits of using credit notes is to reduce payables, which in turn reduces
the outflows of companies and reduces the impact of changes in foreign exchange
rates. Legislative use of credit notes is not regulated, but they are widespread in
practice

Disadvantages

Credit note adjustments are limited in time by the time the contract is fully executed

Bonuses / discounts / bonuses / other rewards

Characteristic

The terms of the distribution agreements may provide the provider with incentive
and / or incentive payments (eg bonuses, discounts, bonuses, other types of
incentives)
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Continuation of table 3

The provision of incentive and incentive payments is not limited to the amount of the
Benefits “principal” controlled transaction, and the use of this instrument is the amount of
payables

Disadvantages | Motivational payments are treated by the tax authorities as payment for marketing
services, in connection with which the transaction is subject to VAT

Source: based on [3; 6].

Annual changes and additions to the legislation indicate that careful attention is paid to
TCU rules and recognition of control in this area is extremely important. In the near future,
a transfer pricing audit department may be created within the State Fiscal Service, the main
expectation of which will be the increase in budget revenues. The number of checks and
requests for documentation will increase, so the monitoring of the risks of the TCU must be
carried out at enterprises on an ongoing basis.

Typical mistakes of taxpayers in complying with TCU rules are failure to submit a
report or breach of its submission deadline, violation of the requirements of the TCU report
or documentation, misunderstanding of pricing methods, lack of a structured approach to
detect controlled transactions, lack of internal human resources for TCU lack of effective
communication and dialogue with regulatory authorities. Any such mistake may in the
future go back to the taxpayer, since the limitation period for transfer pricing is 7 years.

Thus, given the high penalties for not submitting or reporting late on a Controlled
Operations Report, or not including a controlled operation in an already submitted Report,
or failing to request documentation from a TCU, it is advisable for businesses to develop
and build an internal effective TCU methodology that would include necessary
documentation, pricing policy definition, constant risk monitoring, preparation of TCU
document templates, internal control of TCU.

Therefore, a well-established system of management and financial accounting at
Ukrainian enterprises is needed to effectively operate the TCU and reduce future risks for
business entities in terms of being able to fall under significant penalties within tight tax
controls.
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JlocmikeHO CYTHICTh TPaHC(EPTHOTO IIHOYTBOPECHHS, HOT0 OCOOJIMBOCTI,
MpUHIUIHA Ta 3acaau (¢opmyBaHHS. [IpoaHami3oBaHO METOAHM TpaHC(HEPTHOTO
LIHOYTBOPEHHS y 3apyOiXKHUX KpaiHax. CHCTEMaTH30BaHO KPHUTEpil BU3HAUCHHS
omepamii KOHTPONBOBAaHMMH, a TaKOX TMepeliKk ocid, sKi BBaKalOThCA
B33a€EMOIIOB’I3aHMMHU. PO3MITHYTO METOIu TpaHC(HEPTHOTO WIHOYTBOPEHHS, SKi
3aCTOCOBYIOTbCS B YKpaiHi. AKIGHTOBaHO yBary Ha  IIiJBHIICHHI
BIINOBINANFHOCTI 3a TOpPYIICHHS NPaBWI TpaHC(HEPTHOTO IiHOYTBOPEHHS.
OOrpyHTOBaHO pEKOMEHJAlil IOJ0 MiIBHIICHHS €()EeKTHBHOCTI PETYIIOBaHHS
TpaHc(epTHOTO HIHOYTBOPEHHS B YKpaiHi.

TunoBrMH MOMWIIKaMH TUIATHUKIB NOAATKY NpH foTpuManHi npasui TLLY €
HEMOJIaHHs 3BITY YW MOPYLICHHS CTPOKIB HOTo MOJaHHS, MOPYIICHHS BUMOT 10
3BiTy 4 gokymeHtauii 3 TIY, HenpaBuibHE pO3yMiHHS METOMAIB LIOJO
BCTAHOBJICHHS I[iHM, BIJCYTHICTb CTPYKTYPOBAHOTO MIiIXOAy IO BHSBICHHS
KOHTPOJILOBAaHHX OIEpalliif, BIACYTHICTh BHYTPIIIHBOTO KaAPOBOTO PECypCy AJs
koHTpomro 3a THY, BigcyTHiICTP e(QeKTHBHOI KOMYHIKaIii-miamory 3
KOHTpPOJIIOIOUMMH opraHaMu. KokHa Taka HOMHIKAa B MalOyTHBOMY MOXKeE
MOBEPHYTHUCS IO IUIATHUKA MOAATKY, a/DKE CTPOK ITO30BHOI JaBHOCTI MIONO
IIUTaHb TPaHC(EPTHOTO [IHOYTBOPEHHS CTAHOBUTD 7 POKIB.

TakuM 4YuHOM, 3 OINIAAY Ha BHCOKI IITpadHi CaHKLIl 32 HEMOJAHHS YU
HEBYACHE MOJaHHA 3BiTy NP0 KOHTPOJbOBaHI ormepailii, abo HEBKIIOUCHHS
KOHTPOJIbOBAHOI Omeparlii 10 yKe MOAaHOro 3BiTYy, YH HEMOJAHHS HA 3aIlHT
nokymenrarii 3 TIY, mignpuemMcTBaM [OIIBHO PO3pOOHMTH 1 BUOyAyBaTH
BHYTpilHIO edektuBHy wmerononorito TL[Y, ska © BkiIouyana MiIATOTOBKY
HEOOXiTHOT JOKyMEHTalil, BH3HAYEHHS MOJITUKA LIHOYTBOPEHHS, MOCTIIHUI
MOHITOPHHT PH3HKIB, MiATOTOBKY mabmoHiB mokyMmeHntiB TLY, BHyTpimHiH
koHTponb 3a TLY. Omxke, 3 Meror edextuBHOTO (yHKIioHYBaHHA TLY i
3MEHIIIEHHS MaiOyTHIX PH3UKIB I CyO’€KTiB TOCHOJApIOBaHHS B YaCTHHI
MOUIMBOCTI TOTPAIUTH TiX 3HAa4YHI MmMTpadHi CaHKIIi B MeXax >KOPCTKOTO
MOJATKOBOTO ~ KOHTPONIO,  HEeoOXigHa  1o0Ope  HajarojkeHa  CHCTEMa
YOPaBIIHCHKOTO i (hiHaHCOBOTO OOMIKY Ha MiANPHUEMCTBAX Y KpaiHU.

Knouogi cnosa: TpanchepTHE LIHOYTBOPEHHS, KOHTPOJIbOBaHA OIlepallis,
OB’ s13aHa 0c00a, METO TPAHC(HEPTHOTO IIIHOYTBOPEHHS, IOJATKOBUI KOHTPOJIb.
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