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Wstep

Publikacja Finanse publiczne zostata wydana w ramach Prac Naukowych Uniwer-
sytetu Ekonomicznego we Wroctawiu. Poszczegdlne jej czgéci stanowia dorobek
pracownikéw naukowych najbardziej liczacych si¢ w Polsce o§rodkow naukowych.
Przedstawione opracowania odnosza si¢ do calego spektrum probleméw naukowo-
-badawczych zwigzanych z finansami publicznymi i polityka fiskalng. Poszczegdlni
autorzy prezentuja wyniki swoich badan teoretycznych i empirycznych w zakresie
zarzadzania dochodami i wydatkami budzetu centralnego oraz budzetéw jednostek
samorzadu terytorialnego, w kontekscie zarowno reformy finansow publicznych,
reformy systemu emerytalnego, pomocy publicznej, jak i teoretycznych podstaw re-
alizacji wyznaczonych celow przez narzedzia polityki fiskalne;j.

Niniejsza publikacja jest adresowana do $rodowisk naukowych i studentow
wyzszych uczelni oraz osob, ktore w praktyce gospodarczej maja stycznosc ze stro-
ng dochodowg lub wydatkowa polityki fiskalne;j.

Poszczegolne fragmenty ksigzki byly recenzowane przez profesorow uniwer-
sytetow, w wigkszosci kierownikow katedr finansow, katedr ekonomii oraz poli-
tyki ekonomicznej, ktorym chciatbym podziekowac¢ za rzetelne recenzje. Sktadam
roOwniez wyrazy uznania pracownikom Katedry Ekonomii i Polityki Ekonomiczne;j
Uniwersytetu Ekonomicznego we Wroctawiu oraz pracownikom Wydawnictwa za
wiele wysitku i zaangazowanie, dzigki ktoremu powstata ta publikacja.

Mam glebokie przekonanie, ze ksigzka Finanse publiczne, ktdrg oddajemy
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Jerzy Sokotowski
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Summary: The paper discusses the issue of transfer pricing associated with the taxation of
transactions between entities affiliated personally or in capital. A phenomenon of described
herein takes place in situations where these links result in the understatement of income and
failure to show the income by the related entities. The main reasons for this phenomenon and
the methods of limiting thereof are presented here. In addition, the issue of pricing agreements
(APA) is touched. In conclusion, the tax regulations discussed are intended to reduce the
incidence of shifting the profits between affiliated companies. In the current economic envi-
ronment, it is not an easy task, since the benefits accruing from this practice are significant.
Therefore, the temptation to use the mechanism of transfer pricing is high. Certainly, reducing
the tax burden and simplifying the tax system should promote the elimination of such practi-
ces from the polish economic life.

Keywords: transfer pricing, advance pricing agreement, income tax.

Streszczenie: Artykul omawia problem transfer pricing wiazacy si¢ z opodatkowaniem
transakcji pomiedzy podmiotami powigzanymi kapitalowo badz osobowo. Opisane zjawisko
dotyczy sytuacji zanizenia uzyskiwanych dochodow lub niewykazywania tych dochodow
przez powiazane strony. Wykorzystujac analizg literatury i badania statystyczne, zaprezen-
towano tu gltéwne przyczyny tego zjawiska i metody jego ograniczania. Ponadto oméwiona
zostata kwestia uprzednich porozumien cenowych (APA). Konkludujac, nalezy stwierdzi¢, ze
omoéwione regulacje prawnopodatkowe maja na celu ograniczanie zjawiska transferu zyskow
pomigdzy powigzanymi przedsigbiorstwami. W obecnych realiach gospodarczych nie jest
to zadanie tatwe, poniewaz wcigz odnoszone korzysci z tego procederu sg znaczne, a wigc
i pokusa wykorzystywania mechanizmu cen transferowych jest duza. Z pewnoscia obnizenie
cigzarow podatkowych i uproszczenie systemu podatkowego powinno sprzyja¢ eliminacji
tego rodzaju praktyk z polskiego zycia gospodarczego.

Stowa kluczowe: ceny transferowe, uprzednie porozumienia cenowe, podatek dochodowy.
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1. Introduction

The globalization of business processes, increasing degree of freedom in terms of
trade and progressive economic integration between individual countries are fac-
tors favourable to formation of various forms of business cooperation which lose
their national character, becoming international economic associations of growing
economic and technical potential. Changes in economic law in many countries and
a favourable political climate also create an incentive for such transnational forms of
economic activity. The primary purpose of these transnational economic organisms
— like most forms of economic activities — is to achieve maximum benefits possible
through the full use of opportunities offered by the process of globalization of socio-
-economic development. In terms of business activities, these companies also seek
to optimize the tax burden by manipulating prices in trade between their constituent
companies whose headquarters are located in countries with different legal and tax
systems. From the point of view of those economic entities, the possibility to ac-
cumulate all the profits in the company the registered office of which is located in
a country with the most liberal tax system in order to make public tributes as least
severe as possible would be the most advantageous one. However, it should be noted
that the optimization of tax burden is also carried out between entities affiliated in
capital and those domiciled in only one country, so the issue discussed there has both
national and international dimension.'

The aim of the paper is to analyse the problem of transfer pricing and to evaluate
the functioning of the existing Polish legal regulations in this area with regard to the
taxation of related entities’ incomes, both at the domestic and international level.
The issue of transfer pricing is no longer a new phenomenon in Poland, but it is
still a complicated and difficult phenomenon, despite the fact that it becomes better
regulated in the tax law. Illegal abuse of transfer pricing is a common phenomenon
among companies controlled by their foreign parent companies. A particular growth
of interest in the transfer prices is seen in recent years, as a result of the initiatives im-
plemented at both an international level (BEPS — Base Erosion and Profit Shifting),
and local levels. Without a doubt, in recent years, multinational corporations are
paying more attention to the management of transfer pricing in emerging markets.

2. The essence of transfer pricing

All actions that boil down to the manipulation of prices in transactions made between
related entities are internationally called “transfer pricing”. According to the Glos-
sary of International Tax Terms [Miedzynarodowy stownik... 1997, p. 500], transfer
prices are the prices of goods, services, intangibles and fees applied between related
companies are different from the prices negotiated on the free market and included

' According to estimates, 40-60% of world trade take place within multinational companies.
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in terms and conditions compared by unrelated partners [Sojak, Backowski 2003].
Thus, the concept of transfer prices means cases where, following the links between
economic activities, these entities arrange their relationships in a way that differs
from the conditions that would be agreed by unrelated entities in similar cases. Tax
consequence of such relations is the underreporting of income and keeping these
revenues off the balance sheet of a given entity, since the income generated by one
entity is proven as the income of another entity often having its registered office in
the so-called tax haven, i.e., in a country or territory which — generally speaking —
allows for avoiding taxation of the income.

The most popular way is to undercut export prices when the goods are sent to
a foreign company belonging to the same group. Margins for affiliates tend to be
significantly lowered. It happens that sales prices to related entities are below the
actual cost, while in the case of others — on the same foreign markets — the margins
are tens and even hundreds of times higher. It is natural that each foreign investor
undertaking a business activity wants to gain as much as possible. Therefore, it is
often better for him to show the profit not in Poland, where his/her company or
subsidiary has its manufacturing facility, but where it has its registered office — the
parent company.

Tax authorities confirm that the phenomenon of transfer pricing occurs on an
increasing scale and takes more and more complex forms. It has an unfavourable
effect not only on the state budget which collects lower tax revenue, but also on
minority shareholders, since their shares are less profitable. It goes without saying
that any corporation which has branches in many countries and pays different taxes
in each of them is tempted to show the profit where the tax burden is the lowest. In
turn, price manipulations and cost-shifting between related national entities usually
concern small amounts — from a few to ten per cent of what takes place in case of
international companies. Related Polish companies do not usually bear licensing or
management costs. They are trying to “help” related companies in other ways, e.g.
by selling parts of fixed assets at depressed prices and giving them interest-free lo-
ans. Equally often, transfer prices are manipulated by companies with different legal
forms and taxation principles.

According to the research by Ernst&Young, 66% of companies identified “risk
management” as their highest priority for transfer pricing in this latest survey, a 32%
increase over surveys conducted in 2007 and 2010. One can see a sharp increase in
tax controversy around the world in general, and regarding transfer pricing in par-
ticular. For instance, 77% of companies surveyed in 2011-12 Tax Risk and Contro-
versy Survey said they anticipated managing tax risk and controversy would become
more important in the next two years [Ernst&Young 2013a]. Correspondingly, the
percentage of companies identifying cash tax or effective tax rate optimization as
their highest transfer pricing priority fell by nearly one-third — to 17% — from just
three years ago. 47% of parent companies reported that they have experienced do-
uble taxation as a result of a transfer pricing adjustment. To mitigate double taxation,
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28% of companies said they had referred a transfer pricing matter to competent au-
thority in the past three years, a 55% increase over 2010.

In addition, according to the cited studies of Ernst&Young, in the past three
years were imposed tax penalties on a quarter of the respondents parent companies
(shareholders), while in the study for 2010, the figure was 19% (2007 — 15%). In
turn, 28% respondents (two times more than in the previous survey) declared that
in the past three years turned for help to the government of their country in order
to alleviate the dispute with the tax authorities of another country. Companies are
also reporting a 15% increase in litigation, with just 4% in 2007. Companies claim
that they are taking increased efforts in order to comply with applicable regulations.
70% of respondents stated that they fully apply to the applicable requirements and
regulations on transfer pricing. However, only less than 20% one monitors the
financial results for compliance with its own policies in the area of transfer pricing,
date or month, which is the optimal solution. Only a very small minority of parent
companies (4%) left the preparation of transfer pricing documentation until an audit
request arose. Some companies have a system solutions (e.g. computer programs)
that facilitate and automate activities related to transfer pricing [Ernst&Young
2013b].

3. The methods of estimating the income in situation
of the use of transfer pricing

Regulations to combat income shifting within the framework of the Polish laws on
income tax were already set out in the Act on income tax of 1936 which was in force
in the interwar period. In the post-war period, they were introduced into the Act on
income tax, which entered into force on 1 January 1973. The Ministry of Finance,
aware of the importance of this problem, have constantly intended to improve the
existing regulations in such a way as to create legal instruments that would allow for
more effective prosecution and prevention of the occurrence of this phenomenon,
as well as to introduce new elements resulting from experiences collected both in
Poland and in other countries into the Polish tax system. In 1992, the regulations
determining when transactions between particular entities are considered to be trans-
actions between related entities have been introduced into the Acts on income taxes:
The Legal Persons’ Income Tax Act (CIT) and The Natural Persons’ Income Tax Act
(PIT).?

According to the CIT and PIT acts, if: 1) an income tax payer having its registe-
red office (management) or residing on the territory of the Republic of Poland, here-
inafter referred to as “domestic entity” participates directly or indirectly in managing
the company having its registered office abroad or has shares in the share capital of

2 See: art. 11 of the Act on legal persons’ income tax [Ustawa z 15 lipca 1992] and art. 25 of the
Act on natural persons’ income tax [Ustawa z 26 lipca 1991].



Transfer pricing issues in taxation of related entities 435

such a company, or 2) natural or legal person residing or having its registered office
(management) abroad, hereinafter referred to as “foreign entity” participates direc-
tly or indirectly in managing a domestic entity or in its control or has shares in the
capital of such a domestic entity, or 3) the same natural or legal persons at the same
time directly or indirectly participate in managing a domestic and a foreign entity or
their control or have shares in the capital of these entities — and if these links result
in establishing or imposing conditions different from the conditions that could be
established by independent entities and, as a result, such an entity does not show the
income or shows income lower than could be expected in a situation where the said
links would not exist — income of a given entity and the tax due shall be calculated
without taking into account the conditions resulting from these links.

On the other hand, with effect from 2001, following the amendments of the re-
levant Acts on income taxes, the legislation on the use of transfer pricing has been
clarified. The rules in this area have been laid down in art. 9a of CIT Act and in art.
25a of the PIT Act. By virtue of the said regulations, beginning from the year 2001,
the obligation to prepare and store the relevant tax documentation has been imposed
on taxpayers carrying transactions with related entities, both operating in Poland and
those who are foreign persons (entities) having the seat or residing in countries (ter-
ritories) using the so-called harmful tax competition. This obligation also applies to
Polish entities affiliated with other Polish entities or individuals residing in Poland.
The obligation of related entities to document transactions arises when the value of
the contract exceeds EUR 30,000 (services and intangible assets) or EUR 100,000
— if the value of the transaction does not exceed 20% of the share capital, or EUR
50,000 — in other cases. Lower threshold in the amount of EUR 20,000, requiring
special documentation, is valid for transactions with companies from “tax havens”.?
The said documentation should particularly include such elements as: the determi-
nation of 1) functions to be fulfilled by the entities participating in the transaction,
2) anticipated expenses associated with the transaction, 3) method and manner of
calculation of profits resulting from the transaction, and 4) economic strategy in
cases where the value of the transaction is influenced by this strategy. The obligation
to prepare the documents does not apply to all transactions, but only to those referred
to in the Act. The economic operator is not obliged to submit this documentation to
the tax authorities ex officio, but it is obliged to provide the documents at the request

3 See: The Regulation of the Minister of Finance of 23.04.2015 on determining countries and ter-
ritories applying harmful tax competition in terms of legal persons’ income tax (Dziennik Ustaw from
2015, item 600) and the Regulation of the Minister of Finance of 23.04.2015 on determining countries
and territories applying harmful tax competition in terms of natural persons’ income tax (Dziennik
Ustaw from 2015, item 599). Each Regulation specifies 31 countries and territories, including Barba-
dos, Granada, Hongkong, Makau, Mauritius, Panama, Samoa and Seychelles, Virgin Islands as well as
European countries and territories, such as Andorra, Liechtenstein and Monaco. The preparation of the
list of countries applying harmful tax competition means that business transactions with entities located
on the territory mentioned on the list are under a special supervision of tax authorities.
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of those bodies within 7 days of the receipt of the request. In the event of failure to
do so, shall the tax authority estimate the income under the terms of art. 11 of the
CIT Act or in art. 25 of the PIT Act and shall the income estimated in this way be
higher than the income declared by the taxpayer, the thus determined difference in
the income will be taxed at the rate of 50%.

In accordance with these tax regulations, the tax authorities investigating transac-
tions between related entities are entitled to use the so-called comparable uncontrol-
led price method to estimate the income in the case of suspicion of shifting income
from Poland to a different country or to a taxpayer entitled, among others, to special
income tax reliefs. It involves the direct comparison of a given transaction with the
average prices applied in a particular place and on a particular day for similar trans-
actions. Since 1 January 1997, as a results of Poland’s accession to the OECD and
following the subsequent changes in tax law, other methods used by other OECD
countries, such as reasonable margin method (“cost-plus™), resale price method and
two transactional profits methods, i.e. profit distribution method and transactional
net margin method have been introduced into the tax system* (see Table 1).

Table 1. Methods of estimating income in transactions between related entities

Method Description
1 2
Comparable uncontrolled The most direct way of determining whether the taxpayer’s income
price method obtained as a result of the transaction was estimated based on the

market value is to compare the prices of goods and services being the
subject of the transaction concluded by affiliated companies with the
prices applied in comparable transactions concluded by independent
companies. The following factors may be used in order to make
such a comparison: 1) prices of comparable transactions concluded
by a taxpayer with unrelated entities, 2) prices used by independent
entities in transactions with a taxpayer, 3) prices established in
comparable transactions concluded between independent entities.
The use of this method is conditioned by finding a transaction that
could be considered comparable, i.e. the case where the physical
characteristics of the subject of the transaction as well as its
circumstances and conditions are identical or almost identical as in
the case of a transaction being examined, and any slight differences
do not affect the established price.

Resale price method The resale price method consists in reducing the price of goods resold
to an independent entity purchased in advance from a related entity
by the value covering resale costs and a reasonable transactional
profit. The price obtained after deducting the value referred to, called

41t is worth mentioning that Poland is one of the few countries that decided to introduce two trans-
actional profit methods. Most countries limited the meantime, for application to their system of tax law
only one method [Wycislok 2014, p. 155].
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2

resale price margin, should be regarded as the market sales price
which would apply in the primary transaction between independent
entities.

Reasonable margin method
(“cost-plus™)

An open-market price in a transaction carried out between related
entities can be determined by increasing the costs incurred by the
supplier of goods and services by a specified margin covering
reasonable supplier’s profit in the light of the functions performed
thereby and market conditions. A margin instrument used in the
“cost-plus” method makes it possible to indirectly examine the
correctness of the price established in transaction between related
entities resulting with a profit. In order to determine whether the
price established in sales transaction results from the market value, it
is examined whether it corresponds to the sum of the three values:

1) costs incurred by the supplier of goods or services directly related
to the acquisition or the production of the subject of the transaction,
2) a reasonable supplier’s profit in the light of the functions
performed thereby and market conditions, 3) indirect costs minus the
general management costs.

Profit distribution method

Profit distribution method shall be applicable in the event of

a series of interconnected transactions which cannot be assessed
independently. Using it eliminates the effect on the profit exercised
by special conditions, agreed or imposed in a transaction or
transactions between related entities through the determination

of such a profit distribution awaited by independent companies
participating in a comparable transaction. The profit distribution
method makes it possible to determine total profits achieved by
the affiliates when carrying out a given transaction or a series of
transactions and to distribute the profits between them in the same
proportion in which would be used by independent entities.

Transaction net margin
method

Transactional net margin method consists in examining the net
profit margin conducted by an entity in a transaction or a series of
transactions with an affiliated entity. This margin is determined by
deducting costs incurred to achieve it from the income generated by
the transaction, including management costs in the amount taking
into account the proportion of this profit in relation to the total
income. The amount of margin determined in the above way should
be set at a level of margin obtained by the same entity as a result of
transactions with independent entities or in relation to the margin
obtained in comparable transactions by independent entities.

Source: own study based on: [Krzewski, Michalak 2000, pp. 59-88].

It should be noted that as a result of amendments to the regulations on transfer
pricing, since July 18, 2013 the existing solution based on the preference compara-
ble uncontrolled price method has been replaced by the introduction of criteria for
selection of a particular method of estimating the tax transfer pricing and levelling in
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the hierarchy of the use of all these methods.® The tax authorities make a decision on
the choice of method taking into account criteria such as the course of the transaction
(including the functional analysis), the availability of reliable information on compa-
rable transactions or entities. Transaction-based methods (the CUP method, the cost
plus method, and the resale price method) are still preferred; if those methods are
inappropriate, profit-based methods are applied. Furthermore, in accordance with
the regulations, if the taxpayers properly justify their selection of the applicable me-
thods, authorities may need to estimate or just accept this solution.

In 2014, the tax authorities conducted an increasing number of transfer pricing
audits. The tax authorities are frequently investigating not only the taxpayer’s trans-
fer pricing documentation, but also the actual terms of the intercompany transaction,
including the calculation of prices and the profitability of the related parties. Mo-
reover, several court rulings issued in 2014 indicate that the analysis justifying the
arm’s length character of prices applied is essential as a formal part of the transfer
pricing documentation.

These regulations are a kind of instruction for the tax authorities, as it determines
the rules and procedures of these bodies in cases of the finding or reasonable suspi-
cion of shifting the income by related entities of which one or more is particularly
dependent on an entity to which the income has been shifted. Descriptions of more
than 20 methods of calculation of the prices of goods and services can be found in
the economic literature. However, in cases provided for by the law, the Polish tax
authorities determined the value of the transaction and consequently the taxpayer’s
income usually by applying the comparable uncontrolled price method or the trans-
actional net margin method.® It should be added that, if the taxpayer used one of the
so-called traditional methods, i.e., the comparable uncontrolled price method, the

5 See: Regulation of the Minister of Finance of 10.09.2009 on the manner and procedure of de-
termining natural persons’ incomes by estimation and the method and procedure for the elimination of
double taxation of natural persons in connection with the adjustment of profits related entities [Roz-
porzadzenie Ministra Finansow, Dz.U. 2014 poz. 1176] and Regulation of the Minister of Finance of
10.09.2009 on the manner and procedure of determining legal persons’ incomes by means of estimation
and the method and procedure for the elimination of double taxation of legal persons in the adjustment
of profits related entities [Rozporzadzenie Ministra Finanséw, Dz.U. 2014 poz. 1186].

¢ The rules on the use of the cited methods are used in case of individuals (and legal persons respec-
tively), if: 1) domestic entity participates directly or indirectly in managing another domestic entity or
its control, or has a share in the share capital of another domestic entity, or 2) the same natural or legal
persons at the same time directly or indirectly participate in managing domestic entities or their control,
or have shares in the share capital of these entities. These provisions shall also apply to relationship
of a family nature or resulting from the employment and matrimonial relationships between domestic
entities or persons in managerial of supervisory roles and if any person combines managerial and super-
visory functions in these entities. Shareholding in the share capital of another entity means a situation
where a given entity directly or indirectly has a share of no less than 5% in the capital of another entity
(nota bene from 2017 it will be 25%). When determining the share of indirect share of an entity in the
capital of another entity, as a rule, if one entity has a particular share in the capital of another entity and
the latter has the same share in the capital of another entity, the first entity has an indirect share in the
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resale price method or the reasonable margin method (“cost-plus” method) in order
to establish the price in a transaction with a related entity, the tax authorities are ob-
liged to apply the same method (provided that the data used in the calculation by the
taxpayer do not give rise to any objection). However, in a situation where the use of
traditional methods is inappropriate and the taxpayer has applied the transactional
profit method, the tax authorities should apply the same method. Therefore, the use
by both the tax administration and the taxpayer of the same instruments has a be-
neficial effect on the course of a possible audit and should support the taxpayers in
justifying the prices used.

After the accession of Poland to the European Union, the Ernst& Young conduc-
ted the studies concerning the use of transfer prices by among 176 business entities
in Poland.” The survey shows that the taxpayers are increasingly less likely to use
other methods than those laid down in the regulations and are increasingly turning to
the transactional profit methods (see Table 2). The main reason for this is a greater
knowledge of transfer prices among the surveyed entities which effectively cho-
ose the methods the tax authorities are obliged to use as well [Ernst&Young 2004,
pp- 16, 17]. According to these studies, the relatively high percentage of entities uses
methods other than those specified in the regulations in order to establish the level

Table 2. The use of transfer pricing methods in practice (in %)

Transfer pricing methods Ccupb RPM? c+ PSM* TNMM?> Others
Finished products 21 14 48 3 11 2
Raw materials 23 14 49 0 8 6
Services 20 5 57 5 7 7
Intangible assets 22 14 34 10 3 16
Research and development 0 4 64 14 7 11
Distribution of goods 5 23 48 5 11 8
Loans within the group 63 1 23 1 2 9
Other financial services 33 9 33 6 3 15
Others 20 10 20 10 10 30

Y CUP — Comparable Uncontrolled Price, 2 RPM —Resale Price Method, ¥ C+ — Cost Plus, ¥ PSM
— Profit Split Method, ® TNMM — Transactional Net Margin Method.

Source: [Ernst& Young 2004].

capital of the another entity in the same amount; if the values are different, the amount of a lower direct
share shall be considered an indirect share.

7 Among the respondents, 85% of companies belong to international capital groups, 13% to na-
tional capital groups (2% of respondents said they were not members of capital groups, which means
that they are linked otherwise, e.g. personally). Companies which responded to the survey are mostly
subsidiaries — 75% of surveyed companies, 20% of respondents are both subsidiaries and parent com-
panies at the same time, and 5% — parent companies only.
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of prices used by them. Alternative methods to those specified in the regulations are
most frequently used in transactions involving intangible assets (16% of all cases of
the use of alternative methods), other financial services (15%) as well as research
and development (11%). Less typical nature of transactions in case which the entities
have indicated the use of alternative methods of transfer pricing examination may
indicate that these methods were chosen due to the difficulties encountered when
attempting to use the methods specified in the regulations.

Current trends show that the times in which regarded transactional profit me-
thods for rarely used in economic practice, gone. It suggests even that their use leads
to more precise results than using traditional methods. This will occur mainly in the
case of transactions of a special, unique object, or if the entities’ activities of the con-
trolled transaction will strongly inter-linked, and finally when there is no publicly
available and reliable data on the gross profitability of others. Of particular impor-
tance will be especially the latter case, because finding a suitable reference material
is a fundamental problem when using traditional methods.

The growing popularity of transactional profit methods involves certainly the
fact that in order to use them is not necessary to be made complicated and thorough
comparative analysis. There is not also the need to ensure perfect comparability of
the subject of the transaction. They require data comparability much less than the
traditional methods and allow for considerable subjectivity in the assessment of the
controlled transaction conditions. [Wisniewski, Komer 2012, p. 26]. By contrast,
will be crucial for the application of these methods to ensure comparability of the
economic conditions under which exists and operates taxpayer [Michalski, Rosinska
2009].

The use of more complicated methods by the taxpayers, such as transactional
profit methods, may indicate an increase in understanding transfer pricing methods
and the rise in popularity of this method may be a sign of a good preparation of ta-
xpayers to justify the price level in the case of more unusual transactions the analysis
of which using traditional methods proved impossible

But still the most common method used by the companies is the reasonable mar-
gin method (“cost-plus” method). The cited study shows that the percentage of com-
panies establishing prices based solely on this method varies depending on the type
of transactions from 23% for transactions of granting loans to 64% for research and
development. When reviewing the most common methods and the most appropriate
ones for particular types of transactions according to textbooks, it should be borne in
mind that it is necessary to perform a thorough analysis in order to select the best one
for a given transaction. It may turn out that theoretically the best method for a given
transaction is inapplicable in a particular case for various reasons. For example, high
percentage of entities (49%) use the reasonable margin method (“cost-plus” me-
thod) for transactions relating to raw materials, although the comparable uncontrol-
led price method is theoretically more appropriate for this type of transactions. This
may result from the fact that there are difficulties in access to information used to
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identify comparable transactions between unrelated entities (which are generally the
most common barrier to using this method). The high popularity of the “cost-plus”
method was observed in the results of a global study conducted by Ernst & Young.
57% of surveyed companies (similarly to Poland) use this method in respect of the
transactions related to the provision of services. In contrast, this method is used less
frequently than in Poland in case of transactions related to finished products (31%
worldwide, in Poland — 48%). Worldwide, they are much more often valued using
the comparable uncontrolled price method (35% worldwide, 21% in Poland) [Ern-
st&Young 2004].

In practice, the use of a particular method is determined by the possibility of ob-
taining comparative data concerning, among others, the subject of such transaction
and the entities performing them (and a number of others). Sometimes, the scope of
collected information and comparative data is so wide that it makes it possible to use
two methods at the same time, i.e. the comparable uncontrolled price method and
one of the others. The regulations explicitly define the issues to be taken into account
by the tax authorities in order to use estimating techniques referred to in the regula-
tions of the Act in case of a particular type of transactions. These regulations indicate
which comparative data shall be accessed by tax authorities and what shall be taken
into account in order to properly use, e.g., comparable uncontrolled price method.
This is even more important since in the case of these particular transactions between
related entities the main condition for the proper estimation of income derived the-
refrom should be met, i.e. conditions to be agreed between independent operators in
case of such a transaction should be laid down.

In October 2015 the Polish Parliament made changes to the laws on income
taxes (CIT and PIT), which generating a completely new regulations on tax docu-
mentation. This amendment is the result of the work to roll in the framework of the
OECD on combating the erosion of the tax base and shifting of income (i.e. BEPS).
This resulted in the need to adapt existing regulations to the recently developed
international standards. From 2017 the amendment introduces hitherto non-existent
distinction documentation requirements depending on the size of taxpayers. The lar-
ger the scale of activity, the more responsibilities. Consequently, the smallest ta-
xpayers whose income or expenses did not exceed in the year preceding the tax year,
the equivalent of EUR 2 million, they will not have to prepare tax documentation.
This is favourable change — bigger taxpayers will not have to document transactions
relatively unimportant compared to the scale of their operations. Exceeding the thre-
shold of EUR 2 million will cause the obligation also in the next fiscal year, even
when the amount of revenue in the year for which the taxpayer was obliged to pro-
duce documentation was lower. This means that each exceeded the threshold of EUR
2 million in revenues or expenses will be required to draw up documents for at least
2 consecutive fiscal years.
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4. The APA agreement as a way to reduce the tax risk
in the activities of related entities

In most developed countries, there are mechanisms that allow for a fairly effective
control over transfer pricing. In OECD countries, especially in the US, the situations
which did not reflect the market reality and were related to the settlement between
the related companies have been regulated with relevant regulations many years ago.
These regulations also defined the methods of interventions of tax authorities and the
procedures in the case of transfer pricing. In these countries operate special offices
at tax offices, there are special instructions on how to evaluate reports of companies
suspected of transferring their income. In order to eliminate transfer pricing and
income shifting, the principle of “arm’s length” is adopted. It means that the prices
between related companies should be determined is such a way as if these companies
were independent of one another, acting in similar market conditions. The rules on
transfer pricing are aimed at protecting the tax base in individual countries of econo-
mic gain [Szarpak 2006, p. 20].

In order to avoid questioning the level of prices in transfers between related
entities are used in the agreement between the taxpayer and the tax authorities, i.e.,
the Advance Pricing Agreements (APA). It is a kind of agreement with the tax au-
thorities used by the taxpayer methodology for determining those prices. For the
first time, these procedures have been introduced in the US in 1991. The APA may
be unilateral, i.e., contained between the taxpayer and the tax authorities, and bila-
teral and multilateral, i.e., between the taxpayer and its foreign entity and foreign
tax authorities. In bi- and multilateral negotiations take part tax administrations of
the countries in which are the seats of the agreement entities. Therefore diverse is
the range of procedures for unilateral agreements and bilateral and multilateral. The
sided agreement includes the conditions laid down by the tax administration of the
country, while other types of agreements are based on the mutual agreement proce-
dure which is stated in Article 25 of the OECD Model Tax Convention and in the
applicable bilateral agreements for the avoidance of double taxation.

The APA procedure consists of the subsequent stages, i.e.: 1) lodging of an appli-
cation for granting APA.® 2) verification and final evaluation of information provided
by a taxpayer, 3) conclusion and implementation of the agreement, 4) monitoring of
the agreement. It should be added that bi- and multilateral agreements are the forms
of APA agreements which are preferred by OECD, since the unilateral agreements
are a partial solution, applicable only at the local or national level, boiling down to
the confirmation of accuracy of the price calculation method adopted by the taxpayer
in transactions covered by this agreement. Therefore, there is no certainty as to the

8 At this stage, each taxpayer must attach to the application all data and documents that will enable
tax authorities to assess the methodology proposed by the taxpayer, which should be consistent with
the principle of the free market.
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approach in this area by other tax authorities and thus the adoption of such an unila-
teral solution does not limit the potential risk of double taxation.’

This type of agreement specifies transactions or segments of production which
are covered by the agreement, but it is not required to make all related entities or
all transactions between these entities covered by such agreements. Their essence is
to agree on the methodology of transfer pricing and to define an acceptable result.
For example, if the approved method of resale price determines the percentage of
margin recognized to be compatible with the principles of the free market, the agre-
ement gives the taxpayer comfort that the transfer prices used by him/her will not
be questioned by the tax authorities and allows to avoid burdensome inspections on
transfer pricing. Thus, the main benefit resulting from the APA agreements is having
confidence by the taxpayers who have entered such an agreement as to the tax con-
sequences associated with transactions with related entities which are the parties of
this agreement. However, it should be noted that the conclusion of the agreement
means also making certain data, which often constitute the company secret and could
not be used during a tax audit without concluding the agreement, available to the tax
authorities. Data made available during the negotiations are protected in accordance
with the OECD standards and can be used neither in the current nor future tax pro-
ceedings. Such an agreement is concluded usually for a period of 3 to 5 years and
may be extended (using the extended procedure) for a similar period of time. As long
as the taxpayer meets the requirements set out in this agreement, the tax authorities
cannot question the transactions covered thereby. As a rule, these agreements relate
to future events, but they also foresee the possibility of the use thereof in relation to
the past taxable periods (rolling back) that have not yet been the subject of inspection
carried out by the tax authorities, in relation to which the limitation period for tax
liabilities has not passed. However, in this case, the use of a specific methodology
adopted within the framework of the APA agreement refers to a situation in which
both the past transactions and those covered by the current agreement do not show
significant differences [Szarpak 2006, p. 26]. The APA agreements are used, among
others, in Australia, Belgium, China, Finland, France, the Netherlands, Japan, Ca-
nada, Mexico, Germany, Slovakia, the United States and Great Britain, although the
scope of the application thereof and the practice vary from country to country.

As of 1 January 2006, the relevant regulations of the Tax Ordinance Act'" gover-
ning the issue of binding agreements on prices, following the pattern of the long-es-
tablished agreements existing in many countries of the world, became applicable in
Poland. The regulations of the amended Tax Ordinance Act give income-tax-payers
the possibility to conclude tax agreements with tax authorities on establishing and

° For example, in such countries as the Netherlands, France and Great Britain, bilateral and mul-
tilateral agreements are preferred, although in the Netherlands and Great Britain unilateral agreements
are used as well. See: [Kubinska, Olejnik 2004, p. 24].

10'See: art. 20a—p of the Tax Ordinance Act [Ustawa z 29 sierpnia 1997].
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agreeing the correctness of transaction prices used in case of operations carried out
between entities affiliated personally or in capital. These regulations are expected to
lead to an increase in tax certainty of domestic trade which should translate into the
improvement of the confidence promoting investing in Poland by foreign entities.
A greater degree of certainty in planning prices in transactions between related enti-
ties is one of the most important issues for international companies planning their in-
vestments in Poland as well as an important tool to enhance the certainty of investing
for Polish companies. This tax-law institution allows taxpayers to avoid potential di-
sputes with tax authorities arising out of transfer prices used in transactions between
related entities. The taxpayer is able to propose a transfer pricing method and apply
it in practice upon the Minister of Finance’s approval. As in other countries using
such agreements, they are unilateral,!! bilateral and multilateral. In case of unilateral
agreements, tax authorities of foreign countries are not to participate therein, which
means that such agreements shall not prevent possible risks relating to double taxa-
tion. A procedure related to the conclusion of such agreements shall last no longer
than 6 months and the fee for the conclusion thereof shall amount from PLN 5,000 to
PLN 50,000 if only domestic entities, if only national entities will be bound thereby
or from PLN 20,000 to PLN 100,000, shall the agreement concern a foreign entity.
In both cases, however, it shall be no more that 1% of the value of transaction being
the subject of the agreement.

Bilateral agreements depend on the method of establishing transaction prices,
recognized by the Minister of Finance and selected for the purposes of certain trans-
actions between domestic and foreign related entities.? The condition for the conc-
lusion of such an agreement is a prior consent from the competent tax authority of
the foreign entity affiliated with the domestic one to use the method of establishing
transaction prices which is indicated in the application. Proceedings concerning the
conclusion of this type of agreement is to last up to 1 year and shall be subject to
a fee from PLN 50,000 to PLN 200,000, but not more than 1% of the value of the
transaction being the subject of this agreement. However, in the case of a multilate-
ral agreement, i.e. when the price agreement applies foreign entities from more than
one country, its conclusion requires the approval of the tax authorities competent
for foreign entities which are to participate in the transaction. The entire proceeding
concerning the multilateral agreement is to last no longer than 18 months and shall
be subject to a one-time fee from PLN 50,000 to PLN 200,000, but not more than 1%
of the value of the transaction being the subject of this agreement. The regulations of
the Tax Ordinance Act also define the rights and obligations of the entities applying

' An unilateral agreement is an agreement between: 1) related domestic entities, 2) domestic enti-
ties affiliated with a foreign entity and the foreign entity or 3) a domestic entity affiliated with a foreign
entity and other domestic entities affiliated with the same foreign entity.

12 According to art. 20b of the Tax Ordinance Act [Ustawa z 29 sierpnia 1997].
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for the price agreement." In Poland, according to art. 20c of the Tax Ordinance Act,
a price agreement may cover the transactions to be conducted following the lodging
of an application for establishing an agreement as well as the transactions imple-
mented before the date of lodging the application. Shall the tax authority competent
for the foreign entity does not approve the conclusion of the agreement or if there is
a reasonable likelihood of denying such an approval within 6 months from the date
of lodging the application, the competent authority will the applicant thereof. The fee
for an application for the extension of the validity period of a decision concerning
the agreement shall be half of the fee due for the application for the conclusion of the
agreement. The prolongation of the validity period of a decision regarding the agre-
ement shall take place by means of a decision. Validity period of a decision concer-
ning the agreement cannot be longer than 3 years. This time limit may be extended
at the request of a related entity, submitted not later than 6 months before the expiry
of that period, if the criteria of a transfer pricing method to be used by related parties
have not changed.'* Extended validation period of a decision cannot be longer than
the next three years. In the case of a change of economic relations resulting in gross
inadequacy of the choice and the use of a transfer pricing method considered correct,

13 An entity applying for the conclusion of the agreement is obliged to submit: 1) proposal of
a transfer pricing method, especially by indicating one of methods referred to in the provisions concern-
ing corporate income tax or personal income tax, 2) description of how to apply the proposed method
with respect to the transaction which is to be the subject of the agreement, in particular to specify: the
principles of calculation of a transfer price, financial projections on which the calculation of a transac-
tion price is based, analysis of comparative data used to calculate a transaction price, 3) circumstances
that may affect the proper determination of a transaction period, especially: the type, subject and value
of'the transaction to be subject of a domestic agreement; the description of the course of the transaction,
including an analysis of assets, functions and risks of transaction parties and the description of the eco-
nomic strategy of the parties and other circumstances, if the strategy or circumstances have an impact
on the price of the subject of the transaction; data on the economic situation in the industry in which
the applicant operates, including data on business transactions carried out by unrelated entities used to
prepare the calculation of the transaction price; organizational and capital structure of the applicant and
its affiliated entities being a party of the transaction and the description of the financial accounting rules
applied by the related entities, 4) documents having a significant impact on the transaction price, espe-
cially the texts of contracts, agreements and other documents indicating the intentions of the parties to
the transaction, 5) proposal of an agreement period, 6) list of affiliates to participate in the transaction,
including their consent to the submission of all documents relating to the transaction to the authority
competent for the agreement as well as to provide necessary explanations.

4 In this case, within 30 days of receipt of the notification, the applicant will be able to: 1) with-
draw the request for an agreement, provided that half of the fee paid has been returned, 2) change the
request for a bilateral agreement to the request for an unilateral agreement — provided that a quarter of
the fee paid has been returned, 3) change request for a multilateral agreement to the request for bilateral
agreement, if the tax authority of only one country agrees to the conclusion of an agreement — provided
that a quarter of the fee paid has been returned or 4) accept the conclusion of a bi- or multilateral agree-
ment without taking into account the affiliated foreign entities to which the obstacles without changing
the amount of the fee apply.
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the decision concerning the agreement may be amended or repealed by the authority
competent for the agreement before the expiry of its validity period.

APAs are an effective dispute resolution option, but a heightened risk environ-
ment and resulting double taxation concerns may be driving increased interest in the
APA process. Twenty-six percent of parent companies surveyed reported using an
APA in 2012, up from 21% in 2007. Fifteen percent reported using bilateral APAs,
and 14% reported using unilateral APAs. Just 2% reported using multilateral APAs.
The level of satisfaction with the APA process remains high (79% of parent compa-
nies) — slightly higher, in fact, than reported levels of satisfaction with the transfer
pricing documentation process itself (76%). Again, as with transfer pricing docu-
mentation, the length of the process was the primary source of dissatisfaction. Of
those dissatisfied with the APA process, 89% cited the length of time required to
complete as the primary source of dissatisfaction [Ernst& Young 2013b].

5. Conclusions

Any business entity operates within the strict framework of legal, institutional, eco-
nomic, political and social structures of a given country. Due to the impact of exter-
nal factors on the company, including tax policy, can be less or more effective and
the goals achieved by them more or less real. The task of public authority is to create
regulations to make the environment of the company as favourable as possible and
support economically viable projects.

The tax regulations discussed are intended to reduce the incidence of shifting the
profits between affiliated companies. In the current economic environment, it is not
an easy task, since the benefits accruing from this practice are significant. Therefore,
the temptation to use the mechanism of transfer pricing is high. Certainly, reducing
the tax burden and simplifying the tax system should promote the elimination of
such practices from the polish economic life. However, this is not an antidote against
a certain group of entities, which in all circumstances will try to lower their income
and conceal it from tax administration of a given country by manipulating transac-
tion prices. It is therefore important to create both mechanisms and procedures that
would eliminate unfair market players and promote economically efficient ones.

Entrepreneur-friendly changes in corporate tax law and favourable political cli-
mate are conducive to the creation of transnational form of economic activity. The
primary purpose of these transnational economic organisms — just like in the case
of most forms of economic activity — is to achieve maximum benefits possible by
making full use of the opportunities offered by the globalization.
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