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Preface

Itis my pleasure to present the outcomes of the work jointly conducted by Receita Federal do Brasil and
the OECD to assess the similarities and differences between the Brazilian and OECD transfer pricing
frameworks. The findings reflect the fact that while the OECD system has evolved over timei from the
release of the 1979 Report to the latest edition of the OECD Transfer Pricing Guidelines i the main features
of the Brazilian system have for the most part remained unchanged since the adoption of our system in
1996. Through the mutual analysis of the Brazilian and OECD systems, we have developed a
comprehensive understanding of the gaps and divergences between the two, which are described in this
report and assessed according to the policy objectives of transfer pricing rules. The conclusions of this
work show that while some of the existing features of our system may perform positively in achieving some
of the general policy objectives of transfer pricing rules 1 such as ease of tax administration or tax certainty
from a domestic perspective i they may not always achieve the same results in respect of tax certainty
from an international perspective. While designed to achieve ease of tax compliance, we have to admit
that our rules do not always achieve that objective either. When benchmarked to the dual objective of
transfer pricing rules, our current system delivers results that fall short from what was expected and
evidence of double taxation arising in a number of cases was collected, and the outcome of our system in
protecting the tax base in Brazil, which was initially one of the design objectives of our rules, raises serious
concerns. These outcomes made us reflect on whether we shall maintain the current system as it stands
or whether we shall strive to address the weaknesses of our system and build on its current strengths.
While the answer to this question is simple, the solution will certainly require a lot of efforts and | count on
all the stakeholders in joining our knowledge and forces to design a system which will be in line with the
international standard as represented by the OECD Guidelines, yet also achieve the objectives that we
strived to achieve from the early days, when our system was developed. Therefore, the report also outlines
the direction of our next efforts, which is the full alignment with the OECD transfer pricing standard, and
this is because our vision for the future aims at increasing integration and openness of Brazil. | would like
us also to make it our joint effort with a view to producing an outcome that will be appropriate and work for
Brazil, and which could be also an inspiration for other countries to follow. | count on all the stakeholders
as well as on the OECD Secretariat and the countries who provided their generous assistance and support
to achieve this goal.

CC K 64&s¢8/\/
v

José Barroso Tostes Neto

Special Secretary of Receita Federal do Brasil
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This joint report marks yet another important step in strengthening cooperation between OECD and Brazil
in tax matters. It builds on the collaboration started in 2010, when Brazil joined the Global Forum on
Transparency and Exchange of Information for Tax Purposes, which today has over 155 members on an
equal footing. This partnership was further expanded when Brazil became a member of the G20/OECD
BEPS Project in 2013. Brazil has played a critical role in the ongoing development of both initiatives and
has benefited from the implementation of the associated standards and peer reviews. It is also working
with more than 130 countries and jurisdictions through the Inclusive Framework on BEPS to develop a
consensus solution to the tax challenges arising from the digitalisation of the economy.

The dialogue initiated with Receita Federal do Brasil 15 months ago on transfer pricing represents yet
another major step forward in OECD-Brazil relations given the importance of transfer pricing policy in
international taxation and the current differences in approaches. | am therefore very pleased that we can
jointly present this report on the outcomes of our work on this thus far, which includes an in-depth analysis
of the similarities and differences between the Brazilian and OECD transfer pricing frameworks as well as
an assessment of these differences.

The OECD Transfer Pricing Guidelines have evolved over time to ensure that they continue to achieve the
dual objectives of transfer pricing rules, which are to secure the appropriate tax base in each jurisdiction
and to avoid double taxation, thereby minimising conflict between tax administrations and promoting
international trade and investment. Changes have been made to respond to changing business models,
new issues and lessons learned by tax administrations around the world. This was most evident in the
BEPS Project and is also a key objective in the ongoing work to address the tax challenges arising from
the digitalisation of the economy.

It is quite positive that Brazil is undertaking the first fundamental and comprehensive review of its transfer
pricing rules in decades and the OECD is very pleased to be part of this process. The findings in this joint
report highlight the importance that Brazil attaches to simplicity and the ease of application and
administration of transfer pricing rules. This is a critical factor not only for Brazil but also for many other
countries, and we are keeping these objectives in mind in our ongoing work on transfer pricing at the
OECD. The report also emphasises the importance of tax certainty in the area of transfer pricing, not only
in the domestic but also in the international context, given that MNEs operate internationally and risk double
taxation where countries do not follow the same standards and principles. Achieving these noble
objectives, yet failing to assure that Brazil is also able to determine the appropriate tax base and effectively
collect the tax on the profits earned by the MNEs in Brazil would mean that the dual objective of transfer
pricing rules has not been achieved, and this would undermine the development and transformation
objectives of the country.

The OECD looks forward to continuing to serve as a trusted partner to Receita Federal do Brasil in the
next phase of this project.

Grace Perez-Navarro

Deputy Director of the OECD Centre for Tax Policy and Administration
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Foreword

The purpose of this report is to present the results of the technical analysis carried out as part of the joint
OECD-Br azi | ATr ainrs f Br a 2ir lThis prpjecbwae carried out jointly by the OECD and
Receita Federal do Brasil (RFB) with the objective to examine the similarities and divergences between
the Brazilian and OECD transfer pricing approaches to valuing cross-border transactions between
associated enterprises for tax purposes.

The 15-month work programme carried out by the OECD jointly with RFB included an in-depth analysis of

the Brazilian transfer pricing legal and administrative framework as well as its application. Based on the
assessment of its strengths and weaknesses, possibl e
the OECD internationally accepted transfer pricing standard, using the OECD Transfer Pricing Guidelines

and other relevant OECD guidance as a reference for the analysis.

Throughout this process, valuable input was collected both from multinational enterprise (MNE) groups
with operations in Brazil and Brazilds major trade an
the assessment.

Intheper spective of aligning Brazilds system with the OE
future efforts is to set the conditions for the implementation of a modern, simple and efficient transfer pricing

system that is in line with the OECD standard. Such a system should achieve the dual objective of securing

the appropriate tax base in Brazil and other concerned jurisdictions as well as avoiding double taxation,

but it should also preserve simplicity for tax administrations and taxpayers alike, in an environment that

fosters tax certainty both at the domestic and international level.
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Executive summary

In February 2018, the OECD and Brazil launched a joint project to examine the similarities and divergences

between the Brazilian and OECD transfer pricing approaches to valuing cross-border transactions between
associated enterprises for tax pruaglpwstesendgehgemeé mti tiirtti
tax work, which began in 2010 when it joined the Global Forum on Transparency and Exchange of

Information for Tax Purposes, and was further strengthened in 2013 when it became a member of the G20/

OECD Project to counter Base Erosion and Profit Shifting (BEPS), which had a substantial focus on

transfer pricing. Beyond just taxation, in 2017, Brazil also expressed interest in initiating the process to join

the OECD.

Objective:assessing the strengths atahsfavpreikghesses
framework

The 15-month work programme carried out by the OECD jointly with Receita Federal do Brasil (RFB)

included an in-depth analysis of the Brazilian transfer pricing legal and administrative framework as well

as its application. Based on the assessment of its strengths and weaknesses, possible options were
explored for Brazil és alignment wi t hricihglstanddddEuSiBgthent er n a't
OECD Transfer Pricing Guidelines and other relevant OECD guidance as a reference for the analysis.*

Methodology 7 gap analysis and assessment of effectiveness

The technical analysis considered whether the main elements, concepts and objectives of the OECD
guidance on transfer pricing were reflected in the Brazilian transfer pricing framework (gap analysis). The
gaps or issues identified in the Brazilian framework were then assessed according to five objective criteria.
The two first criteria are derived from the two main policy objectives of transfer pricing legislation, also
referred to as the dual objective of transfer pricing rules, namely securing the appropriate tax base in each
jurisdiction and avoiding double taxation. The other three are derived from other general tax policy
objectives, namely ease of tax administration, ease of tax compliance, and tax certainty (from a domestic
and international perspective).

Throughout this process, valuable input was collected both from multinational enterprise (MNE) groups
with operations in Brazil amedt padtmees,zto supgplement arjd compldter a d e a n
the assessment.

! The three key OECD instruments on transfer pricing and income allocation are the 1995 OECD Council
Recommendation, the 2008 Council Recommendation on Attribution of Profits to Permanent Establishments, and the
2016 BEPS Transfer Pricing Recommendation. They contain important recommendations related to transfer pricing
and income allocation.
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Stages of the project

The work programme was carried out in three stages:

1 Stagel:preli minary analysis of the | egal and admi

rules;

1 Stage 2: assess ment of the strengths and weaknesses

and administrative practices; and
i1 Stage 3: options for alignment with the OECD transfer pricing standard.

Key outcomes

The analysis led to the identification of a number of issues resulting from gaps and divergences in the
Brazilian transfer pricing framework as compared to the OECD framework. The assessment of these
issues with regard to achieving the policy objectives of transfer pricing rules reveals there are weaknesses
in Brazil 6s f rrasoitiwREPYX gnd delbie takation. The assessment also recognises the
strengths of the Brazilian approach in terms of ease of compliance for taxpayers and ease of
administration by the tax authority, which are also important policy objectives. However, these
objectives should not undermine the achievement of the dual objective of transfer pricing rules,
namely to secure the appropriate tax base in each jurisdiction and to avoid double taxation.
Simplicity and administrability must not compromise the protection of the tax base against BEPS or create
uncertainty for cross-border business resulting from double taxation. Ease of administration and
compliance are nevertheless important goals for Brazil, and for any transfer pricing system in general but

ni

of

they can be achievedt hr ough measures that can [lemgth priocipke iardt e n' t

internationally accepted practice.

I'n the context of C 0 n s isystem with ghe @HCD ¢ransfee priting standaRiytleez i | 6 s

objective of any future efforts is to set the conditions for the implementation of a modern, simple and
efficient transfer pricing system that is in line with the OECD standard.

Such a system should achieve the dual objective of securing the appropriate tax base in Brazil and
other concerned jurisdictions as well as avoiding double taxation, but it should also preserve
simplicity for tax administrations and taxpayers alike, in an environment that fosters tax certainty
both at the domestic and international level.

Options for greater alignment with the OECD Transfer Pricing Guidelines were explored in light of the
findings of the technical analysis and two possible options for alignment were identified i both leading to
full alignment with the OECD standard, with one of the options contemplating an immediate
alignment while the other option contemplates a gradual alignment process.

Background

Brazil 6s position as the ninth | argest economy
make the taxation of MNE groups, and transfer pricing in particular, a key tax policy issue in Brazil.

Transfer pricing rules aim at ensuring that the profits arising from commercial and financial transactions
between members of an MNE group are allocated in a manner that reflects the value contributed by each
of the parties. Accordingly, transfer pricing rules should ensure the appropriate tax base is secured and
thus also contribute to the prevention of the
jurisdictions with low or no tax liability and where little or no economic activities occur, while also preventing
double taxation and distortion of investment decisions and competition among companies.

TRANSFER PRICING IN BRAZIL: TOWARDS CONVERGENCE WITH THE OECD STANDARD © OECD/RFB 2019

n

er osi

st

B

Wi

h e

on



16 |

Key reasons for the project

1 Brazil operates a transfer pricing regime that has remained relatively unchanged since it was
enacted in 1996;

1 The system was inspired by the work of the OECD (1979 Report) but has not evolved significantly
since then, whereas the OECD transfer pricing guidance was revised significantly with the
publication of the OECD Transfer Pricing Guidelines in 1995, and has been updated and clarified
on a regular basis, with significant updates in 2010 and 2017;2

1 The most significant changes resulted from the BEPS Project i particularly BEPS Actions 8-10 to
address and limit tax avoidance and abuse through transfer pricing practices;

i1 The Brazilian transfer pricing system contains a number of significant gaps and divergences
from the OECD system, which reportedly led to double taxation on the one hand and BEPS
opportunities on the other. It was therefore considered desirable to better understand the specific
divergences and their effects (impact on investment and revenue collection);

1T Given Brazil s expr essi onitwas$ usdfuhto &readysstart domsidefingi n t he
the degree of alignment of the existing regime with the OECD standards that would be desirable
to improve the Brazilian system as well as the changes needed to avoid obstacles to accession.

Ori gi ns o fan$Ber pricing l€gislatiom

Brazil enacted transfer pricing legislation in 1996. Specific provisions with regard to transfer pricing were

necessary given the increase in foreign investment inflow during the 1990s, which, despite periodic

decreases that reflected worldwide crises, has continued since then. With the adoption of transfer pricing

rul es, B r a prevénting thewletidmentdl tradsfer of resources to foreign countries through the manipulation of pri
used in the importation or expodftionds, services or rights, in transactions-wegfdanhrelated padres

In the international context, the OECD guidance enshrined in the OECD Transfer Pricing Guidelines for

Multinational Enterprises and Tax Administrations is followed by most countries around the world in their

efforts to ensure the appropriate tax base is secured and that both double taxation and base erosion and

profit shifting are prevented. While the Brazilian transfer pricing legislation was clearly inspired by the

OECD transfer pricing guidance available at the time of its introduction in 1996, it has not significantly

evolved since then or incorporatedt he subsequent changes to the OECD gu
transfer pricing regime is not fully aligned with th
embodied in Article 9 of the OECD Model Tax Convention and the United Nations Model Tax Convention

and the application of which is interpreted in detail in the OECD Guidelines.

Brazil 6s active role in OECD work

Over the past two decades, Brazil has actively participated in international debates on tax issues in different
multilateral fora, including the OECD and the United Nations, and through regional initiatives. As a G20
country, Brazil has been in the front line of the most recent and decisive projects shaping the rules of
international taxation, such as the G20/OECD BEPS Project and the ongoing work on the tax challenges
arising from digitalisation.

2 Changes to the OECD Guidelines do not require their formal re-edition, as any guidance approved by the Inclusive
Framework on BEPS becomes effective upon approval and publication, even before they are incorporated in the
OECD Guidelines. The revised guidance resulting from the BEPS Project was only incorporated in the 2017 edition.

3 Explanatory Statement (Exposi¢éo de Motivos) n° 470, 15 October 1996.
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Focus on transfer pricing

The BEPS Project provided a new opportunity for the OECD to engage with Brazil on transfer pricing
matters, with two policy dialogue events being held in 2014 and 2015. In May 2017, at the request of Brazil
and with the support of the European Commission, the OECD held a third workshop with tax officials from
Receita Federal do Brasil (RFB), focussed on building a better mutual understanding of the Brazilian and
OECD transfer pricing systems.

The ATransfer Pricing in Brazilo project provided an
a detailed and thorough analysis of the strengths and weaknesses as well as the similarities and

differences between the two systems. In light of the findings of this assessment, the project also explored

the potential for Brazil to move closer to the OECD transfer pricing standard, which is a critical benchmark

for OECD member countries, and followed by most countries around the world.

Brazilbs position on key instruments
Ensuring the primacy of the armés | ength principle as
requred as one of the OECD Committee on Fiscal Adnf air séo

candidate countries (i.e. adherence to the Guidelines).

El i minating double taxation through ensuring the p
Transfer Pricing Guidelines for Multinational Enterprises and Tax Adoiiritstratidesnination of
transfer pricing between associated enterprises.

The three key OECD instruments on transfer pricing and income allocation are the 1995 OECD Council
Recommendation,* the 2008 Council Recommendation on Attribution of Profits to Permanent
Establishments,® and the 2016 BEPS Transfer Pricing Recommendation.® As of today, Brazil has not
adhered to the 1995 OECD Council Recommendation or the 2016 BEPS Transfer Pricing
Recommendation, which means that Brazil has not undertaken the commitment to follow the OECD
Transfer Pricing Guidelines. Brazil has not adhered to the 2008 Council Recommendation on Attribution
of Profits to PEs either. In addition, Brazil introduced a footnote in the OECD Guidelines for Multinational
Enterprises,’ which reads as follows:

One noi®ECD adhering country, Brazil, does not apply the OECD Transfer Pricing Guidelines in its jurisdiction
and accordingly the use of the guidance in those Guidelines by multinational enterprises for purposes of
determining taxable incfyora their operations in this country does not apply in the light of the tax obligations

set out in the legislation of this country

4 Recommendation of the Council on the Determination of Transfer Pricing between Associated Enterprises, as last
amended in 2017, OECD/LEGAL/0279.

5 Recommendation of the Council on Attribution of Profits to Permanent Establishments, as amended in 2009 and
2010, OECD/LEGAL/0368.

6 Recommendation of the Council on Base Erosion and Profit Shifting Measures Related to Transfer Pricing,
OECD/LEGAL/0424.

” OECD (2011), OECD Guidelines for Multinational Enterprises, OECD Publishing.
http://dx.doi.org/10.1787/9789264115415-en.
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Broader context of accession

On 29 May 2019, Brazil sent a formal request for initiating an accession process to the OECD. As
mentioned above, within the context of the possible accession of Brazil to the OECD, adherence to the
armbés Il ength principle is expected by OECD member
pricing framework with a view to aligning the existing rules with the OECD standard should be
contemplated in the light of a future accession process.

Findings of the assessment of effectiveness and general conclusions

1 A large number of the gaps and divergences lead to instances of double taxation. The

df ferences identified between Brazil s framewor k

double taxation, and therefore hinder international trade and investment by creating distortions and
tax uncertainty for businesses operating cross-border. The input collected from the business

community and Brazil ds key trading partners confi

1 A large number of the gaps create BEPS risks, leading to loss of tax revenue. Significant
weaknesses can be found in the Brazilian transfer pricing system, notably because of the absence
of special considerations for more complex transactions (e.g., transactions involving the use or
transfer of intangibles, intra-group service transactions, and transactions comprising business
restructurings, among others) and the general inadequacy of the current rules for dealing with these
transactions. Weaknesses can also be found in particular due to the combination of unique features
of the system, such as the fixed margins approach, the freedom of selection of the method, among
others. The input collected from the business community and key trading partners also confirms
this conclusion.

i1 The existing system favours some categories of taxpayers to the detriment of others and
provides tax planning opportunities. Some categories of taxpayers or taxpayers in specific
situations may be able to exploit the existing system to their advantage and benefit from under-
taxation, which is exploited by tax planning strategies, while other taxpayers suffer over-taxation
leading to potentially unrelieved double taxation.

1 Tax administration and tax compliance aspects of the Brazilian system are generally
conducive to ease of tax administration and tax compliance. Brazilian transfer pricing system
is often characterised by its practicality, predictability and tax certainty, but only domestically. Some
of the features of the current transfer pricing rules may be perceived as attractive qualities with
respect to providing simplicity, such as the absence of the need for comprehensive comparability
(including functional and risk) analysis, the freedom of selection of the method, the use of the fixed
margins approach, among others. However, it emerged from the assessment that these
perceptions of simplicity are relative and complexity does arise from other features, mainly the
item-per-item approach, the strict standard of comparability, and documentation requirements in
certain situations. Notwithstanding the unintended consequences of certain aspects of the transfer
pricing legislation in Brazil, which negatively affect the ability of the country to attract trade and
investment and also lead to losses of tax revenues, the Brazilian system is characterised by its
ability to bring simplicity and practicality to the process of performing a transfer pricing analysis.
The methodology applied in Brazil overcomes challenges related to the lack of information
available on comparable uncontrolled transactions and profitability levels and requires only limited
resources to be applied, and the prescriptive nature of the rules also potentially reduces costs and
time involved in litigating transfer pricing cases.
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1 Tax certainty is generally provided but only from a domestic perspective; significant tax
uncertainty is observed from an international perspective. Tax certainty is provided from a
domestic perspective, but it also benefits some taxpayers by assuring in some cases that the tax
planning strategies introduced by taxpayers, which lead to losses of revenues in Brazil, cannot be
challenged by the Brazilian tax administration. Tax certainty, however, matters also from the cross-
border perspective, but due to the existing divergences between the Brazilian system and OECD
compliant systems around the world, taxpayers face the risks and uncertainty related to double
taxation as well as potential disputes and challenges raised by tax administrations in other
jurisdictions.

1 Further tax uncertainty, even domestically, results from the absence of special
considerations or very limited guidance for issues related to specific types of transactions,
i.e. transactions involving the use or transfer of intangibles, intra-group services, transactions
comprising business restructurings, cost contribution arrangements, and issues related to the
attribution of profits to permanent establishments.

Towards convergence with the OECD standard: what are the options for
alignment?

Options for greater alignment with the OECD Transfer Pricing Guidelines were explored in light of the
findings of the technical analysis.

Full alignment: immediate vs. gradual

The two options for alignment under consideration are the following:

1 Full and immediate alignment: the first option would seek to immediately align the Brazilian
transfer pricing rules with the OECD standard, includingthear més | ength principle a
for its application contained in the OECD Transfer Pricing Guidelines and other relevant guidance
and make the new rules and regulations applicable to all taxpayers immediately.

i1 Full and gradual alignment: the second option involves the same process, but this process is
structured in stages so as to allow for the gradual implementation of the new and/or amended
provisions over a longer period of time. This approach also offers the opportunity to prioritise the
different needs with respect to the tax structure, administrative aspects, expertise of the workforce
including the preparedness of the taxpayers, etc., as changes are progressively implemented. A
gradual alignment could follow different approaches. It appears that the most reasonable approach
would be to set the conditions for a progressive transition of bringing the taxpayers represented by
large MNE groups (to be determined with a reference to a reasonable group revenue threshold)
into the new system in the short-term, while allowing the voluntary entry in the new regime also by
smaller MNE groups. Gradually, by lowering the threshold based on an analysis of the population
of taxpayers, as many times as deemed necessary (in the longer-term), all taxpayers will start
applying the new regime. In the meantime, the necessary simplification measures will be developed
to ensure continuous ease of tax compliance, efficiency of tax administration as well as tax certainty
from both a domestic and international perspective.

Why not partial alignment and/or a dual system?

A partial alignment was also considered and evaluated during the project. A partial alignment, which could
entail alignment only in certain areas (e.g. specific types of transactions), implies that significant gaps
would remain in the system with negative effects on tax certainty, the compliance burden, as well as risks
of persisting double taxation and loss of tax revenue.
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Partial alignment was thus dismissed as a viable option, along with any connected idea of a dual system
that would offer taxpayers the choice to continue applying the existing rules. A dual system could have
disastrous consequences for revenue collection, as it would further open the door to tax planning that
would allow taxpayers to apply the regime that is the most favourable from a tax perspective.

A partial alignment that would address only the missing elements in the current framework but would

maintain all the other features of the Brazilian system would still lead to double taxation and losses of

revenue and would make it difficult for Brazil to both integrate global value chains and to accede to the

OECD. A partial alignment in the form of allowing for the possibility of opting-out of the current regime to

apply rules that follow the ar més | ength principle woul dhloppdngo, tani
consequently to a loss of revenue. It would allow continued BEPS practices, as taxpayers would cherry-

pick the regime they wish to apply with the motivation to pay less tax.

Reasons for favouring a gradual alignment

In light of the evaluation of the advantages and disadvantages of the two options, the gradual option in its
horizontal conceptualisation (i.e. applying to an established group of taxpayers rather than a group of
transactions) rather than its vertical conceptualisation (i.e. gradually applying to different types of
transactions) appears to be the most sensible way forward for the following reasons:

i It allows the process to address the specific challenges of small and medium enterprises by
distinguishing them based on their ability and likely preparedness to apply a new system of rules;

i1 Itallows small and medium enterprises to continue applying the existing rules for ashort period
until the new specific safe harbours and simplification measures are designed and
implemented,;

i1 It avoids the challenges related to the interaction between types of transactions (e.g.,
interrelated, embedded transactions); and

i It provides the opportunity to prioritise and sequence the implementation of the different
components of the system.

Preserving simplicity as a key policy goal

Ful |l alignment does not mean that Brazil wi || |l ose tl
pricing system. Both scenarios consider simplification, ease of tax administration, ease of tax compliance,

and tax certainty as critical objectives and simplicity and certainty should remain high on the agenda of

priorities in the process of aligning the system.

Therefore, the options for alignment also consider how to maintain a number of elements of
simplification, which provide ease of tax administration, ease of tax compliance and tax certainty.

An important consideration relates to preserving the benefits of the existing system in terms of simplicity

and predictability. This could mean transforming the existing fixed margins into carefully designed safe
harbours and further refining them to ensure conformit
economic reality and industry practices, which is not the case of the fixed margins currently.

A series of carefully designed safe harbours, i.e. simplified approaches for determining or
approximating the armés | ength price, can achieve si
certainty, and contribute towards reduced tax compliance costs for taxpayers and towards more

efficient tax administration and tax certainty. These various safe harbours, if properly designed (in line

with the armbés | ength principle) and aipdeligibiktycriteria)) appr op
may prove to be a more effective tool than the current rigid fixed margins approach, while at the same time

neutralise its negative effects (double taxation and loss of tax revenue).

TRANSFER PRICING IN BRAZIL: TOWARDS CONVERGENCE WITH THE OECD STANDARD © OECD/RFB 2019



|21

Motivations to align and main benefits of alignment

Divergences and gaps are harmful to Brazil in multiple ways:

7T Caetain aspects of the current system can be gamed
base and revenue collection, and significant risks of BEPS were identified,;

i1 The current rules lead to outcomes that result in an unlevel playing field for taxpayers, where some
taxpayers face excessive tax burdens in relation to the profits earned in Brazil, while others benefit
from significantly lower tax burdens, where the rules allow them to recognise only a minimal amount
of income in Brazil thereby enabling profits to be shifted abroad to lower or no tax jurisdictions;

1 Numerous taxpayers with operations in Brazil suffer from double taxation, which is sometimes
referred to asoaofisdokerg bosiness in the country;

i1 Other taxpayers avoid Brazil as the destination of their investments due to the inherent double
taxation risks, which significantly increase the cost of doing business in Brazil in addition to the
other barriers currently preventing Brazil from integrating the global value chains of MNE groups;

1 The existing rules fail to appropriately apprehend more complex and sophisticated types of
transactions and fail to recognise some of the key profit drivers of modern business models, which
means that the rul es ¢ ann o-{drivenbysiaesswiortd land integtated 6 s t e c
way of doing business in many respects;

i1 The simplicity and certainty offered by the current system is perceived as an important feature, but
as the rules currently interact, it is delivering simplification outcomes at best only in some cases,
and only from a domestic perspective, while tax uncertainty in the cross-border context clearly
prevails; and

i Brazil is missing out on trade and investment opportunities as a result of the double taxation risks
and Brazil is losing significant revenue due to the gaps and divergences presented by the Brazilian
approach to transfer pricing, which departs from internationally accepted policies and practices,
and is partially responsible for deterring foreign investments.

Therefore, comprehensive changes to Brazil b6s transfer
some of the gaps and divergences identified and, together with other measures and co-ordinated with

other policies, to contribute towards achieving important benefits in terms of revenue and trade/investment

opportunities as well. In addition to mobilising additional tax revenue that is currently being forfeited, it will

promote trade and investmentin Br a z i | and contribute to the countryds
while also minimising conflict and disputes with other tax administrations. The main benefits of alignment

include:

i1 Avoiding and eliminating double taxation, which results from the existing gaps and divergences;

i1 Preventing loss of revenue due to current BEPS practices, which also creates inequality within
the current system, where some taxpayers are treated more favourably than others;

i1 Increasing tax certainty from an international perspective;
i1 Integrating Brazil in global value chains and fostering trade and investment in Brazil; and
1 Facilitating Brazil és accession to the OECD.
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Introduction

1. This report is a consolidated version of the outcomes of the three stages of the OECD-Brazil
fifansf er Pricing in Brazil o0 praoncthermiestondindeepenjngticetdialaghei c h r e p
between Brazil and the OECD on transfer pricing matters, and has led to a comprehensive joint
assessment by the OECD Secretariat and Receita Federal do Brasil (RFB) of the strengths and
weaknesses of existing transfer pricing rules and administrative practices in Brazil based on a two-step
analysis: gap analysis to analyse the similarities and differences between the Brazilian rules and the OECD
Guidelines and an assessment of the effectiveness of the Brazilian transfer pricing rules and administrative
practices on achieving important tax policy objectives, including the dual objective of transfer pricing
legislation, which is to secure the appropriate tax base in each jurisdiction and to avoid double taxation, as
well as broader tax policy objectives, namely ease of tax compliance, ease of tax administration and tax
certainty, in the areas where they depart from the OECD standard.

2. The structure of this report is as follows. Part 1 provides the background of the OECD-RFB
dialogue on transfer pricing matters and an overview of the project. Part 2 contains the in-depth analysis
of existing transfer pricing rules and administrative practices in Brazil and the findings of the assessment.
It describes the relevant OECD guidance and identifies the gaps and differences as compared to the
transfer pricing framework in Brazil, before assessing how these differences interact with the policy
objectives of transfer pricing legislation and other general tax policy objectives in the particular case of
Brazil. Part 3 explores possible options for alignmen
internationally accepted OECD transfer pricing standard. This part contains a discussion of two ways to
achieve full alignment of the Brazilian transfer pricing system with the OECD system, either immediately

or gradually, in Iight of the issues that should be a
practices.
3. The report also has two annexes. Annex A contains a summary of the submissions received from

entities that are member of multinational enterprise groups with business activities in Brazil in response to

a questionnaire on their experience regarding the application of the Brazilian transfer pricing rules. Annex B

contains a summary of the input provided by jurisdictions which are considered Br azi | 6 s key tr ad
investment partners in response to a questionnaire on their experience with the interaction of existing

transfer pricing rules and practices in Brazil with the OECD-compliant transfer pricing rules and practices

followed by these jurisdictions.
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1. Backgrounafthe OECEBrazll
dialogue on transfer pricing
maltters

This chapter provides the background of the OECD-Brazil dialogue on

transfer pricing matters by describing the authoritative framework of the

OECD transfer pricing standard and the
framework. It then provides a descriptiono f Br azi | 6 shelevant t i ons
legal instruments and OECD guidance on transfer pricing.
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1.1. The OECD transfer pricing standard

4. The OECD transfer pricing standard finds its authority in the relevant Core Principles of the
Committee on Fiscal Affairs and the recommendations found in the relevant OECD legal instruments.

111.CFAGs Cor e relatedriactiampsferepsicing

5. Ensuring the pr i macy of the armés | engtOQECD Transfer Priwihge
Guidelines is required of OECD member countr iGCore
Principles.

Box1.1. Core Princiles

The Core Principles for Accession serve as a t
and practices as compared to the OECD best policies and practices in the area of taxation. This
evaluation forms one part of the two-pronged analysis by the Committee on Fiscal Affairs. The
evaluation of a candidate countryds willingne
instruments forms the second part of the analysis.

The relevant Core Principles are:

(i) Eliminating internationdbuble taxation on income and capital without creating opportunities
for nontaxation or reduced taxation through complying with the key substantive conditions
underlying the OECD Model Tax Convention;

(e)
(i) Eliminating double taxation through ensurifge pr i macy of t he ar mé
Administrations, for the determination of transfer pricing between associated enterprises;

(iv) Addressing Base ErosiamdaProfit Shifting (BEPS) in accordance with the BEPS package and
the ongoing work of the Inclusive Framework on BEPS;

SourceOECD Work on Taxatiomy.oecd.dtgx/centrrtaxpolicyandadministratidarochure.pdf

out i n t he OECD©OG s Transfer Pricing Gui de

1.1.2. OECD legal instruments on transfer pricing

6. The three key OECD instruments on transfer pricing and income allocation are the 1995 OECD

Council Recommendation, the 2008 Council Recommendation on Attribution of Profits to Permanent
Establishments, and the 2016 BEPS Transfer Pricing Recommendation. They contain important

recommendations related to transfer pricing and income allocation.
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Box1.2. OECD Couil Recommendations on transfer pricing

1995 OECD Council Recommendation
This OECD legal instrument formulate the following recommendations to Members and non-Members:

|. RECOMMENBt Members and #@mbers adhering to this Recommendation (tleeeafter
fAdherent so) :

i) follow, when reviewing, and if necessary, adjusting transfer pricing between associated enter
the purposes of determining taxable income, the Guinlediidiesing the whole of the Guidelines and
the interaction of théedint chaptefsf o r arriving at armdés | eng
associated enterprises;

il) encourage taxpayers to follow the Guidelines; to that effect Adherents should give the Gi
publicity and have them translated, where peicesgheir national language(s);

iii) develop furtherageration, on a bilateral or multilateral basis, ipenaitérg) to transfer pricing.

2008 Council Recommendation on Attribution of Profits to PEs

This OECD legal instrument formulates the following recommendation to the governments of member
countries:

|. RECOMMENBSthe Governments of Member countries:

i) that their tax administrations follow, when applying the provisions of their bilateral tax conven
are drafted on the isasf the pr2010 Article 7 of the Model Tax Convention, the guidance in the 2(
Report to the extent that its conclusions do not conflict with the 2008 Commentary on Article 7;

i) that their tax administrations encourage taxpayers to followethe theid20@8 Report when
applying the provisions of bilateral tax conventions that are drafted on the-Ba&i3 Aftthke pref

the Model Tax Convention and, to that end, that they give the 2008 Report publicity in their col
have it trateted, where necessary, into their national language(s);

iii) that their tax administrations follow, when applying the provisions of their bilateral tax conven
are drafted on the basis of the 2010 Article 7 of the Model Tax Conventer tihe @ditidfReport;

iv) that their tax administrations encourage taxpayers to follow the guidance in the 2010 Rep
applying the provisions of bilateral tax conventions that are drafted on the basis of the 2010 Artic
Model Tax Conventand, to that end, that they give the 2010 Report publicity in their country and
it translated, where necessaoytheir national language(s).

2016 BEPS Transfer Pricing Recommendation
This OECD legal instrument formulates the following recommendation:

I. RECOMMEN@t Members and #dembers having adhered to this Recommendation (hereaftt
the NAAdherentso) f ol | o-d0 Rpbrteandghe Adticen h3cRepors. et o u

SourceRecommendation of the Council on the Deterrhifiaisien Pricing between Associated Enterprises, as last a
20170OECD/LEGAL/02%8urce;: Recommendation of the Council on Attribution of Profits to PdrshanemtisEatahmendec
2009 and 2010ECD/LEGAL/038&commendation of the Council on Base Erosion and Profit Shifting Measures Rel;

PricingDECD/LEGAL/0424
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1.2. Origins of the transfer pricing legislation in Brazil

7. The adoption of transfer pricing rules in Brazil took place in 1996, several years after Brazil had
developed its tax treaty network. The tax conventions entered into by Brazil contain the elements of the
armbébs |l ength principle, but they reflect only the wor
Convention. To date, Brazil has 33 tax treaties in force, including treaties with

partners, with the exception of the United States, Germany and the United Kingdom.

8. The tax treaties signed in the 1970s were the result of the economic policy of Brazil at that time,
which was aimed at improving the inbound flow of capital and also outbound export transactions. In the
following years, Brazil received substantial amounts of foreign direct investment and, even today, it is
considered a capital importing country, since its inward foreign direct investment (FDI) stock exceeds its
outward FDI stock.

9. The enactment of specific provisions with regard to transfer pricing in the Brazilian legislation was

necessary given the increase in foreign investment inflow during the 1990s. The numbers grew significantly

from 1994 onwards, with periodic slight decreases that reflected worldwide crises but that did not

jeopardise the continuity of capital inflow. The adoption of transfer pricing rules in Brazil was however

focussed only on one of the objectives of transfer pricing rules. The legislative intent clearly aimed at

fpreventing the detrimental transfer of resources to foreign countries through the manipulation of pricegaosed in the imp
or exportation of goods, services or rights, in transantonssidémt related pacifes

1.2.1. Adoption of transfer pricing legislation

10. Accordingly, in 1996, Brazil enacted domestic legislation with regard to transfer pricing, i.e. Law

9430/1996, effective as of 1 January 1997. The Brazilian transfer pricing rules determine the maximum

deductible price for imports and the minimum taxable price for exports. Transfer pricing adjustments have
consequences for income tax purposes, as well as for the social contribution on profits. Since its adoption,

the transfer pricing system has been amended several times, most recently in 2019. In developing its
transfer pricing rules, Brazil 6s |l egislature seems to
by the implementation and administration of a transfer pricing system, such as the lack of information

available on comparable uncontrolled transactions and profitability levels, limited administrative resources,

and the costs and time involved in litigating transfer pricing cases.

11. Considering these factors, Brazil developed a system that is often characterised as:

i1 Protecting the Brazilian tax base: the Brazilian transfer pricing rules require multinational
enterprises doing business in Brazil to report for tax purposes gross margins fixed by the
legislation, regardless of the actual economic features of the controlled transactions.

i1 Ensuring predictability: one of the aims of the system is to reduce uncertainty about the taxation
of profits.

1 Respecting strict legality: the Brazilian transfer pricing system complies with the Brazilian
Constitution, which authorises discretionary powers to the administration when assessing the
taxpayer's tax liability within the limits of the law.

i1 Being practical: the Brazilian transfer pricing rules minimise administrative and compliance costs
for both the administration and taxpayers. This is especially important when a country does not
have a highly specialised tax administration, as was the case in Brazil when the rules were adopted.

8 Explanatory Statement (Exposi¢éo de Motivos) n° 470, 15 October 1996.
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1.2.2. The Brazilian transfer pricing systemand t he ar préinsipld engt h

12. When the system was adopted in 1996, the Brazilian Congress indicated that the transfer pricing
rules were in accordance with the rules adopted by the OECD members.

13. According to the Explanatory Statement to Law 9430/1996:

The rules set forth in articles 18 to 24 represent a significant improvement in domestic legislation in view of the
current globalization process, which affects all modern economies. In thisnspecifid@ase with

the rules adopted by the OEC@&nthers certain rules have been proposed in order to control so called
firansferpricdg t o prevent the detrimental transfer of re
prices used in the importation or exportation of goods, sghtigeis dransactions with aewdent

related party

14. Despite this statement, neither the legislation nor the regulations in force contain an explicit
reference t o primaple artothe® ®©EAD & nargsfertiPricing Guidelines.

15. The differences bet ween the Brazilian transfer pricing r
length principle contained in the OECD Guidelines may raise the question of whether the Brazilian transfer
pricing rules are actual |l y cpterBsatil$ds previousiwexplititly indicatedar mé s |
that its transfer pricing | egi sl at i funheribedow thafootnotm e wi t h
included at its request in the Executive Summary of the BEPS Actions 8-10 Report). Also, the
Administrative Tax Court of Appeals (CARF) has indicated in three important administrative decisions that

the Brazilian transfer pricing rules®are compatible w
16. On the other hand, various practitioners and academics argue that the Brazilian transfer pricing
system is not based on the armdéds | ength principle, as

tax revenue, as opposed to determining the price for tax purposes of cross-border transactions between

associated enterprises based on what independent parties would have agreed in comparable
circumstances. It is relevant to highlight that even those authors who view the Brazilian rules as consistent

with the armés |l ength principleesaknaeswltéhcdage dtifdtert e o
outcomes; however, they add that this divergence is compensated by a greater degree of simplicity and

certainty compared to the OECD transfer pricing approach.

1.3.Brazil 6s positions on OECD | egaddtoi nstr ument
transfer pricing

17. Adherence to the OECD Guidelinesi s one of t h €ore®EnCijles,Wkich dandidates
to OECD membership are expected to follow. The specific commitment of OECD member countries in the
area of transfer pricing requires:

El'i minating double taxation through ensuring the p
Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, for the determination of
transfer pricihgtween associaterprises

9 Explanatory Statement (Exposi¢cdo de Motivos) n°® 470, 15 October 1996, paragraph 12 at pages 82-86 of the annex
document, available at this link: http://imagem.camara.gov.br/Imagem/d/pdf/DCD19NOV1996.pdf#page=43.

10 CARF, First Chamber, judgment 101-96665 (17.04.2008); CARF, Eigth Chamber, judgment 108-09.763
(29.01.2009); CARF, First Chamber, judgment 1103-00.60 (17.01.2012).
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18. The consistent application and adherence to a common international standard of transfer pricing
represented by armdéds | ength principle should ensure t'l
to the fact that the same profits are allocated to two different enterprises in two different jurisdictions.

19. Where such situation nevertheless arises, because one country increases the profits of an
enterprise due to application of transf emubletaxaionng r ul
is to be eliminated through a mechanism to be included in bilateral tax treaties, which provides for an
obligation of the other <contracting state to reduce
adjustment o). T h djustroentr may bepimpiethénted) eitreer on the basis of Article 9,

paragraph 2, of the OECD Model Tax Convention, which contains the explicit obligation for elimination of

double taxation, or it can also be implemented on the basis of an agreement reached under the mutual

agreement procedure contained in Article 25 of the OECD MTC.

20. As of today, Brazil has not adhered to the 1995 OECD Council Recommendation, the 2016 BEPS
Transfer Pricing Recommendation,*! which means that Brazil has not undertaken the commitment to follow
the OECD Guidelines. Brazil has not adhered to the 2008 Council Recommendation on Attribution of Profits
to PEs either.

21. Brazil has also expressed a position on Article 9 of the OECD MTC to reserve the right not to insert
paragraph 2 in their tax treaties. In this regard, it is worth noting th
contain paragraph 2 of Article 9 of the OECD MTC.

22. Brazil expressed its position on the OECD Transfer Pricing Guidelines in an OECD instrument for

the first time in 2011. At that time, Brazil requested the insertion of a footnote in the OECD Guidelines for

Multinational Enterprises6Tax Chapter indicating that "one nofOECD adhering country, Brazil, does not apply the
OECD Transfer Pricing Guidelines in its joresictiocordingly the use of the guidance in those Guidelines by multinational
enterprises for purposes of determining taxable income from their operations in this country does nohepaly in the light o
obligations set out in the legislatichaxfithtty?

23. More recently, in 2017, Brazil expressed a position on the Commentary on Article 9 of the
OECD MTC stating:

Brazil reserves its right to provide for an approach in its domestic legislation that makes use of fixed margins
derived from indugtrgictices in line with the arm's length principle. In consequence, it reserves the right not

to adhere to the application of the Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations where the guidelines contradict this approach

24. Itis important to also analyse the commitments of Brazil in the context of the BEPS Project. Brazil,

as a G20 country, formally endorsed the final BEPS package at the G20 Summit in 2015, which included

the Report on BEPS Actions 8-10 covering transfer pricing. The Explanatory Statement of the BEPS

Actions 8-10 Final Report states that the revised guidance contained in the report "represents an agreement of

the countries participating in the OECD/G20 BEPS Project. For countries that forrnte\f saufsferiBritong Guidelines,

the guidance in this Report takes the form of amendments to the Transfer Pricing Guidelines. Thereforethis Report also
how the changes will be incorporated in those Guidelines

1 This legal instrument allows non-OECD members to adhere to the guidance in the Reports on Actions 8-10 and 13

without adhering to the rest of the guidance in the OECD Guidelines. Actually, the Executive Summary of the 2015

BEPS Package (para. 11) indicates that "existing standards have been updated and will be implemented, noting however that
not all BEPS participants have endorsed the underlying standards on tax treaties tr transfer pricing

2 OECD (2011), OECD Guidelines for Multinational Enterprises, OECD Publishing.
http://dx.doi.org/10.1787/9789264115415-en.
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25.

In the case of Brazil, this agreement was qualified by the following footnote:

Brazil provides for an approach in its domestic legislation that makes use of fixed margins derived from industry
practices and considers this in lapplythisapprbabh t he ar mé¢
and wil|l use the guidance in this report in this ¢
1 of the OECD and UN Model Tax Conventions and a case of double taxation arises that is captured by this
Treaty provisidrazil will provide access to MAP in line with the minimum standard of Action 14.
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Z Description oftages and
methodology

The first phase of the A Tr ans f er Pr pragectwgs initiated Bitha z i | 0
work programme organised in three stages over a 15-month period. This

phase set out to conduct an analysisofBr azi | 6 s exi sting tran
and administrative framework and its practical application; an assessment of

the strengths and weaknesses of that framework; and the exploration of

options for closer alignment between the transfer pricing rules applied by

Brazil and the international OECD standard. This chapter describes this

process and the methodology used for the assessment.
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2.1. Description of thestagesof t he ATransfer Peccing

26. With the aim to carry out a dialogue on transfer pricing matters wi t h  BReeeitai Fedéral do

Brasi( RFB), the OECD | aunched, jointly with RF®&agest he
over a 15-month period, the project involved an anal ysi s of Brazil 6s exi

administrative framework and its practical application; an assessment of the strengths and weaknesses of
that framework; and the exploration of options for closer alignment between the transfer pricing rules
applied by Brazil and the international OECD standard.

27. The project was initiated with a preparatory stage (Stage 1), during which the OECD Secretariat
carried out initial research and a desk-based analysis of the key elements and issues in relation to transfer
pricing in Brazil. The project was officially announced on the launch event which took place in Brasilia on
28 February - 1 March 2018. This event also allowed for the collection of input from academia and the
business community and provided an opportunity to hold initial discussions with and receive input from
RFB officials during a joint inception workshop held on 2 March 2018. Following this event, the findings
from the preliminary research and analysis were summarised in a first report providing a high-level
overview of the legal and administrative framework of transfer pricing in Brazil, based on an initial review
of primary and secondary legislation, as well as a review of the relevant academic and professional
literature, and information collected from preliminary interviews with selected tax practitioners and business
representatives in Brazil. The objective of the report was to make a preliminary identification of key issues
to focus on and analyse in depth in the next stage of the project.

28. The outcome of the second stage of the project (Stage 2) was a second report containing an in-
depth analysis of B r a zaxistidgstransfer pricing rules and administrative practices based on detailed
discussions, assessment, comparisons and clarifications provided by RFB as well as additional input from
key stakeholders i namely the multinational enterprises (MNES) applying these rules on a day-to-day basis
and representatives of the tax administrations of jurisdictions which represent their major trading and
investment partners. The report describes the existing gaps and differences in the Brazilian transfer pricing
rules and practices as compared to the OECD standard, as well as an assessment of the strengths and
weaknesses of the framework. The objective of the assessment was to determine whether these rules,
where they diverge from the internationally accepted OECD standard, effectively serve the dual policy
objective of securing the appropriate tax base in each jurisdiction and avoiding double taxation. The
assessment also considers whether these rules achieve broader tax policy objectives, namely ensuring
efficiency of tax administration, ease of tax compliance, and tax certainty. Accordingly, the methodology
required to first identify the similarities and differences between the transfer pricing rules in Brazil and the

gui dance for applying the armbés | engt handathermetevaptl e

OECD guidance, and then to assess how these differences interact with the policy objectives pursued by
the adoption of transfer pricing legislation in the particular case of Brazil.

29. The third stage of the project further endeavoured to continue the dialogue with RFB with a view
to identifying possible options for alignment between the transfer pricing rules and practices in Brazil, and
the OECD transfer pricing standard. The third stage built on the findings of the assessment of the strengths
and weaknesses performed in Stage 2.

30. The assessment of the strengths and weaknesses of existing transfer pricing rules and
administrative practices in Brazil was divided in two main workstreams:

1T The fAgap anal ysi so whi fferenceshetweenitte Brazlianttrénsfer pripirgc i f i ¢

rules and the OECD Transfer Pricing Guidelines; and

1T The fiassessment of ef f ethasystem based oofivevobjectvécritaria:gi}e s s e s

prevention of BEPS risks; (ii) prevention of double taxation; (iii) ease of tax administration; (iv) ease
of tax compliance; and (v) tax certainty.
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31. Both workstreams have been carried out jointly with RFB. The preliminary findings identified by
the OECD Secretariat were extensively discussed and commented on by RFB. Clarifications and
explanations by RFB were instrumental in ensuring the correctness, completeness and validation of the
information at various points of the process. The findings and their description, as presented in this report,
were approved by RFB.

32. In addition, the analysis involved the structured contribution of key stakeholders. Accordingly, the
findings of the analysis were supplemented by input collected from taxpayers (Brazilian-headquartered
MNE groups and foreign-headquartered MNE groups with operations in Brazil) and countries which are
major trading and investment partners of Brazil through questionnaires prepared in collaboration with RFB.
A third questionnaire was also addressed to RFB, which allowed the collection of additional input on
specific issues and administrative practices.

2.2. Methodology for the assessment

33. The following sections describe in more detail the methodology for the gap analysis and the
assessment of effectiveness. Information on the activities conducted under the first phase of the project is
also included.

2.2.1. Gap analysis

34. The methodology for the gap analysis requires identifying gaps and issues in the Brazilian transfer
pricing rules and administrative practices using the OECD Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations as a benchmark.'® For each chapter of the OECD Guidelines, the
analysis considered whether the main concepts, elements and objectives of the guidance were reflected
in the Brazilian fr amewor kengthlgrircipleatp finbncial &rdnsactions was t he a
assessed with reference to the standards and principles set out in the Guidelines as well, and with
reference to the discussion draft providing guidance on intra-group financing issues, taking into
consideration that the final version of this guidance has not yet been released to the public.1* The issues
discussed in the OECD Guidelines also arise in the treatment of permanent establishments,'® so the
relevant guidance (i.e. the Report on the Attribution of Profits to Permanent Establishments and the
Additional Guidance on the Attribution of Profits to a Permanent Establishment under BEPS Action 7) was
also made part of the analysis.?® Part Il of this report contains the comparative analysis of the existing
transfer pricing rules and administrative practices in Brazil vis-a-vis the OECD Guidelines.

35. The objective of this analysis is to identify issues in the form of gaps (i.e. areas left unaddressed
by the existing transfer pricing framework) and divergences, before considering how they may potentially
undermine the policy objectives of transfer pricing rules as well as other more general policy objectives.

13 oECD (2017), OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations 2017,
OECD Publishing, Paris, https://doi.org/10.1787/tpg-2017-en.

14 The discussion draft, whi ch i s nbeyetpresebting a cosserfsus position of the Committee on Biscal Affairs
its subsidiary bodies and was published to i isavalalde atcvovmoeehorgfax/fransiem t he pu
pricing/BEPS-actions-8-10-transfer-pricing-financial-transactions-discussion-draft-2018. pdf.

15 see paragraph 11 of the Preface to the OECD Guidelines.

16 These reports are available at the following links: www.oecd.org/ctp/transfer-pricing/45689524.pdf; and:
www.oecd.org/tax/transfer-pricing/additional-guidance-attribution-of-profits-to-permanent-establishments-BEPS-

action-7.pdf.
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Table2.1. Overview btheOECD transfer pricing framework

Overview of the contents dDE@D Transfer Pricing Guidaliesther relevant guidance used as a
benchmark for the analysis

Topic Benchmark
The armés |l ength principle Chapter | of tECDGuidelines
Transfepricing methods Chapter Il of tRECDGuidelines
Comparability analysis Chapter Ill of tEECDOGuidelines
Administrative approaches to avoiding and resolving transfer pric ~ Chapter IV of tid&CDGuidelines
Documentation Chapter V of tiECDOGuidelines
Special considerations for intangibles Chapter VI of t&ECDGuidelines
Special considerations forgnti@p services Chapter VII of to&ECDGuidelines
Cost contribution arrangements Chapter VIII of t&CDGuidelines
Transfepricing aspects of business restructurings Chapter IX of tdECDGuidelines

Transfer pricing aspects of financial transactiegreujnfirancing Chapterslll of th©ECDGuidelines
and discussion dr:

Attribution of profits to a permanerisbshaint Guidance on attribution of prof
permanent establishme

2.2.2. Assessment of effectiveness

36. In order to determine the interaction between divergences or gaps and the policy objectives of
transfer pricing rules, the methodology required performing an assessment of the effectiveness of the
concerned rules according to objective criteria. These criteria are derived from the dual objective of transfer
pricing rules, i.e. securing the appropriate tax base in each jurisdiction and avoiding double taxation, and
other important tax policy objectives, i.e. ease of tax administration, ease of tax compliance and tax
certainty.

37. The main objective of transfer pricing rules is the appropriate allocation of the tax base in each
jurisdiction.” This objective achieves two goals: by ensuring the appropriate allocation of the tax base in
each jurisdiction, it addresses some BEPS risks resulting from inappropriate allocation of the tax base, but
also contributes to achieving prevention of double taxation.® Additional criteria selected for the purposes
of the assessment include other general tax policy objectives, namely ease of tax administration, ease of
tax compliance, and tax certainty.

38. These five criteria have been selected for the assessment because they correspond to important
policy objectives that are relevant to transfer pricing legislation, and which form the basis for developing
guidance on a common approach to applying internationally agreed principles.

39. It should be noted that not all of the issues identified through the gap analysis lend themselves to
an assessment of their effectiveness. Therefore, this assessment of effectiveness is only performed where
appropriate and relevant.

40. To the extent possible, a similar assessment of the OECD Guidelines is also performed in parallel
to comparatively measure the effectiveness of the Brazilian framework against the OECD framework.

41. The assessment of effectiveness was complemented by the contributions of external stakeholders.
They included academics, practitioners, tax representatives of MNE groups with operations in Brazil, and
tax officials from the tax administrations of jurisdictions whicharec onsi der ed t o IlraingBr azi | 6
and investment partners. This input was collected on various occasions throughout the project and also

17 see paragraph 4 of the Preface to the OECD Guidelines.
18 See paragraph 7 of the Preface to the OECD Guidelines.
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through more formal and structured contributions. The formal contributions made by business and key
trading partners are discussed in Section 2.3.

42. The outcome of the assessment for each criterion is nuanced for a number of issues. In other
words, different cases and situations may lead to different outcomes under the application of the
same rules.

43. No attemptis made as part of this assessment to quantify the effectiveness of the Brazilian transfer
pricing framework.

Prevention of BEPS risks

44. As noted above, one prong of the dual objective of transfer pricing rules is to secure the appropriate

tax base in each jurisdiction. This concerns the risks of inappropriate taxation (including under-taxation),

in particular risks of base erosion and profit shifting (theso-c al | ed ABEPS riskso) and exp
of unintended double non-taxation.

45, In applying the principles concerning the taxation of MNEs incorporated in the OECD Model Tax
Convention, including Article 9 of the OECD MTC, one of the most difficult issues that has arisen is the
establishment for tax purposes of appropriate transfer prices.'® In this respect, alignment of domestic
transfer pricing rules with the internationally accepted principles set forth in the OECD Guidelines has the
potential to provide countries with the necessary tools to fight base erosion and profit shifting by MNEs.

46. Aligning domestic transfer pricing rules with the internationally accepted principles set forth in the
Guidelines also provides a level playing field between countries. This level playing field further reduces
BEPS opportunities and cross-border tax arbitrage, which may be one of the key motivating factors for
MNE groups to exploit these opportunities, and which consequently leads to BEPS practices.

47. For some elements of the transfer pricing system in Brazil, it may be the case that BEPS risks will
arise in Brazil, but in some cases they may also arise in other jurisdictions than Brazil. This possibility is
also reflected in the assessment.

Prevention of double taxation

48. The other prong of the dual objective of transfer pricing rules is to avoid double taxation.
International double taxation encompasses both so-called juridical double taxation and economic double
taxation. Juridical double taxation arises when comparable taxes are imposed in two or more states on the
same taxpayer in respect of the same taxable income or capital. For instance, double taxation may arise
where income is taxable in the source country and in the country of residence of the recipient of such
income. Economic double taxation arises if more than one person is taxed on the same item. This could
be the case where a controlled transaction takes place between two associated enterprises and different
approaches to transfer pricing have been applied among countries, thus leading to different outcomes.

49, The international aspects of transfer pricing are more difficult to deal with (than the domestic
aspects, which are not considered in the OECD Guidelines) because they involve more than one tax
jurisdiction and therefore any adjustment to the transfer price in one jurisdiction implies that a
corresponding change in another jurisdiction is appropriate. However, if the other jurisdiction does not
agree to make a corresponding adjustment the MNE group will be taxed twice on this part of its profits. In
order to minimise the risk of such double taxation, an international consensus is required on how to
establish transfer prices on cross-border transactions for tax purposes. In the absence of adherence to
common principles and approaches, the risks of double taxation are amplified.

19 see paragraph 11 of the Preface to the OECD Guidelines.
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Ease of tax administration

50. Among the broader tax policy objectives that should also be considered in elaborating transfer
pricing rules, one should particularly consider ease of tax administration, which refers to the administrative
burden borne by the tax authorities and the associated mobilisation of resources employed for the control
of transfer prices.?° The general importance of reducing compliance burdens is set out in the introduction
to the OECDO6s Tax Adm#nistration Series 2019.

51. Capacity concerns are important for a large number of countries, in particular developing countries,
hence the need to consider whether alternative, simplified rules 1 if they are easier to apply i could be
deemed more effective. Correlatively, the complexity related to certain aspects of transfer pricing guidance
found in the OECD Guidelines, which could make them less efficient in the specific context of, e.g., lower-
capacity tax administrations, is also taken into consideration for the assessment.

52. This criterion is intended to recognise, where appropriate, the merits of transfer pricing rules which
are easy to administer for tax administrations and improve effectiveness of tax collection and
administration.

Ease of tax compliance

53. Also among general tax policy objectives, ease of tax compliance represents the extent of the
compliance burden and costs that should be borne by a taxpayer.2? In principle, these compliance costs
should remain reasonable. Compliance concerns are addressed in the OECD Guidelines in different
sections, notably in the context of performing a comparability analysis.23

54, The need for comparability analyses arguably exacerbates the burden of taxpayers. For example,
it is recognised in the Guidelines that the cost of information can be a real concern, especially for small to
medium sized operations, but also for MNESs that deal with a very large number of controlled transactions
in many countries.

55. This criterion is intended to recognise, where appropriate, the merits of transfer pricing rules which
are easy to comply with for taxpayers.

20 The relevant work of the OECD Forum on Tax Administration (FTA) consulted for the purpose of the assessment,
which aims to help tax administrations increase the efficiency, effectiveness and fairness of tax administration, is
available on the FTA website: www.oecd.org/tax/forum-on-tax-administration/publications-and-products/. In particular,
see OECD (2016), Rethinking Tax Services: The Changing Role of Tax Service Providers in SME Tax Compliance,
OECD Publishing, Paris, https://doi.org/10.1787/9789264256200-en; and OECD (2014), Tax Compliance by
Design: Achieving Improved SME Tax Compliance by Adopting a System Perspective, OECD Publishing,
Paris, https://doi.org/10.1787/9789264223219-en.

21 OECD (2019), Tax Administration 2019: Comparative Information on OECD and other Advanced and Emerging
Economies, OECD Publishing, Paris, https://doi.org/10.1787/74d162b6-en, Section 1.1.

22 The relevant work of the OECD Forum on Tax Administration (FTA) consulted for the purpose of the assessment,
which aims to help tax administrations increase the efficiency, effectiveness and fairness of tax administration, is
available on the FTA website: www.oecd.org/tax/forum-on-tax-administration/publications-and-products/.

23 See paragraphs 3.80 and subsequent of the OECD Guidelines.
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Tax certainty

56. Increasing evidence suggests that various forms of tax uncertainty adversely affect investment
and trade.?* A main source of tax uncertainty in the context of the OECD Guidelines relates to misalignment
of domestic transfer pricing rules with the internationally accepted principles set forth therein.

57. Also useful are the key findings of the surveys conducted as part of the work on tax certainty,
although targeted at OECD and G20 countries, which revealed the main causes of tax uncertainty for
business and tax administrations.

58. The issues raised related to:

1 Tax administration (bureaucracy to comply with tax legislation, including documentation
requirements, compliance costs, and unpredictable or inconsistent treatment by the tax authority);

1 International tax issues (inconsistency or conflict between two or more tax administrations in the
application of international tax standards, lack of international experience within the tax
administration, and the evolution of new business models);

i1 Dispute resolution mechanisms (lengthy processes, unpredictable or inconsistent application of
international standards); and

1 Legislative and tax policy design (complexity in tax legislation, unclear and poorly drafted
legislation).

59. The assessment with respect to tax certainty is performed in consideration of these drivers of tax
uncertainty. It also differentiates between tax certainty from a domestic perspective and tax certainty from
an international perspective, considering, e.g., that companies headquartered in Brazil may benefit from a
degree of certainty as well as foreign companies who may rely on tax certainty when exploiting the
weaknesses of existing rules; but tax certainty matters also from the cross-border perspective i to ensure
that the existing divergences do not give rise to disputes and challenges raised by tax administrations in
other jurisdictions.

2.2.3. Project activities

60. Thestagesof the ATranBrfazi IPF ign ;mjge dtn i whadilitescdrried i

out by the OECD Secretariat in collaboration with RFB.

61. The activities carried out over the course of the 15-month project can be categorised into: (i) desk-
based analysis performed by OECD Secretariat for the purposes of producing preliminary findings;
(i) analysis and incorporation of the input provided by RFB in writing or in person during joint workshops,
bilateral meetings, and also in response to a tailored questionnaire; (iii) analysis and incorporation of the
input provided by external stakeholders, including through written responses to tailored questionnaires (for
the business community and major trading and investment partners) and meetings with business
representatives; and (iv) consolidation of the information collected into this report.

2.3. Collection of input

62. The structured contribution of key stakeholders was made possible with tailored questionnaires.
The input collected from taxpayers (Brazilian-headquartered MNE groups and foreign-headquartered MNE
groups with operations i n Br azsened tofeaddthe dhalysiz, notablysto
inform and complement the analysis with information on practical experience. A third questionnaire was

24 See OECD/IMF Report on Tax Certainty - 2018 Update, www.oecd.org/tax/g20-report-on-tax-certainty.htm.
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also addressed to RFB with specific questions regarding the practical experience of administering the
Brazilian transfer pricing rules.

2.3.1. Business stakeholders

63. The questionnaire for business covering the various aspects of the transfer pricing framework in
Brazil was used for the purpose of enhancing the assessment of the strengths and weaknesses of existing
transfer pricing rules and administrative practices in Brazil. More precisely, the questionnaire contained
questions regarding the following aspects of the transfer pricing framework in Brazil:

=

Scope of transfer pricing legislation;

Relevance of the comparability analysis in the application of transfer pricing rules;
Transfer pricing methods;

Comparability analysis and comparability adjustments;

Transfer pricing adjustments and prevention/elimination of double taxation;
Transfer pricing documentation;

Intangibles;

Intra-group services;

Cost-contribution arrangements;

Business restructurings; and

=A =4 =4 =4 =4 4 4 4 -4

Other more general questions.

64. The questionnaire was distributed with the assistance of Business at OECD, which also ensured
co-ordination with professional and trade associations, including the Confederacdo Nacional da
Industria (CNI), Grupo de Estudos Tributarios Aplicados (GETAP), Forum das Empresas Transnacionas
(CNI-FET) and Forum de Competitividade das Exportacdes (CNI-FCE). Through the sectorial industry
associations represented by CNI (e.g., automotive, chemicals, pharma, extractives, etc.) the questionnaire
reached hundreds of MNEs. Co-ordination with Business at OECD ensured that the questionnaire reached
the appropriate headquarters abroad, not only through direct engagement with MNEs which actively
participate in Business at OECD. Accordingly, it is understood that the questionnaire was delivered to the
tax departments of most, if not all, major MNEs worldwide.

65. A total of 51 questionnaires from a broad range of industry sectors were submitted by both
Brazilian-headquartered MNEs and foreign-headquartered MNEs with operations in Brazil. Annex A
contains a summary of their input.

66. A number of meetings were organised with business stakeholders to collect their inputs in addition
to the written questionnaires. An additional meeting with CNI and business stakeholders took place on
1 February 2019 in Brasilia, following the collection of input, to present an overview of the submissions
and validate the findings. It was also an opportunity to elaborate on specific issues and raise additional
concerns. The summary of business comments was shared with and approved by all respondents.

2.3.2. Major trading and investment partners

67. A questionnaire for jurisdictions which are considered to be major trading and investment
partners of Brazi | al so referred t dnthissepditkcevgring variaus aspegts qf the
transfer pricing framework in Brazil served to collect input on their perception of and experience with the
existing Brazilian transfer pricing rules and administrative practices.
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68. The questionnaire was structured in the following way:

i1 Section A. Perception of the Brazilian transfer pricing system;

1 Section B. Potential challenges to trade and investment related to the transfer pricing framework
in Brazil;

1 Section C. Avoiding and resolving transfer pricing disputes; and
1 Section D. Capacity and resources.

69. The questionnaire was distributed to a list of 39 countries, selected based on: (i) inbound/outbound
volume of transactions; and (ii) foreign direct investment (in- and out-) flows. The selected countries had
(i) high volumes of importations; or (ii) of exportations; or (iii) high volumes of both import and export
transactions combined. Most of these countries also ranked high based on the foreign direct investment
data. In addition, a number of countries were selected for other reasons, including historic relations.

70. Sixteen countries submitted the full questionnaire and four additional countries, who reported to
have little or no experience with transfer pricing rules in Brazil to report on submitted answers only to
questions in Section D dealing with capacity and resources. Amongst the twenty countries that provided
(complete or partial) input, fifteen are OECD members. A total of ten of the responding countries have
concluded a bilateral tax treaty (currently in force) with Brazil.

71. A briefing workshop took place on 27 June 2019 in Paris, bringing together officials from the
OECD Secretariat and RFB, and representatives from the tax administrations of key trading partners. The
purpose of the workshop was to provide an update on the project, to present a summary of their input, and
to exchange views on the findings.

2.3.3. Receita Federal

72. The third questionnaire addressed to RFB served to collect further information regarding the
practical experience with administration of the Brazilian transfer pricing system, such as the number of
affiliates of foreign MNESs operating in Brazil or headquartered in Brazil, above and below the Country-by-
Country (CbC) threshold, statistical data of the frequency of application of the different transfer pricing
methods, the current capacity and resources dedicated to transfer pricing, among others. It also included
a section on attribution of profits to permanent establishments under Brazilian domestic and treaty law.

2.4. Milestones of the project

2.4.1. Launch event

73. The launch event held in Brasilia on February 28 - March 1 2018 marked the official start of the
joint dialogue.?® This two-day event consisted of keynote speeches delivered by high-level representatives,
roundtable discussions among key stakeholders representing the business sector, and several panels
dedicated to technical discussions among tax experts from both the private and public sectors. This event
allowed OECD and RFB to collect initial input on the experience of both the business sector and
government of fi ci alewtradingpadnerme of Brazil 6s

25 see the press release available on the OECD website: www.oecd.org/tax/oecd-and-brazil-launch-project-to-
examine-differences-in-cross-border-tax-rules.htm. Remarks by OECD Secretary General Angel Gurria can be read
at: www.oecd.org/tax/launch-of-transfer-pricing-work-programme-brazil-2018.htm.
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2.4.2. High-level event

74. A high-level event hosted by National Confederation of Industry (CNI) brought together
approximately 300 senior officials from the Brazilian government, the OECD, representatives of MNEs
operating in Brazil, and government representatives from Brazil's key trading partners,?® with the objective
of presenting the results of the assessment of the strengths and weaknesses of Brazil's existing transfer
pricing framework and possible options for Brazil's alignment with the OECD standard. A joint statement
by OECD and RFB was issued on the occasion of the event.?’

26 The press release is available on the OECD website: www.oecd.org/tax/oecd-and-brazil-share-outcomes-of-project-
to-align-brazil-s-transfer-pricing-rules-to-oecd-standard.htm.

2" The joint statement can be consulted at: www.oecd.org/tax/transfer-pricing/joint-statement-oecd-brazil-transfer-
pricing-project-july-2019.pdf; it is also available in Portuguese at: www.oecd.org/tax/transfer-pricing/declaracao-
conjunta-projeto-precos-de-transferencia-ocde-brasil-julho-2019.pdf.
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l.The armos | engt

The first chapter containstheanal ysi s of Brazil 0s
rules as compared with Chapter | of the OECD Transfer Pricing Guidelines
providing a backgroundd i scussi on of the ar mods
international transfer pricing standard that OECD member countries have
agreed should be used for tax purposes by MNE groups and tax
administrations. This principle is the cornerstone of the Guidelines, the
purpose of which is to elaborate and clarify its application. The main findings
of the analysis are the absence of

rel e

engt

rest

in Brazilds system and that the concept

transaction is not reflected in the rules and practices. There are also
differences pertaining to the material, personal and territorial scope of
application of the rules. These three issues are then separately assessed
according to the policy objectives of transfer pricing rules.
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1.1.St at ement of the armdéds | ength principle

75. The authoritative statement of the armds | ength

OECD Model Tax Convention:

[Where] conditions are made or imposed between the two [astewpiaded]in their commercial or

financial relations which differ from those which would be made between independent enterprises, then any
profits which would, but for those conditions, have accrued to one of the enterprises, but, by reason of those

condtions, have not so accrued, may be included in the profits of that enterprise and té&ed accordingly.

76. In the view of OECD member countries, the armoés |

transfer prices and conditions set among associated enterprises and the OECD Guidelines stress the
i mportance of maintaining the armbés |l ength prin

77. The armés |l ength principle is justified bec
the appropriate tax base in each jurisdiction and avoiding double taxation, thereby minimising conflict
between tax administrations and promoting international trade and investment.2®

78. When transfer pricing does not reflect market forces and the arm's length principle, the profits of
associated enterprises may be adjusted for tax purposes as necessary to correct any distortion in the tax
liabilities of the associated enterprises and the tax revenues of the host countries, and thereby ensure that
the arm’s length principle is satisfied. An appropriate adjustment is achieved by establishing the conditions
of the commercial and financial relations that would be found between independent enterprises in
comparable transactions under comparable circumstances. Where both countries in which an MNE
operates make adjustments following the same principle, the potential double taxation will be prevented or
eliminated.

111.Restatement of the armbés | ength principl

79. By way of introduction,3® the OECD transfer pricing framework revolves around two key OECD
instruments, namely the 1995 OECD Council Recommendation,3! and the 2016 BEPS Transfer Pricing
Recommendation.®? They contain important OECD recommendations in relation to the standards and
principles applicable in the area transfer pricing. Another key OECD instrument closely related to transfer
pricing is the 2008 Council Recommendation on Attribution of Profits to Permanent Establishments,33
which concerns issues discussed in a separate section of this report.3*

28 Article 9, paragraph 1, OECD (2017), Model Tax Convention on Income and on Capital: Condensed Version 2017,
OECD Publishing, Paris, https://doi.org/10.1787/mtc_cond-2017-en.

2 gee paragraph 7 of the Preface to the OECD Guidelines.
30 5ee Chapter 1 of Part 1 for a more detailed description of the instruments and their recommendations.

31 Recommendation of the Council on the Determination of Transfer Pricing between Associated Enterprises, as last
amended in 2017, OECD/LEGAL/0279.

32 Recommendation of the Council on Base Erosion and Profit Shifting Measures Related to Transfer Pricing,
OECD/LEGAL/0424.

33 Recommendation of the Council on Attribution of Profits to Permanent Establishments, as amended in 2009 and
2010, OECD/LEGAL/0368.

34 See Part 2, Chapter 11, of this report.
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80. Ensuring the pri macy plefas dettoetinse Guidslines is alsp tetuireg ofi n c i
OECD member countries as one of t hCorePiadpRs. Commi ttee on

Bilateral tax treaties

81. The application of transfer pricing rules that would be based on different standards or principles,
or that would be interpreted inconsistently even if based on the same principle, creates a risk of economic
double taxation. These types of economic double taxation can be resolved through Article 9 in bilateral tax
treaties (and/or Article 25 under a mutual agreement procedure), but achieving this objective requires
common understanding and interpretation of the armds |

82. When countries or jurisdictions sign bilateral tax treaties containing Article 9 of the OECD MTC (or
an equivalent article), that article will usually be interpreted in accordance with the OECD Guidelines,
setting the boundaries for the application of the transfer pricing rules in the domestic legislation of the
contracting states in relation to transactions that are covered by the provisions of Article 9.3 It is worth
noting that Article 9 of both the OECD MTC and the UN
is also confirmed by the UN Practical Manual on Transfer Pricing, which includes the following statement:

The United Nations Model Double Taxation Convention between Developed and Developing Countries

considers (at ArticieiBssociated Enterpris§s wh et her conditions in commerc
between related enterprises, such astwb pagsomu | t i nffarfroamahose vhich woolld e made d
between independent enterprises The same test is applied-at Article

operation and Development (OECD) Model Tax Convention on Income ¥#nd on Capital.

83. To ensure that double taxation resulting from the application of transfer pricing rules is relieved, it
is desirable for countries and jurisdictions to develop a network of bilateral tax treaties containing Article 9
to align their domestic transfer pricing legislation with the relevant internationally agreed principles.

Domestic legislation

84. The adoption of a transfer pricing system embodyi
achieving the dual objective of securing the appropriate tax base in each jurisdiction and avoiding double
taxation.%”

85. It is emphasised in the Guidelines that alignment of domestic transfer pricing rules with the
internationally accepted principles has the potential to provide countries with the necessary tools to fight
base erosion and profit shifting by MNEs, provide MNEs with tax certainty, and provide a level playing field
between countries and between MNEs and independent enterprises.38

86. Further, the Guidelines stress that a depdaarture f
the sound theoretical basis behind the principle and threaten the international consensus, which would
result, among other things, in a significant increase of the risk of double taxation.? It is therefore desirable

35 The Guidelines representd nt er nati onal ly agreed principledengthnd pr o
principle of which Article 9 is the authoritative statem®BGD (2017), "Commentary on Article 9", in Model Tax
Convention on Income and on Capital: Condensed Version 2017, OECD Publishing,

Paris, https://doi.org/10.1787/mtc_cond-2017-12-en.

36 See the Foreword of the United Nations Practical Manual on Transfer Pricing (2017), at paragraph 2.
37 see paragraph 7 of the Preface to the OECD Guidelines.

38 See OECD, Transfer Pricing Legislation i A Suggested Approach, June 2011, available at: www.oecd.org/ctp/tax-
global/3.%20TP_Legislation_Suggested Aproach.pdf.

3 see paragraph 1.15 of the OECD Guidelines.
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to avoid any significant discrepancy between domestic transfer pricing legislation and internationally
agreed principles.

87. Finally, it is specified in the introduction of Chapter | of the Guidelines that it should not be assumed
that the conditions established in the commercial or financial relations between associated enterprises will
invariably deviate from what the open market would demand. In other words, the consideration of transfer
pricing should not be confused with the consideration of problems of tax fraud or tax avoidance, even
though transfer pricing policies may be used for such purpose.

1.1.2. Scope of application

88. The scope of application of transfer pricing rules aims to establish the personal scope, which is
demonstrated through a definition and/or other approaches to determinate whether enterprises are
associated or related and the material scope, which sets out the types of transactions which are covered.
Finally, the scope of application aims to establish the territorial scope i i.e. whether the transfer pricing
rules only apply to cross-border transactions or to domestic transactions as well.

Personal scope

89. TheOECDGui del i nes twoenterprides ard assadiatedienterprises with respect to each other if one
of the enterprises meets the conditions of Articia@gsaphta) or 1b) of the OEDC MTC with respect to the other
enterprise .

90. These conditions are the following:

Where a) an enterprise of a Contracting State participates directly or indirectly in the management, control or
capital of an enterprise of the othiea€ioig State, or b) the same persons participate directly or indirectly

in the management, control or capital of an enterprise of a Contracting State and an enterprise of the other
Contracting Stéfe.

91. Article 9 does not provide a minimum level of participation.

92. The personal scope of application of transfer pricing rules, i.e. the definition of associated
enterprises, including the level of participation, is usually specifically provided for in the domestic law and
may vary among countries or jurisdictions. For example, the definition of control or management may be
different from one jurisdiction to another. As a result, the personal scope may be broader or narrower in
each jurisdiction.

Box1.1. Cancept ofassociated enterprises

Examples in OECD member countries

Domestic rules may refine (by restricting or expanding) what transactions or arrangements are subject
to transfer pricing rules based on the conditions set for two entities or persons to be considered
fassociated enterpriseso. A number of OECD me
considers unrelated parties as related for transfer pricing purposes.

40 oECD (2017), Model Tax Convention on Income and on Capital: Condensed Version 2017, OECD Publishing,
Paris, https://doi.org/10.1787/mtc_cond-2017-en, Article 9, sub-paragraphs 1(a) and 1(b).
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Czech Republic

The personal scope of transfer prseimgr s apfesastha
have created a relationship mainly for the purposes of tax avoidance (by reducing the tax base or iacree
provided in Section 23, paragraph 7, of the Income Tax Act. Thus, the definition of related parties
includes situations where otherwise unrelated parties have created a legal relation mainly for the
purpose of reducing their tax base or increasing their tax loss. This allows the application of transfer
pricing rules also to transactions between unrelated parties in tax avoidance cases.

Chile

The definition of fAassociated enterpriseso in
there is a transaction with a foreign company incorporated or having its domicile in a country or territory
considered to have a preferential tax regime, as specified in a list published by the Ministry of Finance
(see Decree 628 of 3 December 2003); or when one of the parties performs one or more operations
with a third party that in turn performs, directly or indirectly, with a related subject of that party, one or
more operations similar or identical to those performed with the first party, regardless of the status of
this third party or of the parties involved in these operations

Italy

The transfer pricing rules in Italy apply only to transactions carried out by entities connected by a link
of interdependence, which is defined by Articl
The Ministerial Decree of 14 May 2018 provides guidelines for the application of the provisions of that
article, which is supplemented by further guidance provided through regulations and circular letters.
Circular Letter 32/9/2267 provides a list of illustrative examples that, jointly or separately, may indicate
the existenceof ficontr ol 06 includes, among others, t he
other enterprise; the inability of an enterprise to operate without capital, products and technical
cooperation given by another enterprise (this includes joint ventures); the right to appoint directors or
managerial staff, common members of the board of directors or of the managerial staff; family
relationship between the parties; the granting of large credits or extensive financial dependence;
participation of theenterpr i se i n supply/ purchasing stations;
consortia, particularly when they aim at fixing prices; the control of supplies or outlets; a series of
contracts which lead to a monopoly situation; generally speaking, all cases in which potential or actual
influence on business decisions is exerted.

Portugal

In order to contravene harmful tax competition, the transfer pricing rules in Portugal apply to any
transactions entered into between resident entities or non-resident entities with a permanent
establishment in Portuguese territory and entities located in low-tax jurisdictions. Thus, all transactions
between a resident entity or a non-resident entity with a permanent establishment in Portuguese
territory and an entity located in a listed country or jurisdiction which clearly has a more favourable tax
regime are considered controlled transactions, regardless of any other connection criteria between the
two entities, for instance as a result of capital or voting rights. See Article 63(4)(h) of the Corporate
Income Tax Code and the list in Appendix IV.

NoteThe information in this box was retrieved from various, readily available, public sources, including the @EQIN(Fy
Profilesind the relevant souecgslation. Se@ww.oecd.org/tax/traRsfiging/transfpricinecountryprofiles.htm

TRANSFER PRICING IN BRAZIL: TOWARDS CONVERGENCE WITH THE OECD STANDARD © OECD/RFB 2019


http://www.oecd.org/tax/transfer-pricing/transfer-pricing-country-profiles.htm

| 47

Material scope

93. The material scope is broad in the OECD Guidelines. According to the Guidelines, a transfer price
can be charged for any related-party transaction, such as a transfer of goods, assets, rights, or services.
Special considerations are provided for specific types of transactions, such as commodity transactions,
transactions involving the transfer or use of intangibles (including hard-to-value intangibles), intra-group
services, transactions carried out as part of cost contribution arrangements or in the context of business
restructurings. New guidance addressing financial transactions, which has not been finalised yet, is also
underway.*!

94. On the other hand, some jurisdictions may accidently or deliberately establish a narrower material
scope for the application of transfer pricing rules and thus exclude certain types of transactions from the
scope of transfer pricing rules in their domestic law. In such cases, the transactions outside of the scope
of transfer pricing legislation do not fall under review and scrutiny from a transfer pricing perspective, but
other general or special rules may still apply to achieve the relevant tax policy objectives.

Territorial scope

95. The transfer pricing rules can apply only to cross-border transactions, which are often the main
focus 1 ensuring that the profits of the MNE are properly allocated among the relevant jurisdictions 7, but
there are also a number of OECD member countries that apply the transfer pricing rules and principles to
domestic transactions as well. This is especially to address the risk of domestic profit shifting; for example,
profit shifting to entities benefitting from preferential tax regimes and/or entities with accumulated losses
(in cases where there is no consolidation for tax purposes in the jurisdiction). Therefore, the territorial
scope can cover either both domestic and cross-border transactions or exclusively cross-border
transactions.

96. Although the OECD Guidelines do not focus on domestic transfer pricing issues,“? it is worth noting
that transfer pricing rules may still apply to operations between associated enterprises that are resident in
the same tax jurisdiction depending on the domestic system in place and its determined territorial scope.

1.1.3. Identifying the commercial or financial relations and accurately delineating the
actual transaction

97. Section D of Chapter | provides guidance on identifying the commercial or financial relations and
the conditions and economically relevant circumstances attaching to those relations in order that the
controlled transaction is accurately delineated.*® This guidance is intended to ensure that a subsequent

4l gee Discussion Draft on Financial Transactions, www.oecd.org/tax/transfer-pricing/BEPS-actions-8-10-transfer-
pricing-financial-transactions-discussion-draft-2018.pdf.

42 OECD (2017), OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations 2017, OECD
Publishing, Paris. http://dx.doi.org/10.1787/tpg-2017-en, paragraph 12 of the Preface.

43 As a result of the BEPS Project, a number of revisions were made to Section D of Chapter |, which resulted in

revised guidance for applying t he ar més | ength principle. The revisions
delineating the actual transaction between the associated enterprises by supplementing, where necessary, the terms

of any contract with the evidence of the actual conduct of the parties. The revisions also expand the guidance on

identifying specific risks and their impact, and provide an analytical framework to determine which associated

enterprise assumes risk for transfer pricing purposes. Finally, the revisions help to accurately determine the actual
contributions made by an associated enterprise that solely provides capital. See OECD (2015), Aligning Transfer

Pricing Outcomes with Value Creation, Actions 8-101 2015 Final Reports, OECD/G20 Base Erosion and Profit Shifting

Project, OECD Publishing, Paris, https://doi.org/10.1787/9789264241244-en.
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step in the transfer pricing analysis i the comparison of the conditions and the economically relevant
circumstances of the controlled transaction as accurately delineated with the conditions and economically
relevant circumstances of comparable transactions between independent parties i is based on such
accurate delineation of what the associated enterprises actually contribute in the transaction, and not
merely on what is formalised in the contractual terms, including contractual assumption of risk.

98. The guidance describes in detail the economically relevant characteristics or comparability factors
that need to be identified in the commercial or financial relations between associated enterprises in order
to accurately delineate the actual transaction. This includes starting with the contractual terms of the
transaction, but also analysing the functions actually performed by each of the parties to the transaction,
the characteristics of property transferred or services provided, the economic circumstances of the parties
and of the market in which the parties operate, and the business strategies pursued by the parties. While
the analysis does start with a review of the contractual terms, if the characteristics of the transaction that
are economically relevant are inconsistent with the written contract between the associated enterprises,
the actual transaction should generally be delineated for the purposes of transfer pricing analysis in
accordance with the characteristics of the transaction reflected in the conduct of the parties.**

99. A broad-based analysi s of the taxpayerds circumstanc

between MNE group members, conditions and economically relevant characteristics of the transactions)
is essential for the accurate delineation of the actual transaction. It will guide the choice of the most
appropriate transfer pricing method to the circumstances of the case, the choice of the tested party (where
needed), the identification of the types of comparables to search for, the choice of the financial indicator
that will be tested (in the case of a transactional profit method), and the identification of the significant
comparability factors that should be taken into account.

Comparability analysis

100. The Guidelines provide guidance for performing a comparability analysis leading to the
identification of reliable comparables, recognising that any other search process may also be acceptable
if it achieves a reliable outcome. The process described in the Guidelines is considered an accepted good
practice.®

101.  Accordingly, the Guidelines present the typical process for identifying the commercial or financial
relations between the associated enterprises; and the identification of the conditions and economically
relevant circumstances in connection to such relations require a broad-based understanding of the industry
sector in which the MNE operates as well as the factors affecting the performance of business in that
sector. More precisely, the process requires to carefully analyse the factors affecting performance such as
business strategies, markets, products, supply chains, key functions performed, material assets used, and
important risks assumed.*®

Contractual terms

102.  Transactions may be formalised in written contracts, which may reflect the intention of the parties
at the time the contract was concluded. Therefore, written contracts (where available) should be the starting
point for a transfer pricing analysis. However, contracts are unlikely to provide all the information needed
and must be supported by the analysis of the actual conduct of the parties. If the formalised contractual

4 see paragraph 1.45 of the OECD Guidelines. It is worth noting that the UN Practical Manual also discusses the
concept of accurate delineation of the actual transaction in Section B.2.3.1.4.

45 see paragraph 3.4 of the OECD Guidelines.

46 The nine steps of the typical process are discussed in Section 3.1.1 of this report.
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terms are inconsistent or misaligned with the actual conduct of the parties, the transactions will be
delineated in accordance with the actual conduct of the parties.

Functional analysis

103. The broad-based analysis of the relevant economic circumstances includes the functional
analysis. The functional analysis as the foundation of the transfer pricing analysis aims to identify the
economically significant activities, contributions and value drivers. It also aims to identify who is responsible
for performing these functions and in what capacity. It takes into account the assets used and contributed,
and who contributed them. In sum, it seeks to identify the economically relevant functions, assets and
risks.

Risk analysis

104. A functional analysis is incomplete unless the material risks assumed by each party have been
identified and considered since the actual assumption of risks would influence the prices and other
conditions of transactions between the associated enterprises. In this respect, extensive guidance is
provided in Section D of Chapter I, notably a risk analysis framework setting out a process in six steps for
analysing risk in a controlled transaction, in order to accurately delineate the actual transaction in respect
to that risk.*’

Other comparability factors

105.  Other factors may affect the commercial or financial relations between the associated enterprises
and the economically relevant characteristics of the transactions. They include losses, the effect of
government policies, the use of customs valuations, assembled workforce, and MNE group synergies. In
this respect, the Guidelines provide additional guidance to reflect the effect of these comparability factors.

Recognition of the accurately delineated transaction

106. The transaction as accurately delineated may be disregarded (and if appropriate, replaced by an
alternative transaction) in exceptional circumstances where the arrangements viewed in their totality differ
from those which would have been adopted by independent enterprises behaving in a commercially
rational manner in comparable circumstances, thereby preventing determination of a mutually acceptable
price.

1.2. Description of the existing rules and practices in Brazil and gap analysis

107.  The transfer pricing rules and administrative practices in Brazil are stated to be in accordance with

the rules adopted by the OECD members,“b ut t here i s no expl i cgthpringipeef er e nc e
therein. Further, the scope of application of the transfer pricing rules is different than the scope foreseen

in the Guidelines. Finally, a key aspect of the comparability analysis, which is to identify the commercial or

financial relations between the associated enterprises and the conditions and economically relevant
circumstances attaching to those relations in order that the controlled transaction is accurately delineated

is absent from the Brazilian transfer pricing framework.

47 see paragraph 1.60 of the OECD Guidelines.

48 This was indicated in the Explanatory Statement of Law 9,430/1996, when the transfer pricing system was adopted
in Brazil. See Explanatory Statement (Exposicdo de Motivos) No. 470, 15 October 1996, pp. 82-86 of the annex,
available at: http://imagem.camara.gov.br/imagem/d/pdf/DCD19NOV1996.pdf#page=43.
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1.2.1. Absenceofr est at ement of the armés |l ength principl

108.  Although at the time of their adoption in 1996 the Brazilian Congress indicated that the transfer
pricing rules were in accordance with the rules adopted by OECD members, there is no explicit reference

to the armdéds Il ength principle or to the Guidelines in
Brazil.

109. The absence of restatement of the armdéds | ength
overarching question of whether the Brazilian transfer pricing rules and administrative practices are
consistent with the armdéds | ength princiople, and whet't
applying the armés |l ength principle pr omentdlsodraisesn t he (

legitimate questions as regards if and how the outcome of a MAP procedure can be effectively agreed
upon and implemented by Brazil.

110.  Notwithstanding, Brazil has introduced paragraph 1 of Article 9 of the OECD MTC in the tax treaties
entered into with all 35 of its treaty partners.*°

111. The following paragraphs describe the position of Brazil on OECD instruments by way of
backgroundbef or e di scussing how the armdéds | ength principle
the case law, despite the absence of its restatement in the domestic law.

Position of Brazil on OECD instruments

112. At the outset, the transfer pricing legislation in Brazil was enacted to curtail tax avoidance. The

|l egislative intent c | aetaimehtgyl trafea redowrcespto fereign ncountriesh terough the
manipulation of prices used in the importation or exportation of goods, services or rights, in traesiaetidmslaigu non
partieg%9 a statement which seems to reflect the existence of such anti-abuse philosophy.

113.  As previously noted, the insertion of paragraph 1 of Article 9 in a tax treaty generally means that it

wi || be interpreted in |Iine with the internationally
in order to fulfil the dual policy objective of transfer pricing rules. It should be highlighted, however, that

Brazil has entered into a limited number of tax treaties.5!

114.  The three key OECD instruments on transfer pricing and income allocation are the 1995 OECD
Council Recommendation, the 2016 BEPS Transfer Pricing Recommendation and the 2008 Attribution of
Profits to PEs Recommendation. While all three encourage non-OECD members to adhere to the relevant
guidance, to date no non-OECD member, and neither Brazil, has adhered to any of these instruments.52

YArticle 9 was intr oduc ebiateialtax tBenti@szprior td the epaztBentof its trahséer pridingne )
legislation in 1996, but was only applied after 1996 due to the absence of domestic provisions expressly providing for
the possibility to make primary adjustments.

50 Explanatory Statement (Exposicéo de Motivos) No. 470, 15 October 1996, p. 83 of the annex, para. 12.

51 To date, Brazil has concluded treaties with 35 treaty partners, the two last treaties having been signed with
Singapore and Switzerland in May 2018. The list of treaty partners is available on RFBO wofficial website:
http://idg.receita.fazenda.gov.br/acesso-rapido/legislacao/acordos-internacionais/acordos-para-evitar-a-dupla-
tributacao/acordos-para-evitar-a-dupla-tributacao (Acordos para evitar a dupla tributacéo e prevenir a evasao fiscal).
It is worth noting that the bilateral tax treaty between Brazil and Germany that was concluded in 1975 was revoked on
7 April 2005.

521t should be noted that due to the specificities of the Brazilian transfer pricing system, it would be difficult in the case
of Brazil to adhere to the guidance in the OECD Guidelines and the BEPS Actions 8-10 Final Reports.
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115.  The position of Brazil on the Guidelines was first recorded in 2011 following a request to indicate,

in a footnote attached to the OECD Guidelinmsnod or Mul
OECD adhering courBrazil, does not apply the OECD Transfer Pricing Guidelines in its jurisdiction and accordingly the |
of the guidance in those Guidelines by multinational enterprises for purposes of determining taxable in¢onse from their of
in this country doed apply in the light of the tax obligations set out in the legislation 6fthis country

116.  Brazil, as a G20 country, formally endorsed the final BEPS package at the G20 Summit in 2015.

The BEPS package includes the BEPS Actions 8-10 Report. According to the Explanatory Statement to

this report, t he g uirepesentean agoernieat iofrthe dountribsepartecipating i the OECD/G20
BEPS Project. For countries that formally subscribe to the Transfer Pricing Guidelines, the guidakes iheH@iRepo

of amendments to the Transfer Pricing Guidelines. Therefore this Report also reflects how the changes will be incorpo
those Guideline$ However, since Brazil expressed the view that its domestic law approach that makes use

offixed margins is in line with the armés |l ength princi
this approach, adding that it would follow the guidance contained in the BEPS Actions 8-10 Report in this

context.

117.  In consequence, the role attributed to the Guidelines under the Brazilian transfer pricing system is

not prominent. Brazil recognised that the Guidelines could be used as fsubsidiary interpretation guidance,
whenever [the Guidelines] do not contr&fiarilien transfer pricing legislation and the national |égaltsytstersier
pricing country profile.>®

118.  Brazil expressed its position on the Commentary to Article 9 in the 2017 edition of the OECD MTC,
stating that:

As regards paragraph 1 of ther@atary on Article 9, Brazil reserves its right to provide for an approach in

its domestic legislation that makes use of fixed margins derived from industry practices in line with the arm's
length principle. In consequence, it reserves the rightemetttothd application of the Transfer Pricing
Guidelines for Multinational Enterprises and Tax Administrations where the guidelines contradict this

approackf
Refl ection of the armés | ength principle at the
119. Despite the absence of ane x p |l i ci t statement demonstrating the
principle under the Brazilian transfer pricing system, a number of elements seem to support the view that
the armdéds | ength principle is recognised to some ext e

120.  Brazil indicated in the Explanatory Statement of Law 9,430/96 that its rules were in line with the
rules adopted by OECD members:

The rules set forth in articles 18 to 24 represent a significant improvement in domestic legislation in view of the
current globaltin process, which affects all modern economies. In this specificardsece with
the rules adopted by the OECD memloersain rules have been proposed in order to control so called

53 oECD (2011), 2011 Update of the OECD Guidelines for Multinational Enterprises, OECD Publishing, Paris,
www.oecd.org/daf/inv/mne/48004323.pdf, p. 63, footnote n° 7.

54 Executive Summary of BEPS Actions 8-10 Final Reports. OECD (2015), Aligning Transfer Pricing Outcomes with
Value Creation, Actions 8-10 - 2015 Final Reports, OECD/G20 Base Erosion and Profit Shifting Project, OECD
Publishing, Paris, https://doi.org/10.1787/9789264241244-en, p. 10.

% The Transfer Pricing Country Profile submitted by Brazil is available on the OECD website:
www.oecd.org/tax/transfer-pricing/transfer-pricing-country-profile-brazil.pdf.

56 positions on Article 9 (associated enterprises) and its Commentary, OECD (2017), Model Tax Convention on
Income and on Capital: Condensed Version 2017, OECD Publishing, Paris, https://doi.org/10.1787/mtc_cond-2017-
en, p. 632.
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firansferpricihig t o pr event t hoerceslte foreign coantriesathroughrmempslétienrof o f  r e
prices used in the importation or exportation of goods, services or rights, in transacésigemtith a non
related pardy.

121. A number of Brazilian administrative decisions have also supported the view that the Brazilian

transfer pricing rules are compatible with Article 9 of the OECD MTC.5%8 One decision in particular strongly
supports the fact that the Brazilian transfer pricing
recognising that it is this principle that governs the Brazilian transfer pricing system established by Law

9,430/96.5° However, the decision particularly stressestheantr-abuse f unction of the ar mo
by specifying that its application is intended to prevent residents in Brazil from transferring profits to related
partiesinlow-t ax countri es. I n another instance, the Admini st
no contradiction between the domestic transfer pricing rules and Article 9 of the Brazil-Germany tax

treaty.®® The decision recognised, however, that in some cases the fixed margins approach did not permit

to reach the competition price (i.e. the armbdés | ength

122 The way in which the ar mdésomk easegtohsidgrably dedatepffom i s ap
the OECD standard, prompting several practitioners and academics to argue that the system is not

effectively based on the armdéds | ength principle. Eve
transfer pricingsyst em i s consi stent with the armbés | ength prir
observed that differences in the rul es-leogthoutcbreea.d t o o u

123.  One significant deviation of the Brazilian transfer pricing rules thus seems to lie in the fixed margins

approach, which eliminates to some extent the use of comparability analysis in some cases. The fixed

margins approach is relevant for the Brazilian versions of the OECD-recognised resale price and cost plus

methods.®! Fixed margins are predetermined profit margins imposed by law, which express a legal fiction

according to which prices must be adjusted to conform to a parameter price, and which may differ

depending on whether the transaction is an import or an export, and depending on the relevant industry.
Therefore, the determination of the fArangedo within wh
been carried out at armés | ength is not solely based
on these fixed, predetermined margins. A change of margin can be requested by taxpayers,®? but to date

no request has ever been granted through this mechanism.

124. The application of the fixed margins approach produces non-a r mléngth results in some
situations as a result of the trade-off between simplicity and accuracy. Considering the opacity under which
the margins have been developed (in terms of the data employed and the criteria used), it is also difficult
to control the parameters of the methodology and verify its robustness.

125.  This approach that makes use of fixed margins derived from industry practices establishes the
prevalence of the parameter price set forth in the law, which could be interpreted as an assumption that

57 The full Explanatory Statement of Law 9,430/96 is available (in Portuguese) at:

www.camara.gov.br/proposicoesWeb/prop _mostrarintegra?codteor=1132081&filename=Dossie+-PL+2448/1996, p.
115.

%8 See, e.g., CARF, Eighth Chamber, judgment 108-09.763 (13.11.2008).

59 CARF, First Chamber, judgement 1103-00.608 (17.01.2012).

60 CARF, First Chamber, judgement 101-96665 (17.04.2008).

61 See the analysis in Chapter Il for a description of the transfer pricing methods in Brazil.

62 See Section 4.2.7 of this report for a description of the mechanism to challenge the fixed margins.
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related parties have sought to manipulate their transfer pricing, and that such manipulation should be
automatically prevented as a matter of principle to ensure that a minimum amount of profits is taxed.

1.2.2. Scope of application of transfer pricing rules

126. Important differences exist regarding the scope of application of the Brazilian transfer pricing rules
compared to the OECD standard. These differences concern both the personal scope and the material
scope and their implications are far-reaching for the pricing of intra-group transactions.

Personal scope

127.  The personal scope of transfer pricing rules in Brazil is broad,?2 and in some areas may be broader
than the scope foreseen in Article 9 of the OECD MTC.

128.  The situations described in the Brazilian legislation in which two parties are considered to be
related include association where there is control based on corporate ownership or association based on
the power of an individual or legal entity to participate in financial and operational policy decisions of the
other party without controlling it.64 The latter could take the form of a legal entity domiciled in Brazil and a
non-resident individual who is a relative or kin down to the third degree, spouse or cohabitant of its directors
or officers, or of its direct or indirect controlling partner or shareholder; a legal entity domiciled in Brazil and
a non-resident individual or legal entity for which the Brazilian entity is the exclusive agent, distributor or
dealer of the Brazilian entity for the purchase and sale of goods, services and rights; or a legal entity
domiciled in Brazil and a non-resident individual or legal entity for which the Brazilian entity is the exclusive
agent, distributor or dealer for the purchase and sale of goods, services and rights.

Extension of personal scope

129. The scope also includes (i) transactions carried out by individuals or legal entities resident or
domiciled in Brazil with any individual or legal entity, even if not related, resident or domiciled in a country
which does not tax income or which taxes it at a maximum rate of less than 20%; and (ii) transactions
carried out by individuals or legal entities residing in Brazil with any individuals or legal entities, related or
not, residing in a country that does not disclose the composition or ownership of companies.% This
corresponds t o a 4 hast jofi®S8dowti onso.

BThe concept of Arelated partyo i.s defined in Articl

54 The concept of control is governed by the Brazilian Corporation Law (Law 6,404/76; in particular Article 243(2) and
Article 243(1), (4) and (5)).

65 Article 24 of Law 9,430/1996. In addition to being subject to transfer pricing analysis regardless of whether the
foreign party is related to the Brazilian entity, low-tax jurisdictions and privileged tax regimes are subject to more
restrictive thin capitalisation rules as well as various adverse restrictions under the Brazilian controlled foreign
corporation (CFC) rules. Also, payments made to residents of low-tax jurisdictions are generally subject to higher rates
of withholding taxes on remittances, sales and applications in Brazilian capital markets.

66 These jurisdictions are listed under Article 1 of Normative Instruction 1,037/10, which has been regularly updated
over the years (the last update with respect to low tax jurisdiction was made by Normative Instruction 1,658/16).
Normative Instruction 1,037/10 provides the following list of jurisdictions: Andorra, Anguilla, Antigua, Ascension Island,
Bahamas, Aruba, Bahrain, Bahamas, Barbados, Barbuda, Belize, Bermuda, British Virgin Islands, Brunei, Cayman
Il sl ands, Campione D6l talia, Channel Il sl ands (Jersey,
Djibouti, Dominica, French Polynesia, Gibraltar, Grenada, Hong Kong, Ireland, Isle of Man, Kingdom of Swaziland,
Kiribati, Labuan, Lebanon, Liberia, Liechtenstein, Macau, Maldives, Marshall Islands, Mauritius, Monaco, Montserrat,
Nauru, Nevis, Nieui, Norfolk Island, Panama, Pitcairn Islands, Qeshm Island, Samoa Islands, Saint Helena Island,
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130. A list of #dApri ¥iakotaygets reginees that aclyevertaxation of income earned
abroad at a maximum rate of less than 20%°%2 and/or that grant a tax advantage to a non-resident individual
or legal entity without any requirement of substance, and/or that do not allow access to information such
as the nature of partners and the economic transactions carried out.%°

131. The number of regimes | isted as #dpreferentli al t ax
contains regimes in OECD member countries, such as the regime applicable to corporations constituted
in the form of a Limited Liability Company (LLC) incorporated in the United States, whose participation is
composed of non-residents, not subject to federal income tax in the United States,”* the regime applicable
to legal entities constituted in the form of a holding company which do not exercise a substantial economic
activity in the Netherlands,”? the regimes applicable to legal entities constituted in the form of a holding
company, domiciliary company, auxiliary company, mixed company and administrative company whose
tax treatment results in the incidence of CIT as well as the regime applicable to other legal forms of
constitution of legal entities, through rulings issued by tax authorities in Switzerland,”® the regime
applicable to legal entities constituted in the form of an Entity for Holding of Foreign Securities (ETVES) in
Spain,”™ and the regime applicable to legal entities constituted in the form of a holding company which do
not exercise substantive economic activity in Denmark.”

132. In addition, the scope covers transactions that have been entered into with a tax avoidance
objective, including (i) imports made by a legal entity that acquires goods abroad for future sale to a
predetermined domestic buyer, if the latter is related to the foreign seller; and (ii) transactions carried out

Saint Kitts and Nevis, Saint Lucia, Saint Martin, Saint Pierre and Miquelon Island, Saint Vincent and the Grenadines,
Seychelles, Solomon Island, Sultanate of Oman, Tristan da Cunha, Tonga, Turks and Caicos Islands, United Arab
Emirates, US Virgin Islands and Vanuatu.

7 As introduced by Law 11,727/08 in 2008. The list of preferential tax regimes is provided by Normative
Ruling 1,037/2010.

68 Reduced to 17% for countries, dependencies and regimes aligned with the international standards of tax
transparency.

8 For instance, Costa Rica, Madeira Island and Singapore wer e removed-t &xomutihediidtoiwono
preferential tax regimes from these jurisdictions were adde
trade regime (RZF) of Costa Rica and the Portuguese international business centre of Madeira (CINM), and with

respect to Singapore the special rate of tax for non-resident ship owners, charterers, or air transport undertakings, the

exemption and concessionary rate of tax for insurance and reinsurance business; and concessionary rates of tax for

the finance and treasury centre, trustee company, (income derived from) debt securities, global trading company and

qualifying company, financial sector incentive company, provision of processing services for financial institutions,

shipping investment manager, trust income to which beneficiary is entitled, leasing of aircraft and aircraft engines,

aircraft investment manager, container investment enterprise, container investment manager, approved insurance

brokers, (income derived from) managing qualifying registered business trust or company, ship broking and forward

freight agreement trading, shipping-related support services, managing approved venture company and international

growth company.

70 Article 24-A of Law 9,430/96 states that the transfer pricing provisions are applicable to transactions subject to
preferential tax regimes with any physical and legal persons, related or unrelated, residing or domiciled abroad.

Y Article 2, item VII, of Normative Instruction 1,037/10.
2 Article 2, item IV, of Normative Instruction 1,037/10.
3 Article 2, item X, of Normative Instruction 1,037/10.
4 Article 2, item VIII, of Normative Instruction 1,037/10.

5 Article 2, item 111, of Normative Instruction 1,037/10.
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by a resident company through unrelated third parties (interposed entity), where the non-resident party
dealing with such parties is related to the resident company.

Material scope

133.  Brazilian transfer pricing rules apply to goods, services and rights for both imports and exports.
Goods include tangible and intangible property; services include intra-group services and services
rendered under cost-sharing contracts; and rights include a wide range of rights with different forms of
remuneration (e.g., rents, interests, premiums). The scope also includes payments or credits for interest
paid or received on international loans with related parties.”®

134. I n contrast to the Gui del i npggsryles are vaegoweriin,thatBheya zi | 6 s
expressly exclude outbound royalties and payments in regard to technical, scientific, administrative or
similar assistance (with the consequence that such ti
principle).””

Territorial scope

135.  The territorial scope of the Brazilian transfer pricing rules is limited to cross-border transactions,”®
and the rules do not apply to transactions between associated enterprises conducting domestic
transactions within Brazil. This creates domestic BEPS risks, such as profit shifting in situations of profit-
making and loss-making companies in the same group or profit shifting between companies subject to the
general tax regime and those benefiting from special tax regimes.

136. It should be noted th a't there is-avospdaonotcaeb fmaasure in plac:e
disguised distribution of profits (DDL).” This measure has only a limited scope and applies in cases of

potential profit shifting from the subsidiaries to the shareholders. The rule does not apply between sister

companies and to transactions involving profit shifting from parent to subsidiary companies. The rule

applies where the conditions attached to the transactions differ from market conditions. In this case, tax

authorities may perform adjustments on these transactions and impute taxable income to the Brazilian

related entities.

1.2.3. Identifying the commercial or financial relations and accurately delineating the
actual transaction

137.  While the identification of the commercial or financial relations is also relevant for the application
of the transfer pricing rules in Brazil, there is seemingly no specific guidance or concept similar to the
concept of accurate delineation of the actual transaction based on a broad-based analysis of the
economically relevant circumstances of the taxpayer and other comparability factors underlying the
transfer pricing analysis in Brazil.8°

138.  The transfer pricing analysis in Brazil usually starts from the contracts, the accounting records,
invoices, and customs documentation provided by the taxpayer. These documents constitute the starting
point for the identification of the commercial or financial relations between the associated enterprises.

76 Article 22 of Law 9,430/1996.

T Article 18, paragraph 9, of Law 9,430/96.

8 This is stated in Articles 18 and 19, of Law 9,430/1996 and also Normative Instruction 1,312/2012.
® Articles 60-62 of Decree 1,598/1977.

80 The choice of the method is also not dictated by this analysis. See analysis in Chapter II.
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139.  Similarly to documents submitted for compliance with the rules of other jurisdictions, these
documents must reflect the real intentions of the parties in relation to the aspects of the transaction covered
by the contract that matters for the application of the Brazilian rules. If there is a mismatch between the
terms of the contract and the real intention of the parties, and a lack of substance, the transaction may be
disregarded by the tax authorities based on concepts such as simulation,®! fraud,82 and substance-over-
form doctrine,® provided in the tax and civil law and in case law.

140.  The transfer pricing analysis in Brazil is thus not restricted to the formal documentation and to the
terms of the contracts. The application of the rules also requires the identification of the characteristics of
the controlled transaction, but not to the same extent that is required by the Guidelines. In this sense, some
elements that are at the heart of the Guidelines and constitute basic features of the accurate delineation
of the actual transaction are currently not fully present in the Brazilian rules.

141.  The extent of the analysis of facts and circumstances that would support the accurate delineation
of the actual transaction is extremely limited. Most economically relevant characteristics and comparability
factors described in the Guidelines are not relevant. The contractual terms of the transaction and the
characteristics of property transferred or services provided are taken into account, but the functions
performed by each of the parties to the transaction, the economic circumstances of the parties and of the
market in which the parties operate, and the business strategies pursued by the parties have little (or no)
relevance for the analysis.

142.  For example, the effect of government interventions such as the exchange rate policy, which

should be treated as conditions of the market in the particular country and be taken into account in
evaluating the taxpayerbés transfer price wunder t he
considered i even though exchange rate fluctuations in Brazil are frequent and variations of the quotation

of a currency may vary greatly from one fiscal year to another.8* Similarly, a situation where the value of

location specific advantages or premium prices in the local market for foreign products is transferred out

of Brazil may easily arise (e.g., in applying the broadly corresponding to the resale price method for import
transactions i the PRL method), whereas such value would be taken into consideration as a comparability

factor in the transfer pricing analysis according to the Guidelines.

81 Transactions may be considered simulated and thus void under Article 116, single paragraph of the Brazilian
Tax Code. The question is one of fact to be determined on a case-by-case analysis.

82 see for instance CARF, judgment 1201-001.640 (29.05.2017), which is still pending a final decision by the higher

Chamber of CARF, where the lower Chamber held it was a sham transaction to incorporate a fund for the sole purpose

of avoiding income tax on capital gains in an M&A transaction. The taxpayer failed to present sufficient evidence of
business purpose to refute the tax authorityds allegation
purchase transaction.

83 Supplementary Law 104 of January 10, 2001, introduced, among other changes, a sole paragraph to Article 116 of

the Brazilian National T a xtaCautthaity mayhdistegardpacts orilegad actstpartotmed fardhe i
purpose of dissimulating the occurrence of the event wiing tageor the nature of the elements that compose the tax
liability, subject to procedures to be established in oddinarylave p r o v i -enforeembleiasd mousd he fugherl f

regulated by ordinary law, which has not occurred to date. Nonetheless, Brazilian case law shows that the substance-

over-form principle has relied on the old civil-law concepts of simulation and abuse of law, and, in particular,
administrative decisions of the CARF regarding tax planning matters have relied on the substance-over-form approach.

84 See exchange rates in Brazil across the years: https://data.oecd.org/conversion/exchange-rates.htm.
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143.  The standard of comparability is extremely strict and focusses on the characteristics of the property
transferred or services provided, which form the foundation of the transfer pricing analysis.8 Except for
some of the features of transfer pricing methods that incorporate elements of a functional analysis (e.g.,
importer/exporter, retailer/wholesaler), very limited consideration is given to the functions performed by
each of the parties to the transaction.8® The analysis of the risks assumed by the parties is also not
foreseen.

144.  The versions of the comparable uncontrolled price (CUP) method adopted by Brazil follow an
approach that appears to be broadly similar to the Guidelines in terms of the reliance on a comparability
analysis. The other methods inspired by the OECD-recognised cost plus and resale price methods
incorporate fixed margins for gross profit and mark-up instead of being based on finding comparable
transactions. In this respect, there is no need for a comparability (including functional) analysis at this level.

145.  The notion of comparability is limited for most methods,8” in the sense that it is narrowed down to
specific comparables selected with regard to their characteristics. In particular, it takes as a reference the
arithmeti ¢ average prices or costs of Aidentical or
foreign markets depending on the methods), purchased or sold under similar payment conditions as those
of the controlled transaction.

146.  Therefore, without the requirement of a complete comparability (including functional) analysis in
the transfer pricing analysis in Brazil, and without any consideration being given to most comparability
factors, the role of the accurate delineation of the actual transaction is significantly undermined.

147. These key elements of the Guidelines are further addressed under the Chapter Il analysis
(addressing transfer pricing methods) and the Chapter Il analysis (addressing the comparability analysis).

148. In conclusion, three main gaps or issues were identified in relation to Chapter | of the Guidelines.
First, while the transfer pricing rules and administrative practices in Brazil are stated to be in accordance

with the rules adopted by OECD member countries, there is no explicit refer ence t o t he

principle therein. Second, the scope of application of the transfer pricing rules is different both in terms of
the personal and material scopes. Finally, the notion of accurate delineation of the actual transactions is
absent.

1.3. Assessment of effectiveness

149. The assessment of effectiveness covers the three gaps or issues identified in the comparative
analysis of the Brazilian transfer pricing rules and Chapter | of the Guidelines. Based on the methodology

85SeeChapterIIIanalysisforadescription of the standardof comparabil ity based on
fisi milaro governing the transfer pricing methods in

86 The functional analysis of a controlled transaction, which is the foundation of the transfer pricing analysis for the
typical OECD process, is extremely limited under the Brazilian transfer pricing system and the fixed margins approach
makes it largely irrelevant. The only relevant factors with respect to the functions performed are those embedded in
some of the transfer pricing methods, which dictate their application to import or export transactions, their application
based on the industry sector in the case of the resale price equivalent method for import transactions (PRL method),
or on whether the party is a wholesaler or a retailer in the case of the methods based on the OECD-recognised resale
price methods for export transactions (PVA/PVV methods).

8 1tis important to note that this requirement is not provided for in the legislation when applying the equivalents of the
resale price method for imports (PRL method) and the cost plus method for exports (CAP method). It is unclear whether
this is intentional or if the legislator overlooked the inclusion of this requirement when drafting the rules.

8 As previously noted, this was indicated in the Explanatory Statement of Law 9,430/1996, when the transfer pricing
system was adopted in Brazil. See Explanatory Statement (Exposicdo de Motivos).
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of the assessment of effectiveness, which aims to test whether the rules affected by the gaps or issues

achieve the dual objective of securing the appropriate tax base and avoiding double taxation as well as

the multiple objectives of providing ease of tax administration, ease of tax compliance and of offering tax
certainty, the impact of the absence of restatement of
a broader personal scope and a narrower material scope, and the different process of identifying the

commercial or financial relations (without accurate delineation of the actual transaction) for transfer pricing

purposes are assessed based on whether they achieve the policy objectives of transfer pricing rules.

131.Absence of restatement of the armdés | ength pri
150. Whi Il e Brazil restates the armés |l ength principle i
does not, and arguably does not embody the armds | eng

length principle as the international consensus on transfer pricing is justified because it effectively serves

the dual objective of securing the appropriate tax base in each jurisdiction and avoiding double taxation.

A critical question is thus whether the Brazilian transfer pricing system is actuallybase d on t he ar més |
principle or merely informed by it. If transfer pricing outcomes are ultimately similar between the Brazilian

system and the OECD system, the commitment to the ar mi
in the domestic law and at the international level would only constitute a form of confirmation. However, if

outcomes diverge, then dispute resolution matters would clearly be affected by this absence of
commitment to the armébés | engt h prtiamsferipgficingecasastbdsedor o par di
a common approach towards the application of the ar md

Findings of the assessment

Prevention of BEPS risks

The absence of restatement of the armbdébs | eng
administration from applying this concept in securing the appropriate tax base in Brazil. The tax
administration has to rely in most cases on special prescriptive rules, which, as described in the
following sections of this report, do not contain special measures to deal with some common situations
arising in MNE groups. This gives rise to situations where under-taxation and loss of revenue easily
occur.

Prevention of double taxation

The absence of restatement of t he & Bragdmesdnts argk of
divergent outcomes of transfer pricing adjustments in cross-border situations leading to double taxation
as well as a risk that the cases of double taxation will not be effectively resolved.

Ease of tax administration

Onecoudar gue that the absence of restatement of
makes the process of tax administration easier and less complex, because tax authorities are limited to
applying prescriptive rules, rather than being able to exercise judgement in evaluating specific
commercial situations. On the other hand, the absence of restatement of this principle does not enable
the tax administration to collect all of the revenues resulting from value-creating activities taking place
in Brazil.
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Ease of tax compliance

The absence of restatement of the armés | engt
theoretical benefit of simplification for taxpayers, who can follow the prescriptive rules in place, rather
than exercise judgement in evaluating specific situations. This benefit may be outweighed by the
administrative burden related to supporting the adjustment that the taxpayers have to extensively
document in accordance with the existing rules (i.e. the item-per-item approach).

Tax certainty

The absence of restatement of the armbés | ength
perspective. This is explained by the fact that a majority of jurisdictions, including all OECD member
countries, have committedt o t he ar mdés | ength principle base
approach adopted by Brazil. It is also the case that, from a domestic perspective, taxpayers are unable
to rely on the armds | engt h pr i ndevepthaghtthe cusenttruded
provide certainty in terms of outcomes, there is no certainty that said outcomes will be in line with the
armés |l ength principle

1.3.2. Scope of application of the transfer pricing rules

151. The personal scope of the Brazilian transfer pricing rules is generally broader than the personal
scope set out in the OECD MTC because the definition of related parties covers more situations, whereas
the material scope is narrower, since a number of transactions that would be addressed by the guidance
contained in the Guidelines are not within the scope of the Brazilian transfer pricing rules. The territorial
scope, which is limited to cross-border transactions, can also give rise to situations where domestic transfer
pricing strategies lead to undesirable outcomes.

152.  This creates a number of issues, notably issues related to inconsistencies across jurisdictions in
the treatment of certain transactions, including situations where related parties in Brazil may not be
considered to be related in other jurisdictions.

Findings of the assessment

Prevention of BEPS risks

A broader definition of associated enterprises limits to some extent the risk of BEPS, especially because
it targets low-tax jurisdictions and preferential tax regimes in jurisdictions which do not effectively
exchange information, with the intent to prevent such abuse. Similarly, as is the case in some OECD
member countries which follow a similar approach, this broader personal scope may be justified from a
tax avoidance perspective and by tax administration concerns resulting from information asymmetry.

A narrower material scope, on the other hand, creates increased likelihood of BEPS risks, which may
not be fully eliminated, even with the special deductibility limitation rules. Depending on the facts and
circumstances, such deductibility limitations could turn ineffective if deductions are still granted within
the given limits without proper accurate delineation of the actual transaction or if the benefits test is not
effectively applied. It needs to be seen whether the Brazilian rules contain a mechanism as effective as
the benefits test described in the Guidelines.
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The narrow territorial scope, which only applies to cross-border transactions can enable abusive
domestic transfer pricing practices, where the profits may be shifted between entities operating in
different special tax regimes (including tax holidays, tax incentives and others) and/or between entities,
where one of the parties to the transaction has extensive accumulated losses and the transfer of profits
will enable the utilisation of those losses. The existing anti-avoidance rule addressing the disguised
distribution of profits (DDL) has only limited effect to address these BEPS risks. As noted, this measure
has only a limited scope and applies in cases of potential profit shifting from the subsidiaries to the
shareholders; it does not apply between sister companies and to transactions involving profit shifting
from parent to subsidiaries. Therefore, the scope of this rule is limited and may not provide full protection
against BEPS risks identified above.

Prevention of double taxation

A broader definition of associated enterprises expands the personal scope, which, in combination with
other features (notably the fixed margins), may increase the risk of double taxation. In particular, two
parties could be considered to be related in Brazil based on conditions that do not exist in a majority of
other jurisdictions. Because transfer pricing rules may also apply to third parties as if they were related
parties (e.g., when they are exclusive distributors or residents in low-tax jurisdictions), situations may
exi st wher e byengthpricas helcome subjettso transfer pricing adjustments in Brazil based
on the assumption that they are related parties. This assumption is not rebuttable and thus even in
cases where it could be est abl i $ehgthgotentialalduble tdxation
may arise for transactions between two unrelated parties. In addition, relief in the other country becomes
unli kely if these genuinely unrelated parties
transfer pricing rules and also outside of the scope of Article 9 of bilateral tax treaties.

A narrower material scope which excludes certain types of transactions, in combination with other
features (e.g., fixed margins), may also increase the risk of double taxation. For example, a situation
may occur where deductions are denied in Brazil and taxable income is accrued in the foreign
jurisdiction.

The input provided by business generally pointed to the narrower material scope (particularly the
deductibility limitation rules with respect to royalty payments) as being a major disadvantage of the
Brazilian transfer pricing sy st em, notably because it di s mi
principle to such transactions, and thus potentially leads to non-a r mléngth outcomes and cases of
double taxation.

Ease of tax administration

A broader definition of associated enterprises requires enhanced control of transactions for transfer
pricing purposes, both in identifying such associated enterprises and the additional transactions being
carried out (that would not normally be in-scope). This turns into a need for heightened monitoring from
the tax administrationés side. On the other h
the tax administration would otherwise bear if it was aiming to challenge the potentially abusive
transactions, which prima facie look like transactions between unrelated parties when in reality these
are structured transactions involving back-to-back arrangements or nominee shareholder/director
arrangements, but effectively still carried out within a controlled environment.

A narrower material and territorial scope is expected to simplify the tax administration burden, notably
because certain transactions involving the transfer or use of intangibles are out of scope, and
deductibility limitation rules applying to those out-of-scope transactions are more prescriptive or
because the transfer pricing rules do not apply to domestic transactions at all.
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Ease of tax compliance

A broader definition of associated enterprises corresponds to a heavier compliance burden for some
taxpayers as they may be required to apply transfer pricing rules to more transactions. This is especially
true in cases where the parties to the transaction are genuinely unrelated and may thus have limited
access to the information proprietary to the counterparty, which also limits the choice of applicable
transfer pricing methods.

The tax compliance burden is however reduced as a result of a narrower material and territorial scope
for similar reasons as listed under the ease of tax administration criterion (i.e. exclusion of certain
complex transactions from the scope of transfer pricing rules and more prescriptive rules for specifically
defined transactions).

Tax certainty

From a domestic perspective, having a broader personal scope does not seem to affect tax certainty as
long as the conditions are clear and objective, but, from an international perspective, the inconsistencies
between different definitions of associated enterprises could create some degree of uncertainty.

From a purely domestic perspective, the Brazilian approach provides some tax certainty by having a
reduced material scope for which more prescriptive rules apply. However, significant uncertainties result
from the existence of diverging approaches, which may lead to unrelieved double taxation, when
considering the international perspective.

With respect to the territorial scope, tax certainty is guaranteed because domestic transactions are not
subject to transfer pricing rules, meaning that they will not be scrutinised and/or challenged.

1.3.3. Absence of accurate delineation of the actual transaction in identifying the
commercial or financial relations

153. The appropriate identification of the commercial or financial relations, including the accurate
delineation of the actual transactions, is essential in terms of achieving the dual policy objective of transfer
pricing rules. This absence implies inefficient prevention of BEPS risks and potential double taxation.
Concerning the tax administration and tax compliance burdens, the approach adopted by Brazil simplifies
the control of transfer prices and alleviates the obligations imposed on taxpayers.

Findings of the assessment

Prevention of BEPS risks

The transfer pricing analysis in Brazil is not based on a complete comparability analysis, which would
include appropriate identification of the commercial or financial relations and careful consideration of
the economically relevant circumstances of the taxpayer, in particular the functions performed, assets
used, and risks assumed, and of other comparability factors. The concept of accurate delineation of the
actual transaction set out in the Guidelines is also not reflected, potentially leading to under-taxation
and creating significant BEPS risks.
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The following example illustrates the concept of clarifying and supplementing the written contractual
terms based on the identification of the actual commercial or financial relations.8 Company P is the
non-resident parent company of an MNE group situated in Country P. Company B, situated in Brazil, is
a wholly-owned subsidiary of Company P and acts as an agentfor Company Pés br
the Brazilian market. The agency contract between Company P and Company B is silent about any
marketing and advertising activities in Brazil that the parties should perform. Analysis of other
economically relevant characteristics and in particular the functions performed, determines that
Company B launched an intensive media campaign in Brazil in order to develop brand awareness. This
campaign represents a significant investment for Company B. Based on evidence provided by the
conduct of the parties, it could be concluded that the written contract may not reflect the full extent of
the commercial or financial relations between the parties. Accordingly, the analysis should not be limited
by the terms recorded in the written contract, but further evidence should be sought as to the conduct
of the parties, including as to the basis upon which Company B undertook the media campaign. Under
the Brazilian transfer pricing rules, the conduct of the parties in this case may not be appropriately
considered in the transfer pricing analysis and the full extent of the commercial or financial relations
between Company P and Company B would not be fully taken into account.

Prevention of double taxation

Prevention of double taxation is less likely without appropriate identification of the commercial or
financial relations and accurate delineation of the actual transaction. In fact, the approach that makes
use of fixed margins adopted in Brazil ignores a majority of the aspects of the guidance contained in
Section D of Chapter | of the Guidelines. In consequence, there is a high risk of double taxation,
provided that the transfer pricing analysis in Brazil considerably deviates from the transfer pricing
analysis as performed in jurisdictions that follow these Guidelines.

Ease of tax administration

Without the requirement to perform a complete transfer pricing analysis based on a broad-based
analysis of the circumstances and a comparability (including functional) analysis of the taxpayer, as set
out in the Guidelines, the tax administration
principle is a complex process informed by extensive guidance. Therefore, a simplified approach which
bypasses the need for such an analysis is less resource- and time-intensive. It also does not require a
high level of expertise of the tax auditors.

Ease of tax compliance

Without the requirement to perform a complete transfer pricing analysis based on a broad-based
analysis of the circumstances and a comparability (including functional) analysis of the taxpayer, as set
out in the Guidelines, the tax administration
principle is a complex process informed by extensive guidance. Therefore, a simplified approach which
bypasses the need for such an analysis is less resource- and time-intensive. It also does not require a
high level of expertise of the tax auditors.

8 This example is based on the example provided in paragraph 1.44 of the OECD Guidelines.
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Tax certainty

Tax certainty from an international perspective is undermined for the reasons listed above, which may
give rise to double taxation. Tax certainty at the domestic level should not be an issue based on the
reasons listed above (i.e. absence of a complete transfer pricing analysis.
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Z Transfer pricing methods

The second chaptercont ai ns the analysis of

and practices as compared with Chapter Il of the OECD Guidelines, which
provides guidance in relation to the transfer pricing methods. Part | contains
an analysis of the principles used for selecting the transfer pricing method.
Parts Il and lll contain the comparative analysis of the relevant transfer
pricing methods in Brazil with the five OECD-recognised methods that can
be used to establish whether the conditions imposed in the commercial or
financial relations between associated enterprises are consistent with the
ar mos | engt h principl e. T Tiher coraparablé
uncontrolled price (CUP) method, the resale price method, and the cost plus

Brazi

t he:

met hod are referred tta aas at h eAlthioagma d h o d

Brazil has adopted methods which are broadly equivalent with these
traditional transaction methods, there are notable differences between the
way they are applied and the comparability analysis plays only a limited role
in the case of the methods which rely on rigid fixed margins. The two other
OECD-recognised methods i the transactional net margin method and the
transactional profit split method i were introduced in the Guidelines in 1995
and significantly reconsidered and expanded in 2010; they are referred to as

the Atransact i oidteyhaye nobtdeenimplengehtddn @zl .

and the use of fot her o met hods i s
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SELECTION OF THE TRANSFER PRICING METHOD

154.  The first part of the chapter discusses the selection of the transfer pricing method, which is a key
step in the process of ap pAcyordimgto thehGaidebnesntlbescomparability h pr i n
analysis, among the other important factors to consider for the selection of the method, plays a crucial role
in the selection of the most appropriate transfer pricing method in light of the circumstances of the case
and in applying the selected transfer pricing method

155. The 2010 update of the Guidelines introduced the concept of the most appropriate method.

Previously, the hierarchy for the selection of a transfer pricing method as established in 1995 imposed an

order for the application of the methods.?® This hierarchy of methods has been replaced by the most
appropriate method criteri on, [whele] ehtmditignal transactiongnetisot and & r
transactional profit method can be applied in an equally reliable manner, the traditional transaction metteod is preferabl
transactia profit methdd a n d [wherelahte CWP and another transfer pricing method can be applied in an equally reliabl
manner, the CUP method is to be pr&terred

2.1. Selection of the most appropriate transfer pricing method to the
circumstances of the case

156. The selection of a transfer pricing method under the Guidelines always aims at finding the most
appropriate method in a particular case, recognising that no one method is suitable in every possible
scenario, but also that it is not necessary to prove that a particular method is not suitable under the
circumstances.

2.1.1. Factors to consider

157.  The selection of the method takes account of the respective strengths and weaknesses of the
OEDC-recognised methods; the appropriateness of the method considered in view of the nature of the
controlled transaction, determined in particular through a functional analysis; the availability of reliable
information (in particular on uncontrolled comparables) needed to apply the selected method and/or other
methods; and the degree of comparability between controlled and uncontrolled transactions, including the
reliability of comparability adjustments that may be needed to eliminate material differences between them.

158. In terms of challenging the selection of the method, while it is not implied by the most appropriate
method criterion that all the transfer pricing methods should be analysed in depth or tested in each case,
the selected method could be challenged on the basis of its inappropriateness, i.e. in view of the
aforementioned factors.

\

212 Possibility to apply fAother methodso

159. The Guidelines give MNE groups the possibility to
Chapter Il of the Guidelines. Such other methods should however not be used in substitution for OECD-
recognised methods where the latter are more appropriate to the facts and circumstances of the case. In
cases where other methods are used, their selection should be supported by an explanation of why OECD-
recognised methods were regarded as less appropriate or nonworkable in the circumstances of the case

9 The application of transactional profit methods was to be considered only under exceptional circumstances or as a
last resort.

91 See paragraph 2.3 of the OECD Guidelines.
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and of the reason why the selected other method was regarded as providing a better solution.%?. In this
context, valuation techniques can also be useful tools where there are no reliable comparables. The
Guidelines not only make the application of such methods possible, but also recommend that such
methods be used in some cases (e.g., for transfers of intangibles or of an ongoing concern).

2.1.3. Use of more than one method

160. The OECD Guidelines do not require either the tax examiner or taxpayer to perform analyses
under more than one method. However, for difficult cases, where no one approach is conclusive, the
Guidelines contemplate the use of a flexible approach that would allow the evidence of various methods
to be used in conjunction.®3

2.2. Description of the existing rules and practices in Brazil and gap analysis

161. The selection of a transfer pricing method in Brazil does not aim to find the most appropriate
method in a particular case. Nor is it based on a hierarchy of method. The taxpayer is free to select any
transfer pricing method provided in the legislation.®*

2.2.1. Freedom of selection of the transfer pricing method

162. The selection of the applicable transfer pricing method in Brazil is not determined based on its
appropriateness to a particular case or a hierarchy of methods. The choice of the method is left to the
taxpayer who is free to select any method, even if the selection is made with the purpose of achieving the
most favourable tax outcome, as long as the established price complies with the minimum income or the
maximum deductible expense required in transactions between related parties.

163. That said, the choice of method may be imposed by factors associated with the specificities of the
methods (e.g., availability of information from foreign related parties) and the absence of transactional
profit methods for some cases. A given method may not be available to the taxpayer as a result of
conditions embedded in the method itself as well as the documentation required to support its selection.

164.  For example, Brazilian companies importing from abroad are more likely to apply the PRL method
(which is a method conceptually similar to the OECD-recognised resale price method but used only for
import transactions) given that all of the information needed to apply the method (such as the import cost,
local production cost and resale price information) is readily available in Brazil.

Legal basis

165.  The basis for this principle is found in Article 18 and Article 19, paragraph 3, of Law 9,430/1996
and additional guidance can be found in Article 40 of Normative Instruction 1,312/12, which explicitly gives
the taxpayer the option to choose one of the methods provided in Chapters Il and Il of this Normative
Instruction, except when the legislation establishes the application of certain mandatory methods to
specific transactions (i.e. commodity transactions), or special rules for financial transactions (i.e. interest

92 See paragraph 2.9 of the OECD Guidelines.
93 See paragraph 2.12 of the OECD Guidelines.

9 As an exception to the rule, the application of the methods designed for commodity transactions is mandatory.
Interest payments derived from financial transactions are also subject to a specific methodology.
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payments)®* The taxpayerods faculty to choose any method is
Law 9,430/96 providing the methods available to the taxpayer for calculating the parameter price.%

Case law

166. Several decisions of the highest administrative court for federal taxes (CARF) support this
interpretation. The first decision concluded that Article 18 of Law 9,430/96 establishes that any of the

methods laid out therein could be chosen in order to determine the parameter price for the deductibility of

expenses.% Further, it indicated that paragraph 4 of Article 18 recognises that the taxpayer can use all of

the methods and choose the most favourable one according to the facts and circumstances of a particular

case.®® The selection of the most favourable method was also approached from the same perspective in
another judgment of the same administrative atdhert, co
taxpayeroés discretion without aofyakifgaacdutt efithe digingtiom val t o
between methods for import and export transactions. The position of the court continues to be consistent

as evidenced by a more recent decision.1% |n this decision, the court had a similar reasoning, stating that

the legislativeintent behi nd Law 9, 430/96 was clear in granting t
the methods that are applicable to a particular case by expressly allowing the use of one or another method

to determine the amount to be deducted.

Challenge of the method

167.  The transfer pricing method selected by the taxpayer may be challenged by the tax administration
if the taxpayer has failed to present sufficient documentation to support the application of the method.

168. As explained in Brazipodsf t htaapaerfisdree tquseiacyimetigod and thentaxr y
administration can only change the taxpayer choice of the method if the taxpayer cannot provide enough dbcumentation tc
its calcul at i o0 fthissense, the tegstaton pravideg thai thepselectioe of one of the

methods must be made for each calendar year and cannot be changed by the taxpayer if a tax inspection

has been initiated, unless the method or calculation criteria have been disqualified by the tax authorities.

If this is the case, the taxpayer will be notified to submit the new calculation within 30 days, in accordance

95 Normative Instruction 1,312/2012 is available at:
http://normas.receita.fazenda.gov.br/sijut2consulta/link.action?visao=anotado&idAto=39257.

% Article 4, paragraph 1,0 f Nor mati ve Ruling 38 of 30 Apri | ©Teodnfethodas i nt e
by stating that some methods (i.e. the PIC or the CPL methods, which are broad equivalents of the CUP and cost plus

methods) should be used when the importer company acquired goods, rights or services to be used as an input for

another good, right or service; b u t it was revoked foll owing a Cdneetho dei on of
Contribuintes) that the interpretation conveyed in the ruling should not impose obligations that are not meant to be

imposed by the law. See Conselho de Contribuintes, judgment 101-94.628 (2004); judgment 101-94.624 (2004).

97 CARF, judgment 101-94.888 (2005).

®paragraph 4 if morathansone methade, the greater amount calculated will be considered as deductible,
observing the provisions of the subsequent patagrdphe subsequent pihtheeamountsicalcalatadt e s t
according to the methods mentioned in this article are greaterhiaition amounts included in the respective documents,
the deductibility shall be limited to the amount ob the latter

99 CARF, judgment 101-95.107 (20.09.2005), p. 16.

100 CARF, judgment 9101-001.691 (16.07.2013).

101 The Transfer Pricing Country Profile submitted by Brazil is available on the OECD website:

www.oecd.org/tax/transfer-pricing/transfer-pricing-country-profile-brazil.pdf.
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with any of the methods provided by the law.1%? If the 30-day period is not respected, the tax authorities
can determine the parameter price based on the documents available and apply one of the methods
provided in the legislation.

169.  While the method selected must be used consistently by the taxpayer for each product, service or
right throughout each calendar year, taxpayers can change the applicable method from one year to the
next for the same product, service or right.103

Use of more than one method

170. The use of more than one method (i.e. a flexible approach allowing the evidence of various
methods to be used in conjunction) is not permitted under the Brazilian transfer pricing system.

222.Use of Aother methodsod not permitted

172. I n Brazil, the use of Aot her m etheh rmetdhedd than ghose
provided in the legislation cannot be considered, even if they lead to better approximat i ons o f
length pricing. It was expressly rejected in a decision of the Administrative Court of Appeals.104

2.3. Assessment of effectiveness

172. The assessment of effectiveness focusses on the freedom of selection of the method and the
unavail atérmethogso of fiot

2.3.1. Freedom of selection of the transfer pricing method

173. The rules governing the selection of the transfer pricing method should be assessed also in
consideration of other aspects of the transfer pricing legislation, including among others the list of methods
available (and the absence of transactional profit methods), the mandatory nature of the methods designed
for commodity transactions, and the specificities of available methods.

FHndings of the assessment

Prevention of BEPS risks

In principle, the taxpayer can choose any method (except for commodity transactions), even if it results
in the lowest transfer pricing adjustment. Therefore, taxpayers are more likely to select the method that
leads to the most favourable tax outcome, which may lead to under-taxation and loss of revenue, and
may also open avenues for BEPS.

Input submitted by business suggests that taxpayers tend to test the possible outcomes (adjustments)
under different methods as a first step. After evaluation of the likely outcomes, they choose to apply the
method which leads to no or the lesser transfer pricing adjustment.

102 Article 40 of Normative Instruction 1,312/2012.
103 Article 4 of Normative Instruction 1.312/2012.

104 CARF, judgment 9101-002.313 (03.05.2016).
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Prevention of double taxation

The absence of a requirement to consider an economic (or other) rationale for the selection of the
method may lead to the application of the method that is not the most appropriate for a particular case.
However, because taxpayers will be inclined to select the method that leads to a lower or no tax
adjustment, this may actually reduce the risk of double taxation or the negative effect of the actual
double taxation.

Ease of tax administration

Tax administration aspects of the selection of the method are simplified by the absence of a need to
verify whether the selected method is the most appropriate to the circumstances of the case i i.e. no
disputes with taxpayers about the determination of the most appropriate method to the facts and
circumstances of the case.

Ease of tax compliance

The freedom of selection of the method ensures ease of compliance to the extent that taxpayers benefit
from the flexibility to choose the method that suits their reality based on information and documentation
available. Taxpayers are also able to select a different method from one year to the other without having
to justify or request approval.

Tax certainty

Freedom of selection should not lead to tax uncertainty from a domestic perspective because the
selection of the method is not imposed based on complex criteria. It may also reduce the risks of double
taxation and thus reduce the tax uncertainty in cross-border situations. However, it may create some
uncertainty at the international level because it differs from the OECD standard, which aims to find the
most appropriate method for a partic ul ar case, and is commonly f
tax legislation.

232.Use of Aother methodsodo not permitted

174. Under the OECD system, fiother methodsodo may

be

satisfy the ar mobascordamae gith the @uidelimes, bupsuah othenmethods should not be
used in substitution of OECD-recognised methods where they are more appropriate to the facts and

circumstances of the case.
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Findings of the assessment

Prevention of BEPS risks

Theuseof Aot her methodsd may help to establi sh
OECD-recognised methods are not as appropriate or workable. Therefore, their use, if appropriate,
could generate more reliable outcomes and more suitably secure the appropriate tax base in Brazil
(e.g., in cases of transfer or use of intangib
to outcomes that deprive Brazil of the revenues associated with the value generated in Brazil and this
represents a BEPS risk.

Prevention of double taxation

There may be cases in which none of the traditional methods lead to a reasonable outcome. Therefore,
by ensuring the consistent application of the
theobj ecti ve of avoiding double taxation. The a
risk from the perspective of double taxation.

Ease of tax administration

Moni toring the use of fAother met hods o mByyotalowng
taxpayers to use fiother methodso, the tax admi
and complexities. This is also related to the criterion used for the selection of the method, and it should
be assumed thattheuseof such fother methodsod would be m

Ease of tax compliance

The tax compliance burden is not heavier beca
However, it should be notmet hdhhcas o thleo wsled etcy p io
explanation of why the available methods were regarded as less appropriate or nonworkable in the
circumstances of the case and of the reason why the selected other method was regarded as providing
a better solution. It would also require to maintain documentation regarding how transfer prices were
established for fAother methods.

Tax certainty

Of fering the possibility to wuse fother met ho
perspective, considering that their use is accepted by many jurisdictions that follow the
OECD Guidelines. From a domestic perspective, the possibility of applying additional methods in some
circumstances could create further complexity and the need for taxpayers to consider the application of
other methods. One could argue that this could create more uncertainty from a domestic perspective.
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TRADITIONAL TRANSACTION METHODS

175.  Part Il of Chapter Il contains a description of traditional transaction methods that are used to apply
thear mbs | ength principle, including .examples of

2.4. OECD-recognised traditional transaction methods

176.  Traditional transaction methods are regarded as the most direct means of establishing whether
conditions between associatede nt er pr i s elengthhr e ar mods

2.4.1. Comparable uncontrolled price method

177. The comparable uncontrolled price (CUP) method compares the price charged for property or
services transferred in a controlled transaction to the price charged for property or services transferred in
a comparable uncontrolled transaction in comparable circumstances. If differences arise between the two
considered prices, it may indicate that the conditions of the commercial or financial relations of the
associated ent er pangthsandthaathegricamiothe uaconindled transaction may need to
be substituted for the price in the uncontrolled transaction.

178.  An uncontrolled transaction is comparable to a controlled transaction (i.e. it qualifies as a
comparable uncontrolled transaction) for purposes of the CUP method if one of two conditions is met: a)
none of the differences (if any) between the transactions being compared or between the enterprises
undertaking those transactions could materially affect the price in the open market; or b) reasonably
accurate adjustments can be made to eliminate the material effects of such differences.

1799. The <comparabl e uncontroll ed price met hod can
transactions with independendtesant,eropr iosnes hefnbmatsémsnaf

t

he

ap

be

t

other independent enterprises (fiexternal comparabl eso

180. Speci fic guidance for establishing the armods

transactions may be determined by reference to comparable uncontrolled transactions and by reference
to comparable uncontrolled arrangements represented by the quoted price.1” For commodities, the
economically relevant characteristics include, among others, the physical features and quality of the
commodity; the contractual terms of the controlled transaction, such as volumes traded, period of the
arrangements, the timing and terms of delivery, transportation, insurance, and foreign currency terms. For
some commodities, certain economically relevant characteristics (e.g., prompt delivery) may lead to a
premium or a discount. Further, the guidance recommends that reasonably accurate adjustments should
be made to ensure that the economically relevant characteristics of the transactions are comparable.

105 This guidance especially applicable to commodity transactions was added as a result of the work conducted under
Action 10 of the BEPS Project. It draws from experiences of countries that have introduced domestic rules aimed at
pricing commodity transactions. See OECD (2015), Aligning Transfer Pricing Outcomes with Value Creation, Actions
8-10 i 2015 Final Reports, OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing, Paris,
https://doi.org/10.1787/9789264241244-en.

8The reference to fAcommoditieso shall be understood
used as a reference by independent parties in the industry to set prices in uncontrolled transactions.

YThe term i guot ed pce ofthe @mmoditly ia the relévant perindeobtpimed in an international or
domestic commodity exchange market. In this context, a quoted price also includes prices obtained from recognised
and transparent price reporting or statistical agencies, or from governmental price-setting agencies, where such
indexes are used as a reference by unrelated parties to determine prices in transactions between them.
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Contributions made in the form of functions performed, assets used and risks assumed by other entities in
the supply chain should also be compensated in accordance with the guidance provided in the Guidelines.
Although there is no specific source of references to be used, the guidance encourages taxpayers to
provide reliable evidence and document to justify price adjustments or any other relevant information.

2.4.2. Resale price method

181. The resale price method begins with the price at which a product that has been purchased from

an associated enterprise is resold to an independent
reduced by an approprisadlee gpmoiscse maamgginnd)t,hedéditreer mi ned
margins in comparable uncontrolled transactions, representing the amount out of which the reseller would

seek to cover its selling and other operating expenses and, in light of the functions performed (taking into

account assets used and risks assumed), make an appropriate profit. What is left after subtracting the

gross margin can be regarded, after adjustment for other costs associated with the purchase of the product

(e.g. customs d dengthgmsce for tha erigirmaltranafer of preperty between the associated

enterprises.

182. Thus, in a resale price method, the resale price margin (i.e. the gross margin) that the reseller
earns from the controlled transaction is compared with the gross margin from comparable uncontrolled
transactions.

183.  This method is usually most appropriate where it is applied to sales and marketing operations such
as those typically carried out by a distributor. In some circumstances, the resale price margin of the reseller
in the controlled transaction may be determined by reference to the resale price margin that the same

resell er earns on it ems purchased and sold in compa
comparabl edo) . I n ot her ci r kablenistarnalcan@aablésare pot available)l y wher
the resale price margin may be determined by reference to the resale price margin earned by independent

enterprises in comparable uncontrolled transactions (|

2.4.3. Cost plus method

184.  The cost plus method begins with the costs incurred by the supplier of property or services in a
controlled transaction for property transferred or services provided to an associated enterprise. An
appropriate mark-up, determined by reference to the mark-up earned by suppliers in comparable
uncontrolled transactions, is then added to these costs, to make an appropriate profit in light of the
functions performed and the mar ke tup may ba determioed oy Such

reference to the mark-upthatthe s ame supplier earns in comparable unco
comparableo), or by reference to the mark up that woul
an independent enterprise (fAexternal comparabl ed)

185.  Thus, in a cost plus method, the mark-up on costs that the manufacturer or service provider earns
from the controlled transaction is compared with the mark-up on costs from comparable uncontrolled
transactions.

186.  This method probably is most useful where semi-finished goods are sold between associated
parties, where associated parties have concluded joint facility agreements or long-term buy-and-supply
arrangements, or where the controlled transaction is the provision of services.
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2.5. Description of the existing rules and practices in Brazil and gap analysis

187.  This section describes the transfer pricing methods available in Brazil. Brazil has adopted methods
inspired by the three traditional transaction
consideration, namely the comparable uncontrolled price, resale price and cost plus methods. However,
those methods present a number of differences compared to the OECD-recognised methods.

2.5.1. Classification of methods between import and export transactions

188.  The transfer pricing methods in Brazil are classified between those that are used to establish the
transfer price for import transactions and those that are used for export transactions. The distinction
appears in the rules for methods broadly equivalent to the CUP method with little theoretical difference.
Accordingly, the PIC and PVEx methods set benchmark prices with the weighted arithmetic average of
purchases and sales between unrelated parties of the same or similar goods, rights or services under
similar payments conditions for import and export transactions respectively. Special methods subsequently
introduced in 2013, designed for commodities, and which differ from the other methods in the sense that
they are not based on annual average prices but establish the transfer price through averaging of published
commodity prices from public exchanges on the transaction date on a transaction-by-transaction basis are
mandatorily applicable. Methods inspired by the resale price method can be used for imports (PRL method)
and for exports (PVA/PVV methods). The methods inspired by the cost plus method, namely the CPL
method for imports and the CAP method for exports, follow the same binary approach. For the purpose of
applying these methods, a base amount is calculated based on weighted averages (either of prices or of
costs) to which a statutory profit margin is added.

189.  Against this background, the following paragraphs describe in more detail the different methods
available under the Brazilian transfer pricing rules.

Methods designed for import transactions

190.  Article 18 of Law 9,430/96 provides the three methods designed for import transactions. This article
effectively sets a maximum amount in excess of which the deductibility of expenses is not allowed, thereby
limiting the deductibility of costs in regard to import transactions carried out with related parties. This ceiling
price is determined by applying the three following methods.

Comparable independent price method

191. The ficomparabl e i ndep ePredos intepepdentes €amparados broRIC)
determines the transfer price on the basis of the weighted arithmetic average of identical or similar goods,
services and rights in transactions carried out either in domestic or foreign markets by the interested party
itself or by third parties under similar payment conditions.

192. Commodity transactions are subject to methods which are broadly equivalent to the CUP method,
but follow very specific guidance. There are two such methods for the transfer of commodities i one for
imports and one for exports i and both were introduced in 2013.1%8 Their application is mandatory. The so-

called Aprice under qu @re@isdbCotacéw na linpopagio ordClinappids tod

import transactions of commodities between related parties. Article 18-A establishes a comparison with
the daily average values of the quotation of goods or rights subject to public prices on internationally
recognised exchange or securities markets.

18a1 so referred to as the fAsixth methodo.
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Resale price less profit method

193. The fAresal e pri cePrécedeRevpndaoMemnos laucraroe PR )dsddefified as the
arithmetic average of resale prices of goods, services and rights in Brazil, in similar payment conditions,
and is calculated according to the following methodology.

194.  First, the law requires to use the net price of the sale, which is defined as the arithmetic average
of the selling prices of the goods, services and rights, as applied by the importer in transactions with
independent parties, less (i) unconditional discounts granted, (ii) taxes and contributions imposed on sales,
and (iii) commissions and brokerage fees paid.10°

195.  Further, it is required to find the percentage of the participation of the imported goods, rights or
services, in the total cost of the goods, rights or services sold by the Brazilian entity. The percentage of
the participation of imported goods shall be calculated in accordance with the cost spreadsheets of the
legal entity.1? Based on this percentage, the law then requires to find the amount of the participation of
the items imported in the sales price.11!

196. Subsequently, paragraph 12 of Article 18 prescribes the application of profit margins upon the
above-mentioned participation amount of the imported items that is sold. The margins are 40%, 30% or
20% depending on the industrial sector of the enterprise subject to transfer pricing control.112 The
parameter will be the resale price adjusted by participation less a profit margin, fixed by law. If the taxpayer
is pricing the transaction below the parameter price, a transfer pricing adjustment will be required.

197.  The percentage of the participation will effectively lead to the adjustment of the base to which the
fixed margin will be applied.

Production cost plus profit method

198. Under the dAproducti on Custede Pmducds MasrLocfoiot @PL)ntleet h od  (
determination of the transfer price is made based on the weighted average production cost of identical or

similar products, services or rights in the country or jurisdiction where they were originally produced,

increased by taxes paid in that jurisdiction and by a mandatory fixed profit margin (i.e. a 20% mark-up on

cost) calculated on the production cost.

109 Article 12, item I, of Normative Instruction 1,312/2012.

il. Net sale price: the weighted arithmetic average of the sale price of the goods, services or rights, reduadd by: a) uncon
discounts granted; b) taxes and contributions assessed on sales; ¢) commissions and brokerage fees paid

110 Article 12, item 11, of Normative Instruction 1,312/2012.

fl. Percentage of participation of the goods, rights or services imported over the total cost of the gamd; tight or service <
percentage ratio between the weighted average cost of the goods, rigimgportsdraitgshe total weighted average cost
of the goods, rights or services sold, which shall be calculated in accordance with the cost spreadsheeds of the legal enti

111 Normative Instruction 1,312/2012, Article 12, item IlI:

fll. Participation afogs, rights and services imported in the sale price of the goods, rights or services sold: the applicatic
the percentage ratio of goods, rights or services imported to the total cost, calculated in accordancengitbatem Il, over the
price caldated in accordance with &em |

112 prior to 1 January 2013, the profit margins of the PRL method were 20% for resale and 60% in case of further
manufacturing process in Brazil. The new margins were included in the transfer pricing legislation by Law 12,715/2012
(available at: www.planalto.gov.br/ccivil_ 03/ Ato2011-2014/2012/Lei/L12715.htm#art48).
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Methods designed for export transactions

199.  Article 19 of Law 9,430/96 provides the four methods designed for export transactions. Article 19
effectively sets the minimum amount of gross income in export transactions carried out by residents of
Brazil with related parties. This approach is equivalent to setting a floor for income and assigning taxable
income to the concerned exporting party.

200. The methods for exports contain a specific type of simplification, which could be also considered
as a safe harbour or an exception from applying the transfer pricing rules. If the price charged is less than
90% of the average price charged on the sale of the same goods, services or rights on the Brazilian market
during the same period under similar payment conditions, the transactions carried out will need to be
adjusted through the application of one of the four following methods. This means that if the price charged
is more than 90% of the average price charged, no transfer pricing adjustment or application of transfer
pricing methods is needed.13

Export sales price method

201. The fAexport sal W&odgpdo Prece de Venda nhsoEdporfaces or PVEX) is used
to determine the transfer price based on the arithmetic average of prices of exports by the enterprise to
unrelated parties, or by other domestic exporters of identical or similar goods, services or rights.

202. Commodity transactions are subject to methods which are broadly equivalent to the CUP method,
but contain very specific guidance. There are two methods for the transfer of commodities T one for imports
and one for exports T and both were introduced in 2013. Their application is mandatory. The so-called
fiprice wunder guot at iMetodo dmnPregoxspboCotagiio na &xpbrtacdo of PECEX)
applies to export transactions of commodities between related parties. Article 19-A establishes a
comparison with daily average values of the quotation of goods or rights subject to public prices on
internationally recognised exchange or securities markets.

Wholesale price in the country of destination less profit method

203. The fAwhol esale price in the c ouRregadgVeadapod/Aasado
no Pais de Destino, Diminuido do Lucro or PVA) is used to determine the transfer price based on the
arithmetic average of the wholesale price of identical or similar goods in the country of destination under
similar payment terms, less taxes included in the price that are levied in the country of destination, less a
profit margin of 15%.

Retail price in the country of destination less profit method

204, The fAretail price in the c ounPregcoyde \¢ehdad\aejp noPais i

de Destino, Diminuido do Lucro or PVV) is used to determine the transfer price based on the arithmetic
average of the retail price of identical or similar goods in the country of destination under similar payment
terms less taxes included in the price that are levied in the country of destination, less a profit margin of
30%.

Acquisition or production cost plus taxes and profit

nati

206, The fAacquisition or pr oduc tCuswme Aguisgdo opde Pdugda x e s

Mais Tributos e Lucro or CAP) is used to determine the transfer price based on the arithmetic average of

113 This provision is also discussed in the context of Chapter IV and safe harbours in Section B.5 of the OECD
Guidelines.
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the acquisition or production cost of exported goods, services or rights, plus domestic taxes and
contributions, plus a profit margin of 15% on the sum of costs, taxes and contributions.

Practical considerations for the application of methods for export and import transactions

206. By way of conclusion, it is worth highlighting that practical aspects in terms of the application of
these methods create bias in favour of certain methods. For example, in the case of the CPL method,
production costs will be incurred in the country where the supply is originally manufactured including direct
costs (manufacturing process) and other amounts for reasonable losses, depreciation, leases, and
maintenance expenses regarding the production. In this respect, performing a calculation based on this
level of detail is easier for the CAP method than the CPL method due to ready access to its own information
by the Brazilian company. Therefore, there is a strong inclination to use the CAP method for export
transactions. As another example, the PVA/PVV methods, which are equivalents of the resale price
method for export transactions, will be more difficult to apply than the PRL method applied for import
transactions, as they necessitate detailed accounting information from the foreign related party.

2.5.2. Use of fixed margins in methods equivalent to cost plus and resale price methods

207.  The use of fixed margins for the Brazilian versions of the OECD-recognised resale price and cost

plus methods, i.e. the adoption of predetermined profit margins imposed by law, constitutes a key

di fference and significant deviation from the applica
the OECD Guidelines. These fixed margins are asserted to be derived from industry practices,!* but no

detailed explanation is provided in terms of how they were established.

208. For i mport transactions, the Aresale price | ess p
based on the economic sector and type of products.’’®> The fixed mark-up of t he fAproducti ol
profito (CPL) method applies broadly to all sectors.

209. For export transactions, the fAwholesale priceodo (|
different rates (15% and 30% respectively), in order to account for the functional profile of the taxpayer

(whol esal er vs. retailer). The 15% profit margin of t

broadly to all sectors.

210. Therefore, the classification between methods for import transactions and for export transactions
has implications in terms of the applicable profit margins. These predetermined margins are supposedly
based on industry practices, but they only take into account the economic sector for one method (PRL
method) and the functional profile of the taxpayer for two others (PVV and PVA methods), while the fixed
margins of the other methods apply broadly to all industries and taxpayers.

114 positions on Article 9 (associated enterprises) and its Commentary, OECD (2017), Model Tax Convention on
Income and on Capital: Condensed Version 2017, OECD Publishing, Paris, https://doi.org/10.1787/mtc_cond-2017-
en.

15 The percentage is 40% for the products of (a) pharmachemical and pharmaceutical products; (b) tobacco products;
(c) optical, photographic and cinematographic equipment and instruments; (d) machines, devices and equipment for
dental-medical-hospital use; (e) extraction of oil and natural gas; and (f) oil derived products. Then, 30% for the
products of (a) chemical products; (b) glass and glass products; (c) cellulose, paper and paper products; and (d)
metallurgy. And finally, 20% for all other sectors.
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211.  The Minister of Finance may, under justified circumstances, change the fixed margins on its own

initiative.'1® A taxpayer may also request profit margins different from those provided,!'” if the request is

supported with documents of transactions carried out with non-related parties.1*8A complementary element

of proof that is also admissibleisth e i nf or mat i gpov ebransneedn tonpufb | i cati ons or
sellerés country, or a statement issued by thantax ad
agreement with that country to avoid double ¢dxatiome or to exchange infoinatiarreskardh done by a company

or institution wieown for its technical expertise or technical publications which specify the sector, period, companies resea
and margins found, and identify data colidatedewed per compaify

212.  In 2012, the profit margins of the PRL method were changed.?° The previous margins, which were
20% for resale and 60% in case of further manufacturing process in Brazil were replaced by new margins
based on the economic sector and type of products (40%, 30% and 20%, as indicated above). It has not
been specified how these revised figures for the margins were reached, but some evidence seems to point
to the conclusion that they potentially depart from the economic reality of many companies.*?!

213.  This approach that makes use of fixed margins has a number of other implications, notably the
fact that it disregards important aspects of the standard comparability analysis and the economic
circumstances of the commercial or financial transactions (as highlighted under the Chapter | analysis).
Another implication is that it is only concerned with the profits of the Brazilian entity and ignores the actual
amount of profits to be paid to the other related parties of the MNE group.

116 Article 20 of Law 9,430/1996.

117 Article 21, paragraph 2 of Law 9,430/1996.

118 The mechanism to challenge the fixed margins is provided in the Ordinance of Minister of Finance 222/08.
119 Article 21, I and Il of Law 9,430/1996 and Article 43 of Normative Instruction 1,312/12.

120 The new margins were included in the transfer pricing legislation by Law 12,715/2012 (available at:
www.planalto.gov.br/ccivil_03/ Ato2011-2014/2012/Lei/L12715.htm#art48).

121 See Annex A of this report for the summary of business comments.
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Box2.1. Braziian methods with fixed margins

Strengths and weaknessafsfixed margins according to the UN Practical Manual on Transfer Pri

The strengths and weaknesses of the Brazilian methods with fixed margins are discussed in the second
edition of the United Nations Practical Manual on Transfer Pricing for Developing Countries (Section
D.1. Brazil country practices). The highlighted strengths of predetermined profit margins pertain to the
fact that they avoid the need for specific comparables; they free scarce human resources and can be
applied without technical knowledge of specific transfer pricing issues; they stabilise expectations of
taxpayers with respect to their Brazilian tax liability associated with inter-company transactions; they
provide a low-cost system for companies and the tax administration by doing away with the need to
empirically determine gross margins; they are practical; they do not distort competition among
enterprises located where the methodology is applied; they allow for simple implementation by tax
authorities when auditing taxpayers; and they provide simplicity of application for taxpayers.

The weaknesses of the approach are also discussed. They may lead to double taxation if there is no
access to Competent Authorities to negotiate relief from double taxation; they require clear
classifications and accounting conformity with respect to the allocation of expenses between COGS
and operating expenses; and they make it unavoidable that some Brazilian enterprises will be taxed at
(higher or lower) profit margins not compatible with their profitability because they apply regardless of
the cost structures of taxpayers.

NoteThe content of this box is drawn from the UNItMBoasahot reflébe concerns raised by business, some of which r

conflicting views as far as the strengths and weaknesses of the Brazilian methods with fixed margins are concerneg
SourceSection D.1.7 of United Nations Practical Manual on Transfer Pricing (2017

2.5.3. Limited comparability

214. A further key difference is that the methods rely on a determination of average prices/costs of
goods, rights or services, which for most methods i namely the broadly equivalent of the OECD-recognised
CUP method for imports (PIC method) and of the cost plus method for imports (CPL method) and the
broadly equivalent of the OECD-recognised CUP method for exports (PVEx method) and resale price
methods for exports (PVA/PVV methods)i must f ol l ow a strict concept
on the features (i.e. they must have same nature and function, be interchangeable, and have equivalent
specifications) of the goods, services or rights. It does not mean that all other comparability factors are
ignored, but the extent of the resulting comparability analysis is extremely limited. For example, even
though it is not explicitly stated in the transfer pricing law, elements used in the customs framework, such
as the quality, commercial reputation may be considered for comparison purposes.'??2 Comparability
adjustments are also foreseeable, but to a rather limited extent and mostly based on differences as regard
to physical nature or content.

122 Article 15(2)(a) of the Agreement on Implementation of Article VII of the General Agreement on Tariffs and Trade
(GATT) provides for these elements. Brazil is a member of the World Trade Organization (WTO) and therefore
Brazilian law follows the GATT provisions, including the Agreement for Implementation of Article VII, which provides
that customs calculation will be determined by the effective value of the transaction (ad valorem). Brazil adopted the
GATT through Decree 1,355/1994. Moreover, Decree 6,759/09 (Customs Code) encompasses the Brazilian
regulations that incorporates the GATT provisions in the domestic legislation.
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215.  The broadly equivalent of the OECD-recognised resale price method for imports (PRL method)
and the broadly equivalent of the OECD-recognised cost plus method for exports (CAP method) do not
incorporate the same element of comparability due to their modalities of application.1>® These methods
directly use the items involved in the transaction without the needtorelyonthec oncept of
similaro.

216. As the methods equivalent to the resale price and cost plus methods (i.e. PRL, PVA/PVV, CPL
and CAP methods) are based on fixed profit margins i unlike the OECD-recognised traditional transaction
methods that rely on a strong comparability element, and the application of which requires the availability
of expansive information for the purpose of the determination of the gross profit margin and mark-up 7,
they do not require making such determinations based on pricing research and specific comparables.

217. Inaddition, the functional analysis required for the application of the OECD-recognised resale price
and cost plus methods as part of the comparability analysis becomes largely irrelevant for the application
of the Brazilian methods.

2.5.4. Application of methods for commodity transactions

218. The commodities subject to the mandatory application of the PCI (for imports) and PECEX (for
exports) methods are listed in Normative Instruction 1,312/2012,24 which provides supplementary
guidance in Annex | (list of commodities to which the method applies), Annex Il (list of internationally
recognised exchange markets), and Annex lll (list of recognised research institutions). Products negotiated
in exchange markets listed in Annex Il are also within the scope of the application of these methods.125

219.  For operations involving commodities subject to quotation on commodity and futures exchange
markets, the fprice under quotation on importao
methods must be applied.1?8 A stricter tolerated deviation of 3% from the parameter price was established
for commodity transactions,?” as opposed to the general tolerated deviation of 5%. The fact that the
application of these methods is mandatory, combined with the non-application of the most appropriate
method criterion, excludes the application in some cases of more suitable methods, particularly the PIC
and PVEx methods when reliable comparables exist.

220. The OECD-recognised CUP method includes the possibility of using internationally quoted prices,
provided appropriate comparability adjustments are made according to the functional analysis prescribed
in the Guidelines. Even though the PCI and PECEX methods provide for the possibility to make

i dent

(PCI)

2Hence why the terms fAidentical o and fisimilaro are not incl

Articles 12-14 (PRL method) and Article 33 (CAP method) of the Normative Instruction 1,312/2012.

124 The regulation has evolved through several Normative Instructions, starting with Normative Instruction 1,312/2012,
which was amended by Normative Instructions 1,322/2013, 1,395/2013, 1,431/2014, 1,458/2014 and 1,498/2014.
Normative instruction 1,395/2013 provided details regarding the concepts of commodities and premium. It included
adjustments that may be made to the price of commodities, such as the term of payment and quantities negotiated. It
also updated the list of products classified as commodities and the list of research institutes. NI 1,458/2014 then
clarified the concept of premium and provided other possible adjustments to the price of commodities, such as packing,
freight and insurance, costs of taxes on disembarkation at the port of destination. Finally, NI 1,498/2014 added more
products to the list of commodities.

125 For  access to the annexes attached to Normative Instruction  1,312/12,  see:

http://normas.receita.fazenda.gov.br/sijut2consulta/link.action?visao=anotado&idAto=39257.

126 Article 18, paragraph 16 (PCI method) and Article 19-A, paragraph 1 (PECEX method) of Law 9,430/1996,
(included by Law n° 12,715/12).

127 Article 51, paragraph 2, of Normative Instruction 1,312/12.
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adjustments, such adjustments are limited to those specified by the legislation and make no consideration
of the functional analysis according to the OECD Guidelines. Indeed, the adjustments provided by the
legislation for the PCI and PECEX methods include premiums and discounts related to the differences
between the amount received by the seller and the variables that are considered in the specific
commodities and futures exchange market.128 The variables which may be considered in the adjustments
are: payment term; negotiated quantity; climatic influences on the characteristics of the goods;
intermediation costs in purchase and sale transactions performed by non-related legal entities; packaging;
and insurance and freight.12°

221. These permitted adjustments do not fully correspond to the adjustments contemplated by the
OECD-recognised CUP method, which allows any reasonably accurate adjustments to eliminate the
material effects of the differences between the transactions being compared or between the enterprises
undertaking those transactions. This gap in the scope of the adjustments have been raised as a concern
by business.® In fact, although taking into account some relevant aspects, the permitted adjustments
would not allow to reflect all the relevant characteristics, such as contractual terms, functional and risk
profiles of the parties to the transaction and other relevant economic circumstances.

222. Hence, it may be concluded that, although broadly in line with the OECD-recognised CUP method,
the PCl and PECEX methods are less flexible than provided in the OECD Guidelines because the
permitted adjustments may not fully capture all relevant economic circumstances.

2.6. Assessment of effectiveness

223.  The five OECD-recognised methods represent the international consensus on the manner of
applyingthe ar més |l ength principle. It is therefore
in their domestic rules and apply them in accordance with the OECD Guidelines.

224, From the perspective of tax administration and compliance, the available transfer pricing methods
in Brazil present several advantages: they are less reliant on a comparability analysis; they avoid issues
related to information asymmetry and their application potentially reduces compliance costs for taxpayers
and administration costs for the tax authorities; they also lead to more predictable outcomes and thus lead
to more tax certainty, at least from the domestic perspective; and, finally, they minimise the risks of conflict
and litigation between taxpayers and the tax authorities.

225.  The classification of the methods does not lend itself to an assessment of effectiveness based on
the five criteria. Rather, the implications of this classification, such as the different fixed margins that apply
accordingly, are subject to the assessment. The limited comparability aspects of the methods are assessed
in the context of the fixed margins, and under the analysis in relation to Chapter Il of the OECD Guidelines
(comparability analysis).

Use of fixed margins

226.  The use of fixed margins presents a number of advantages in terms of simplicity and practicality.
However, it represents a trade-off between simplicity and accuracy when establishing transfer prices
between related parties. For example, many companies indicate that the profit margins applied in the
firesale minus profito ( PRLdJonohavaysoellectahk comeleial realidydhs
another example, the minimum profitability required for certain transfer pricing methods i e.g., fixed margin

128 Article 16, paragraphs 8 and 9, and Article 34, paragraphs 9 and 10, of Normative Instruction 1,312/2012.
129 Article 16, paragraphs 8 and 9, and Article 34, paragraphs 9 and 10, of Normative Instruction 1,312/2012

130 For details, see Annex A of this report.
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of 15% for the costs of the service or sale i ignores the economic trends for the profitability of cross-border
transactions, meaning that exporters could experience reduced profitability but continue paying the same
amount of taxes regardless of the economic environment. This leads to some concerns with respect to the
dual objective of securing the appropriate tax base and avoiding double taxation.

Findings of the assessment

Prevention of BEPS risks

In principle, the use of fixed margins seems to protect Brazil from certain BEPS practices by ensuring
that a minimum amount of tax revenue is being collected, but it could also prevent Brazil from allocating
revenue in excess of the fixed margins in some cases.

Prevention of double taxation

The use of fixed margins, which dismiss the need for a complete comparability analysis, and which are
established in an opaque manner that is not always aligned with industry standards, may give rise to
double taxation.

The input provided by business reflects the suggested concerns over double taxation occurrences
because margins may, in some cases, be lower or higher than they would be if determined in
accordance with the OECD approach. This approach may also result in taxation that is not in
accordance with the profitability of the company.

Ease of tax administration

The use of fixed margins means that there is no longer a need to systematically perform a complex
comparability analysis, resulting in administrative relief. In other words, it is easier to apply the transfer
pricing methods or verify their appropriate application for the tax administration.

Ease of tax compliance

Similarly, the application of methods incorporating fixed margins also simplifies tax compliance for
taxpayers. Itis less time consuming and less resource-intensive than the comprehensive transfer pricing
analysis described in the OECD Guidelines.

Tax certainty

From a domestic perspective, the use of fixed margins seems to provide certainty to taxpayers by
generating objectively reliable expectations and the guarantying that the margins will not be challenged
by the tax administration.

From an international perspective, however, the impact of fixed margins, which is an approach that
differs from the interpretation of international tax standards in a majority of jurisdictions, may increase
tax uncertainty.
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TRANSACTIONAL PROFIT METHODS

227. Part lll of Chapter Il provides a discussion of the transactional profit methods, namely the
transactional net margin method (TNMM) and the profit split method.13!

228. The OECD Guidelines indicate that under certain circumstances, transactional profit methods will
be found to be more appropriate than traditional transaction methods. For instance, in cases where parties
make unique and valuable contributions in relation to the controlled transactions, or where parties engage
in highly integrated activities, a transactional profit method is generally more suitable. As another example,
the transactional net margin method presents several practical strengths, including the fact that it is less
affected by transactional differences (than is the case with price) as it is based on net profit indicators, and
the fact that it only requires to examine a financial indicator for one of the associated parties.

2.7. OECD-recognised transactional profit methods

229.  Atransactional profit method examines the profits that arise from particular controlled transactions.
Profit arising from a controlled transaction can be a relevant indicator of whether the transaction was
affected by conditions that differ from those that would have been made by independent enterprises in
otherwise comparable circumstances.

2.7.1. Transactional net margin method

230.  The transactional net margin method examines the net profit relative to an appropriate base (e.g.,
costs, sales, assets) that a taxpayer realises from a controlled transaction (or transactions that are
appropriate to aggregate).

231. Thus, a transactional net margin method operates in a manner similar to the cost plus and resale
price methods. This similarity means that, in order to be applied reliably, the transactional net margin
method must be applied in a manner consistent with the manner in which the resale price or cost plus
method is applied.'®2 This means in particular that the net profit indicator of the taxpayer from the controlled
transaction (or transactions that are appropriate to aggregate) should ideally be established by reference
to the net profit indicator that the same taxpayer earns in comparable uncontrolled transactions, i.e. by
reference to #i ntWhere thi$ is mobpuogsible, thé hekrsadgin that would have been

earned in comparable transactions by an independent

a guide. A functional analysis of the controlled and uncontrolled transactions is required to determine
whether the transactions are comparable and what adjustments may be necessary to obtain reliable
results.

2.7.2. Profit split method

232. The transactional profit split met hod seeks
outcomes for controlled transactions in order to approximate the results that would have been achieved
between independent enterprises engaging in a comparable transaction or transactions. The method first
identifies the profits to be split from the controlled transactions (the relevant profits) and then splits them

131 The revised guidance, while not being prescriptive, clarifies and significantly expands the guidance on when a
profit split method may be the most appropriate method. OECD (2018), Revised Guidance on the Application of the
Transactional Profit Split Method, www.oecd.org/tax/transfer-pricing/revised-guidance-on-the-application-of-the-
transactional-profit-split-method-beps-action-10.pdf.

132 5ee paragraph 2.64 of the OECD Guidelines.
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between the associated enterprises on an economically valid basis that approximates the division of profits
that would have been agreed at armdéds | ength.

233.  As s the case with all transfer pricing methods, the aim is to ensure that profits of the associated
enterprises are aligned with the value of their contributions and the compensation which would have been
agreed in comparable transactions between independent enterprises for those contributions.

234.  The transactional profit split method is particularly useful when the compensation to the associated
enterprises can be more reliably valued by reference to the relative shares of their contributions to the
profits arising in relation to the transaction(s) than by a more direct estimation of the value of those
contributions.

2.8. Description of the existing rules and practices in Brazil and gap analysis

235.  The transfer pricing system in Brazil does not allow the use of transactional profit methods, neither
the transactional net margin method (TNMM) nor the profit split method.

2.9. Assessment of effectiveness

236. The absence of transactional profit methods may lead to difficulties for the determination of an
a r mléngth price, particularly in cases where a transactional profit method would be more suitable than
a traditional transaction method, such as cases where parties make unique and valuable contributions in
relation to the controlled transactions, or cases where parties engage in highly integrated activities.

237. In general, the unavailability of transactional profit methods makes it difficult for global taxpayers
to ensure consistency of their tax base across jurisdictions. The available transfer pricing methods in Brazil
do not allow for the proper allocation of functions, assets and risks on a global basis.

238.  Against this background, many companies identified important challenges related to the absence
of the profit split and transactional net margin methods among the available transfer pricing methods, some
going as far as indicating that it was easier to avoid cross-border transactions with related parties in Brazil.

2.9.1. Absence of transactional net margin method

239. The absence of the transactional net margin method is assessed as regards its effectiveness
below. The TNMM presents a number of strengths, provided it is selected as the most appropriate method
to the case at hand, especially for the determination of net profit indicators (e.g., return on assets, operating
profit to sales, etc.) which are less affected by transactional differences than price, more tolerant to some
functional differences between controlled and uncontrolled transactions, and which avoid problems in
cases where public data as regards the classification of expenses in the gross or operating profits is difficult
to access. However, these strengths are only relevant in combination with other aspects of the
comparability analysis as developed by the OECD Guidelines.
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Findings of the assessment

Prevention of BEPS risks

The TNMM allows the perspective of comparing the net profit margin results of the taxpayer based on
its functional/risk profile with other comparable taxpayers. It may thus help to prevent BEPS in cases
where the taxpayers may book gross profit, but erode the tax base through different types of operational
expenses. The TNMM may be especially relevant in cases of low-risk profile entities, which are
expected to make a stable but small net profit margin 7 especially due to their low risk profile. The
absence of TNMM may limit the ability of the tax administration to address some of these BEPS risks.

Prevention of double taxation

Double taxation may occur in relation to the unavailability of the TNMM, but rather indirectly as a result
of the application of less appropriate methods if compared to the other internationally accepted and
OECD-recognised methods, notably as a consequence of the use of fixed margins.

Further, the unavailability of the TNMM makes it more likely that transfer pricing adjustments under
existing methods will lead to double taxation because the aggregation of closely related transactions is
not permitted.

Ease of tax administration

Like other methods, the TNMM has its strengths and weaknesses. It could simplify the pricing of
transactions from a tax administration perspective in some cases where it is more appropriate but also
efficient to analyse transactions on an aggregated basis, but it would also require further analysis,
including performing a complete comparability (including functional) analysis.

Ease of tax compliance

The TNMM is practically advantageous in some cases, notably when one of the parties to the
transaction carries out many interrelated transactions, which can be grouped together or when it is
difficult to obtain reliable information to apply other methods. Some cases where the TNMM is best
applied are (contract) manufacturers, service providers that do not add significant unique intangibles,
distributors that do not add significant value to the product, or manufacturers (if reliable comparables
as regards cost are unavailable). However, unlike the existing methods in Brazil, it requires a complete
comparability analysis.

Tax certainty

The absence of the TNMM may not lead to increased tax uncertainty from the domestic perspective,
especially when the taxpayers know that this method is not part of the applicable standard. The effect
of gross profit methods may not always properly reflect the net economic outcomes of commercial
operations, and that due to the use of fixed margins they may lead to double taxation. Therefore, there
may be cases where taxpayers are being taxed with a fixed margin on a gross basis while they may be
realistically making very little or no profit (e.g., due to the actual economic circumstances). This may not
be known to the taxpayer in advance of the fiscal year and the tax uncertainty may originate from the
fact that the taxpayer may not foresee the final economic results and thus also the fact whether there
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will be an obligation to pay the income tax due when there is no profit or even net loss results from the
commercial operations.

The absence of this internationally accepted method is a source of difficulty and potential uncertainty
for taxpayers in establishing their global transfer pricing policy. For this reason, the absence of the
TNMM creates uncertainty from an international perspective.

2.9.2. Absence of profit split method

240.  Transactional profit splits can offer a useful method which has the potential, when properly

applied,’**t o align profits with value creation in accordan
appropriate method, particularly in situations where the features of the transaction make the application of

other transfer pricing methodologies problematic.

241.  The profit split method presents a number of strengths:

i The profit split method can offer a solution for cases where using a one-sided method is unlikely to
be appropriate, including where as a result of the nature of the transaction, reliable comparables
are unlikely to be found;

i It can offer flexibility by taking into account specific, possibly unique, facts and circumstances;

1 Where each of the parties assumes economically significant risks, the profit split method can
appropriately provide for the profits of each party to vary in accordance with those risks;

1 It makes it possible for all parties to the transaction to be directly analysed and evaluated i provides
for so-called two-sided analysis;

1 The use of the profit split method should be consistent and there may be years when there are
profits to be split, but there are also situations where MNE groups make losses in the relevant
transactions and therefore, this method may also entail allocation of losses between MNESs.

Findings of the assessment

Prevention of BEPS risks

The profit split method is the most appropriate method when enterprises make unique and valuable
contributions and/or jointly control economically significant risks. In such cases, the profit (but also loss)
potential of the enterprises can be significantly higher than in situations involving simple and routine
activities. In such cases, the absence of the profit split method may jeopardise the proper allocation of
income and limit the ability of the tax administration to allocate the appropriate tax base to the taxpayers
in Brazil, thereby increasing the probability of BEPS risks.

Prevention of double taxation

The unavailability of the profit split method does not seem to create double taxation situations directly,
but it leads to awkward results, such as where the outcomes of the application of the profit split method
in other jurisdictions would not be accepted under the Brazilian transfer pricing system.

133 The profit split method is best applied to highly integrated transactions (e.g., global trading of financial instruments),
transactions where each party makes unique and valuable contributions (e.g., use or transfer of intangibles), and
transactions in which the parties share economically significant risks, or separately assume closely related risks.
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This essentially means that a different method will need to be applied at the level of the Brazilian entity.
The application of less appropriate methods may lead to incorrect results, or at least to significant
divergences if compared to the outcomes under the OECD standard. In this context, cases of double
taxation are likely to arise. In cases where the profit split method would entail the split of losses
(materialisation of economically significant risks), the absence of the profit split method clearly leads to
double taxation, because under existing methods and applicable fixed margins, the taxpayers will still
have to pay tax in situations where they actually incur losses.

Ease of tax administration

Because the profit split method is not available in Brazil, the complexities associated with the application
of the profit split method do not aggravate the tax administrationé burden, but taken the fact the profit
split method aims at dividing and allocating the relevant profits between the related parties despite
potential significant volumes of transactions, which may be otherwise investigated item-per-item, the
absence of profit split method could be in some cases a missed opportunity for pragmatic and simplified
approaches.

Ease of tax compliance

Similarly, the burden is alleviated for taxpayers in theory because of the complexities of the profit split
method. However, complexity could persist if other traditional transaction methods are used in cases
where the profit split method would have been more appropriate, thus creating a different set of
difficulties, especially for foreign-headquartered MNEs. In consequence, the compliance burden may
be significantly increased because taxpayers will be forced to apply a traditional transaction method
available in Brazil or to calculate the appropriate adjustment according to it.

Tax certainty

From a domestic perspective, the absence of the profit split method may not create additional tax
uncertainty.

From an international perspective, the outcomes of the application of the profit split method in other
jurisdictions are not transferrable in the Brazilian transfer pricing context. Other methods available in
Brazil have to be used irrespective of the method applied by the foreign related party. This creates a
significant uncertainty from the international perspective.
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3 Comparability analysis

The third chapter contains the analysis o f Brazil s rel evant
rules as compared with Chapter 11l of the OECD Guidelines, which contains
the guidance on the comparability analysis. Theic ompar abi I i ty an

at the heart of the application o f the ar mds Alcenplgte h pr i
comparability analysis, including functional and risk analyses, should be

conducted in accordance to the principles of Chapters | - lll of the OECD
Guidelines, with Chapter Il containing more detailed guidance on performing

such comparability analysis. The findings of the analysis are that under
Brazil s transfer pricing framewor k, t
analysis and the typical process of performing a comparability analysis is not

followed. The use of comparables is also more constrained, combined with

other diverging features, such as the item-per-item approach and the limited

ability to perform comparability adjustments. The assessment of
effectiveness focusses on the absence of a complete comparability analysis

and the strict use of comparables. It also includes an assessment of the item-

per-item approach and the limited comparability adjustments allowed by the

various methods.
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3.1. Performing a comparability analysis

242.  Any comparability analysis implies comparing a controlled transaction under review and the

uncontrolled transactions that are considered to be potentially comparable. As part of a comparability

analysis, the OECD Guidelines indicate that a search for comparables, i.e. a search for information on

potentially comparable uncontrolled transactions and the process of identifying comparables, relies on a

prior analysis of the taxpayerds controlled transactd:i
comparability factors.

243.  The Guidelines stress the importance of maintaining some continuity during the analytical process

through a consistent and methodical approach, starting from the preliminary analysis of the conditions of

the controlled transaction, to the selection of the transfer pricing method, through to the identification of

potential comparables and ultimately a conclusion about whether the controlled transactions under review

are consistent with the armbés | e nlglitylanalpsis,ionlcthepnost . I'n p
reliable comparables should be considered, and uncontrolled transactions with a lesser degree of
comparability should be eliminated as a result, while also taking account of potential limitations in

availability of information. In this regard, the Guidelines do not provide a requirement for an exhaustive

search of all possible sources of comparables.

244.  Further, it is emphasised in the Guidelines that it is good practice for both taxpayers and tax
administrations to provide appropriate supporting information for the other interested party, i.e. tax auditors,
taxpayers or foreign competent authorities, when using comparables.***

3.1.1. Typical process

245. The Guidelines describe a Atypical proerfermiagda i n ni n
comparability analysis.

Table3.1. Performing a comparability analysis

Typical nirgtep process of performing a comparability analysis

Steps Description
Step 1 Determination of years to beesbver
Step2 Broacbased analysis of .the taxpayerdés circumstances

Step 3 Understanding the controlled transaction(s) under examination, based in particular on a functional analysts itestel
party (where needed), the most approansfer pricing method to the circumstances of the case, the financial indice
tested (in the case of a transactional profit method), and to identify the significant comparability faakers ithat atwoulc

Step 4 Review axisting internal comparables, if any

Step 5 Determination of available sources of information on external comparables where such external comparable®e
account their relative reliability

Step 6 Selection of the most appropaatder pricing method and, depending on the method, determination of the relevant fi

Step 7 Identification of potential comparables: determining the key characteristics to be met by any uncontrolézdidrae:
regardedsapotentially comparable, based on the relevant factors identified in Step 3 and in accordance with the
set forth at Section D.1 of Chapter |

Step 8 Determination of and making comparability adjustments where appropriate
Step9 I nterpretation and use of data collected, determin

Note:This process is considered an accepted good practice but it is not a compulsory one, and any other seartheprocess leading
identification of reliatdeparables may be acceptable as reliability of the outcome is more important than process

134 5ee paragraph 3.3 of the OECD Guidelines.
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246.  While this process is considered accepted good practice, other search processes may also be
followed as long as they lead to the identification of reliable comparables. It should also be noted that the
process, in practice, is not a linear one and some steps may need to be repeated or carried out in a different
order.

3.1.2. Comparables

247.  The Guidelines provide for the use of either a comparable transaction between one party to the
controlled transaction and an independent party (Ain
enterprises, neither of which is a party to the contr

248.  Various sources of information can be used to identify potential external comparables, including
commercial databases developed by editors who compile accounts filed by companies with the relevant
administrative bodies and present them in an electronic format suitable for searches and statistical
analysis. These databases present a number of limitations, which are addressed in the Guidelines.

249. The Guidelines also provide that non-domestic or foreign source comparables should not be
automatically rejected just because they are not domestic. A determination of whether foreign source
comparables are reliable has to be made on a case-by-case basis and by reference to the extent to which
they satisfy the five comparability factors.

250. Finally, in the event that tax administrators have access to information from examinations of other
taxpayers or from other sources that may not be disclosed to the taxpayer, the Guidelines consider that it
would be unfair to apply a transfer pricing method on the basis of such information, unless it is disclosed.

3.1.3. Separate and combined transactions

251. In the context of the review of the controlled transaction and the choice of the tested party, the
Guidelines provide for the evaluation of a taxpayerds
preferabl e to appl ygipletoh & traasactivd-by-transantignt basis,ptrmiaynoften be the

case that separate transactions will be closely linked or continuous, making it difficult to evaluate them

separately (e.g. long-term contracts for the supply of commodities or services). When it would be

impractical to determine pricing for each product or transaction, the Guidelines consider that such
transactions should be evaluated together using the mo
also address portfolio approaches, whi ch i s anot her example where a taxp
combined, but also package deals (i.e. transactions arranged together in a single comprehensive package)

involving transactions that may need to be separated.

3.1.4. Intentional set-offs

252.  An intentional set-off is a benefit provided by one associated enterprise to another associated
enterprise within the group that is deliberately balanced to some degree by different benefits received from
that enterprise in return.

253. Companies often offer a range of products and within this range, not all products are profitable,

but it might stild]l be necessary to keep them in stock
all relevant transactions in the determination of the profits, which might ultimatelybear més | engt h o v e
is thus provided by allowing some of the higher prices to be cancelled out by the fact that other prices were

lower than market price.

TRANSFER PRICING IN BRAZIL: TOWARDS CONVERGENCE WITH THE OECD STANDARD © OECD/RFB 2019



90 |

315 Application of the armds |l ength principle thrc

tools

254.  In many occasions, the application of the most appropriate method produces a range of figures all
of which are relatively equally reliable. The Guidelines thus provide guidance on selecting the most
appropriate point in the range, taking into consideration extreme results and associated comparability
considerations.

3.1.6. Comparability adjustments

255.  According to the Guidelines, to be comparable means that none of the differences (if any) between
the situations being compared could materially affect the condition being examined in the methodology or
that reasonably accurate adjustments can be made to eliminate the effect of any such differences.

256.  Comparability adjustments should be considered if (and only if) they are expected to increase the
reliability of the results. The Guidelines allow for different types of comparability adjustments, such as
adjustments for accounting consistency designed to eliminate differences that may arise from differing
accounting practices between the controlled and uncontrolled transactions; segmentation of financial data
to eliminate significant non-comparable transactions; adjustments for differences in capital, functions,
assets, risks.

3.2. Description of the existing rules and practices in Brazil and gap analysis

257.  The standard of comparability in Brazil is reduced to the features of the goods, rights or services
being compared. The process of performing a comparability analysis thus begins with a calculation of the
average sales price of comparable goods, rights or services or of the costs incurred. Most of the methods
require strict comparability in terms of the physical characteristics (but also the function) of the goods,
rights or services. Because of the fixed margins, other aspects of the comparability analysis become
irrelevant, meaning that a complete comparability analysis as contained in the OECD Guidelines is absent
from Brazil és transfer pricing system.

3.2.1. Absence of complete comparability analysis

258. As a general rule, the comparison is made between the transactional prices (i.e. the prices
effectively used by the taxpayer) and the parameter prices (i.e. the prices determined by the application of
one or the other of the available transfer pricing methods) in Brazil.

259. However, the typical process spelt out in the Guidelines is not relevant under the Brazilian transfer

pricing rules and the concept of comparability as contained in the Guidelines is generally not reflected.

Instead, the concept of comparability is narrowed down to a specific scope that disregards many aspects

of the guidance provided by the Guidelines, thereby establishing a more limited standard of comparability

for a majority of the methods available.135 According to the standard of comparability set forth in the transfer

pricing rules in Brazil,theg o o d s , rights or services to be compared
In addition, the process does not require to calculate profit margins because of the fixed margins imposed

by the available methods. Therefore, no extensive search for comparable margins is required to apply the
methods broadly equivalent to the resale price and cost plus methods, namely the PRL, PVA/PVV, CPL

and CAP methods.

¥The concept of fAidenticalo and fisimilaro is not relevant
method for imports (PRL method) and the cost plus method for exports (CAP method). See paragraph 234.
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260 The nibrasedl analysiso (i.e. an analysis of the

factors and other elements that affect the taxpayer and its environment) in Step 2 of the typical process in
the Guidelines is also not part of the comparability analysis under the Brazilian transfer pricing rules. For
the review of the controlled transaction and the choice of the tested party, only separate transactions are
considered (on a transaction-by-transaction or item-per-item basis). While under the Guidelines the choice
of the tested party should be consistent with the functional analysis of the transaction (often leading to
choosing the party that has the less complex functional analysis), the choice of the tested party in Brazil
will be inferred from the method and its needs in terms of documentation. Most of the information on the
comparability factors in relation to the controlled transaction (in particular on the functions, assets and risks
of all the parties) that would be required under the OECD system is not necessary for the selection and
application of the methods under the Brazilian system, and gathering information about foreign associated
enterprises may present a taxpayer with difficulties that it does not encounter in producing its own
information. Absent the requirement to select the most appropriate method, the only information needed
is the information to support the application (and not the selection) of a given method. Brazilian data is
more readily accessible and verifiable than foreign data that is more likely to be incomplete or unavailable.
Only traditional transaction methods, which require the use of fixed margins and comparable uncontrolled
prices, are available so there is also no reason to consider financial indicators that will be tested. Taken
together, these aspects of the transfer pricing system in Brazil significantly simplify the process of
performing a comparability analysis. This simplification, however, seems to come at the price of potential
double taxation and also loss of tax revenue, as will be analysed further below.

3.2.2. Strict use of comparables

i ndu

261. Brazilian transfer pricing rules generally provide that cCol

fiidentical 0 good#&5Aspraviguslyssated, the usesofeconwarablessis mainly required for
the calculation of average prices under the PIC and PVEx methods (the Brazilian versions of the CUP
method). These average prices must be calculated considering the transactions between the taxpayer and
an unrelated party or between two unrelated parties. As a complementary element of proof, the taxpayer

cansupportitscalc ul at i gonver nimefmt publications or reports

of t |

by the tax administration of the same country, provided that Brazil has entered into an agreement witldthétleountry to avoi

taxation of inm® or to exchange inforntatiora researdh done by a company or institutiarowelfor its technical

expertise or technical publications which specify the sector, period, companies researched and marginstéound, and iden

collected and reviewper compady#’ In this context, it should also be noted that the acceptance of
internal/external and local/foreign comparables depends on the method being applied.

262.  For other methods that are equivalent to the OECD-recognised cost plus and resale price methods
(i.e. the PRL, PVA/PVV, CPL and CAP methods),!3 taxpayers are also required to calculate average
prices or costs, which form a basis for the application of these methods; however, no other comparable is
needed due to the application of the relevant fixed margins.13°

136 This is not relevant for the Brazilian versions of the resale price method for imports (PRL method) and the cost plus
method for exports (CAP method).

137 Article 21, items | and Il of Law 9,430/1996 and Article 43 of Normative Instruction 1,312/12.

¥with the exception that the legislation does not include t

of the resale price method for imports (PRL method) and the cost plus method for exports (CAP method), for which

the concepts of Aidentical o or Asimilaro items are not

139 Although it should be noted that comparable margins based on the same requirement for submitting
complementary elements of proof in the form of supporting documentation would have to be submitted in the context
of the mechanism to challenge the fixed margins under Article 21, paragraph 2. See analysis in Chapter IV.
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Scope of comparability

263. fAildentical 6 means that the item must be physicact | y t h
aspects its quality, and commercial reputation. This definition was established for custom purposes, but is

still used for transfer pricing purposes because the rules of interpretation prescribe the use of
predetermined definitions when no other express rule provides a more specific definition. 149

264, The concept of fisimilarityo is detfhattheydh) bbgfthée hr ee ¢
same nature and used for the same function; b) be interchangeable; and c¢) possess equivalent
specifications. ' The concept of Asimilard has also been il |l umir
it was stated that similarity could be assessed in consideration of the nature, function, interchangeability

and equivalent specifications.4?

265.  Therefore, the concept of comparability under the Brazilian system is limited to items that present
a very high degree of comparability because theter ms fAi denti cal 6 and fAsimilaro
sense while they strongly focus only on the properties of the goods, services or rights and disregard most
other comparability factors described in the Guidelines. This may be especially problematic, for example,
when the functional profile of the tested party is being ignored, leading to significant discrepancies in the

price-setting, which cannot be reflected in the subsequent application of the method.

Internal/external and local/foreign comparables

266.  The transfer pricing provisions involve considerations in relation to the acceptance of comparables
on the basis of whether they are internal or external comparables or local or foreign comparables for the
calculation of the average of prices or costs. Accepted comparables are subject to vary depending on the
method, as will be explained below.

267. In terms of timing issues in comparability, the general rule is that comparable transactions must
be contemporaneous to the transactions under examination.'43 If there is no independent price in the
calendar year corresponding to the importation, an independent price related to transactions performed in
the previous calendar year may be used, adjusted by the exchange variation in the period.144

Methods designed for import transactions

268.  Asregard to the comparable uncontrolled price method for imports (PIC), the prices of purchases
and sales performed by the interested party itself or by third parties are accepted comparables (i.e. both
internal and external comparables),*® for purchases and sales between unrelated buyers and sellers.146
The transactions selected for comparison purposes must also represent at least 5% of the value of import

140 Article 15(2)(a) of the agreement on implementation of Article VIl of the GATT provides for the definition of
iidenas chkedng t hearegegual in evenything, ificluding plysicatteristics, quality and commercial
reputation. Minor differences in appearance will not preclude the consideration of identical good®that fit the definition

141 Article 42, items |, 1l and 111, of Normative Instruction 1,312/12.

142 see for example, Decision n° 16-4377 (24.11.2003), DRJ/SPOI, Delegacia da Receita Federal de Julgamento em
Sédo Paulo; Decision n° 10-2510 (30.05.2003), DRJ/POA, Delegacia da Receita Federal de Julgamento em Porto
Alegre.

143 Article 11 and Article 43, paragraph 1, of Normative Instruction 1,312/12.
144 article 18, paragraph 11, of Law 9,430/96.
145 Article 18, item I, of Law 9,430/96, defining the comparable uncontrolled price method for import transactions.

148 Article 18, paragraph 2, of Law 9,430/96.
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transactions subject to transfer pricing control when the taxpayer is using its own transactions for

calculation purposes (i.e. internal comparables) and correspond to independent prices applied in the same

calendar year.'#” This seems to put an additional threshold on the comparability of the data used for the

PIC method and seems to serve an anti-avoidance purpose by limiting the possibility for taxpayers to

ficreated their own comparables through $*pCQompmamchhlec
prices include those charged on the Brazilian market or on the markets of other countries, meaning that

both local and foreign comparables are accepted.

269.  As regard to the production cost plus profit method (CPL), only costs from the supplier itself or
from manufacturing units of other companies located in the country of origin of the goods, rights or services
are accepted (i.e. both internal and external comparables).14°

270.  The requirement to use identical and similar goods, rights or services is not relevant for the resale
price less profit method (PRL), which directly uses the items involved in the transaction.

Table3.2. Accepted comparablégpendingn the transfer pricing method for imports

Methods designed for import transa Accepted comparables
Comparable independent price (PIC) | Internal (if at least 5% of value of total
import transactions and if in the same
calendar yeaor
Externatomparables (if in the same
calendar year)
Local or foreign comparables
Production cost plus profit (CPL) Internal or external comparables
Foreig comparables

Resale price less profit method (PRL) | N/A

trans

NoteFor both internal and external compafahks® is no independent price in the calendar year corresponding to the importation, an
independent price related to transactions perfoemegviotis calendar year may be used, adjusted by the exchange variation in the period

Methods designed for export transactions

271.  As regard to the comparable uncontrolled price method for exports (PVEX), the sales prices on
exports by the company itself to other unrelated-party customers or by another domestic exporter of
identical or similar goods, rights or services to unrelated parties are accepted comparables,3° for
purchases and sales with related buyers and sellers.'>! In other words, only local internal or external
comparables are accepted.

272.  As regard to the wholesale price in the country of destination less profit method (PVA) and the
retail price in the country of destination less profit method (PVV), only foreign internal or external
comparables are accepted.1?

147 Article 18, paragraph 10, of Law 9,430/96. Paragraph 11 specifies that if there is no independent price in the
calendar year corresponding to the importation, an independent price related to transactions performed in the previous
calendar year may be used, adjusted by the exchange variation.

148 1t should be noted that a similar threshold does not exist for the methods applicable to export transactions.
149 Article 15, paragraph 4, of Normative Instruction 1,312/12.

150 Article 19, paragraph 3, item |, of Law 9,430/96.

151 Article 19, paragraph 8, of Law 9,430/96.

152 Article 19, paragraph 3, items Il and Ill, of Law 9,430/96.
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273.  The requirement to use identical and similar goods, rights or services is not relevant for the
acquisition or production cost plus profit method (CAP), which directly uses the items involved in the
transaction.

Table3.3. Accepted comparablégependingn the transfer pricing methfid exports

Methods designed for imporsactions Accepted comparables

Export sales price (PVEX) Internal or external comparables
Only local comparables

Wholesale price in the country of dest Internal or external

less profit (PVA) Only foreign comparables
Retail price in the couatrgestination les Internal or external
profit (PVV) Only foreign comparables

Acquisition or production cost plus' N/A
method (CAP)

274.  Inconclusion, it is apparent that the transfer pricing methods in Brazil operate distinctions in terms
of the acceptance of internal or external comparables and the acceptance of local or foreign comparables.

Sources of information and information undisclosed to taxpayers

275. The documentation required to support the prices and costs used for calculation purposes
depends on the method elected by the taxpayer. Usually, theses prices and costs are supported by
transactions performed by the taxpayer and an unrelated company or between two unrelated parties (sales
report, purchasing report, invoices, etc.). As a complementary element of proof, the taxpayer can support
its calcuy¢aveomment hpdwibl i cations or reports of

administration of the same country, provided that Brazil has entered e &ithatiraecountry to avoid double taxation

t he

of income or to exchange informati@enreseardh done by a company or institutiarowelfor its technical expertise or

technical publications which specify the sector, period, companies resaagaietband, and identify data collected and

reviewed per compatty

276. For the methods related to import (PIC, PRL and CPL methods) and export (PVEXx, PVV/PVA and
CAP methods) transactions, the general rule establishes that the weighted arithmetic averages of prices
and the weighted average production cost shall be calculated taking into account prices charged and costs
incurred throughout the income tax period to which costs, expenses or charges refer.

277. Moreover, as a general rule, the parameter price calculation should be made in the calendar year
in which the good, service or right is imported, except when the method chosen is the PRL method. 15
Where the PRL method is used, the parameter price should be calculated considering sales prices in the
period in which the products are written off from the inventories.

278.  Additionally, with respect to the PIC method, the transactions used for the purpose of calculation
should correspond to independent prices utilised in the same calendar year of the respective import
transactions subject to transfer pricing control.1> In such a case, if there is no independent price in the
calendar year corresponding to the importation, an independent price related to transactions performed in
the previous calendar year may be used, adjusted by the exchange variation in the period.1%6

153 Article 21, items | and 11, of Law 9,430/1996 and Article 43 of Normative Instruction 1,312/12.
154 Article 4, paragraph 3, of Normative Instruction 1,312/2012.

155 Article 18, paragraph 10, item II, of Law 9,430/1996.

156 Article 18, paragraph 11, of Law 9,430/1996.
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279.  Accordingly, as stated above, there are limits on the time of the data that taxpayers can use in
order to support the prices and costs used in their calculation.

280.  Concerning the methods for commodity transactions, public prices on internationally recognised
exchange or securities markets should be used, but in the case where there is no quotation of the goods
on internationally recognised exchange markets, the prices can be compared to those found in databases
provided by internationally recognised research institutions.157

281. The Brazilian transfer pricing rules do not provide any guidance on the use of information
undisclosed to taxpayers (orso-c al | ed fisecret comparabl eso) . | use
their own databases for risk assessment purposes,*>® which are not accessible to taxpayers. For tax audit
purposes, the tax administration is only allowed to use comparables from these databases if the
independent parties whose data is used agree to disclose this data to the assessed taxpayer. In this
respect, the practice appears to be in line with the Guidelines in terms of the use of information undisclosed
to taxpayers.

3.2.3. Strict application of the item-per-item approach

282.  Brazilian transfer pricing rules provide that the selected transfer pricing method must be
consistently applied to each good, right or service during the calendar year.1® Methods apply on an item-
per-item basis (i.e. per good, per right, and per service). Hence, applying the transfer pricing method to
each good, right or service implies that transactions must be evaluated separately. In other words, there
is no provision or other guidance which allow to combine or aggregate transactions or other similar
approaches (such as package deal or basket approaches).

3.2.4. Intentional set-offs

283. Intentional set-offs are not specifically addressed by the transfer pricing legislation in Brazil and
there is also no administrative guidance on this issue.

pract.i

3.2.5. Impossibilitytouseanar més | ength range and statist.i

284. The Brazilian approach is aimed at determining the maximum deductible expense upon
importation from related parties and the minimum taxable income upon exportation to related parties. In
the context of the fixed margins, which are in fact averages derived from industry practices (which may
range from lowest to highest profit margins identified in the market), the actual transfer price set by the
taxpayer may not exactly correspond to the parameter price determined based on the application of the
methods.

157 Article 18-A, paragraph 4 (PCI method), and Article 19-A, paragraph 5, item | (PECEX method), of Law 9,430/96.

158 Two systems that are worth mentioned are SISCOMEX and SISCOSERV. SISCOMEX means Sistema Integrado
de Comércio Exterior (Integrated System of International Trade, SISCOMEX). SISCOSERV means Sistema Integrado
de Comércio Exterior de Servigos, Intangiveis e Outras OperagBes que Produzam Variagdes no Patrimdnio
(Integrated System of International Trade of Services, Intangibles, and Other Transactions that Result in Modification
of Net Worth or Equity, SISCOSERV).

159 Article 40 of Normative Instruction 1,312/12.
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285.  Consistently with this approach, a deviation of the established transfer price from the parameter
price is tolerated, whereby no transfer pricing adjustment will be required.¢° The rules tolerate a general
deviation of 5% and a special deviation of 3% for commodity transactions.16!

286.  This deviation is observed upon the determination of the parameter price and is not part of the

comparability analysis itself. 1t constitodt @ag mdsidiengr

range described in the Guidelines.

287.  Finally, the use of statistical tools is not foreseen.

3.2.6. Limited comparability adjustments

288.  The Brazilian transfer pricing rules provide that in the case of identical goods, rights or services,
adjustments may be made so as to minimise any differences with respect to the business conditions,
content and physical features.1%2 However, comparability adjustments are limited not only in terms of the
types of comparability adjustments that can be performed, but also in terms of the transfer pricing methods
that allow them, namely the Brazilian versions of the CUP method, including the methods for commodity
transactions (PIC/PVEx and PCI/PECEX methods), and the resale price related method for exports
(PVA/PVV methods).163

289. Permitted comparability adjustments are explicitly listed in the respective provisions.®4 The
OECD-recognised CUP method includes the possibility of using internationally quoted prices, provided
appropriate comparability adjustments are made according to the functional analysis prescribed in the
Guidelines. Even though the PCI and PECEX methods provide for the possibility to make adjustments,
such adjustments are limited to those specified by the legislation, and make no consideration of the
functional analysis according to the Guidelines. Indeed, the adjustments provided by the legislation for the
PCI and PECEX methods include premiums and discounts related to the differences between the amount
received by the seller and the variables that are considered in the specific commodities and futures
exchange market. As indicated in tables 3.4 and 3.5 below, the variables which may be considered in the
adjustments are: payment term; negotiated quantity; climatic influences on the characteristics of the goods;
intermediation costs in purchase and sale transactions performed by non-related legal entities; packaging;
and insurance and freight.

Table3.4. Permitted adjustments depending on the transfer pricing metimagdots

Methods designed for import transac Permitted adjustments

Comparable independent price (PIC) Payment terms; volume of the trans:
guarantee of functionality of goods and app
of services or rights; obligation of promotidn
publicity or advertising of the goods, rig
services; responsibility for the costs of «
service standards and sanitation certificati
verification; costs of intermediating

160 Article 51 of Normative Instruction 1,312/12.
161 Article 51, paragraph 2, of Normative Instruction 1,312/12.
162 Article 9, paragraph 1, and Article 22, paragraph 1, of Normative Instruction 1,312/12.

163 The provisions established in paragraph 3 of Article 31 and in the single paragraph of Article 32 prescribe the
adjustments allowed for the application of the PVA/PVV methods.

164 Eor the list of the permitted adjustments for import transactions, see the items under Article 9, paragraph 1, of
Normative Instruction 1,312/12; for export transactions see Article 22, paragraph 1. For the importation of commodities,
see Article 16, paragraph 9; for the exportation of commodities, see Article 34, paragraph 10.
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transactions performed by the unrelated
packagindreight and insurance

Production cost plus profit (CPL) N/A

Resale price less profit method (PRL) = N/A

Price under quotation on imports methot Payment terms; negotiated quantity; the i
climatic conditions on the characteristics
goods; intermediation costs for functions pe
by norrelated legal entities; packaging; and,
and insurance

Table3.5. Permitted adjustments depending on the transfer pricing metleagdots

Methods designed for expot Permitted adjustments
transactions
Export sales price (PVEX) Payment terms; volume of the transe
Wholesale price in the countr guarantee of functionality of goods
destination less profit (PVA) applicability of services or rights; obli
: . : of promotion through publicity
Retail price in the country gy .
destination less profit (PVV) advertls[ng.of the goods, rights or sel
responsibility for the costs of qu
service standards and sanit
certification and verification; cost
intermediating sales transact
performed by the unrelated e
packaging; freight andriaisce.
Acquisition or production cost N/A
profit method (CAP)
Price under quotation on ex; Paymenterms; negotiated quantity;
method (PECEX) impact of climatic conditions on
characteristics of the goods; interme
costs for functions performed by
related legal entities; packaging;
freight and insurance

290.  Therefore, in contrast to the Guidelines which follow a principle-based approach to performing
comparability adjustments, the comparability adjustments allowed under the Brazilian transfer pricing
system are strictly limited by the legislation and are only allowed for a limited number of methods.

3.3. Assessment of effectiveness

291. The comparability analysis plays a limited role under the Brazilian transfer pricing framework. It
ignores important aspects of a complete transfer pricing analysis as described by the Guidelines.

3.3.1. Absence of complete comparability analysis

292.  The relevance of the comparability analysis set out in the OECD Guidelines is extremely limited.
For comparison purposes, it is the goods, rights or services which are compared according to strict
comparability factors that focus on their properties. Comparable margins do not need to be identified
because of the fixed margins imposed by the legislation. Therefore, many situations arise where the
comparability factors which are taken into consideration by the typical process of performing a
comparability analysis laid out in the Guidelines are disregarded. This creates weaknesses in terms of
preventing BEPS risks and preventing double taxation, but it also simplifies the process of selecting and
applying transfer pricing methods in Brazil.
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Findings of the assessment

Prevention of BEPS risks

Situations may arise where Brazil will not be able to allocate the appropriate amount of taxable income,
with the consequence that double non-taxation, or under-taxation, may occur.

Such situations may include situations where fixed margins ignore the functional profile of the tested
party and devi at-lengthf margn thathwould abe meiesmined under a complete
comparability analysis. For example, the application of the (broadly equivalent) cost plus method
designed for export transactions (CAP method) does not take into account whether a manufacturer is a
full-fledged manufacturer or a contract/toll manufacturer, or whether a distributor is a full-fledged
distributor or a limited-risk distributor. Another example of this is the application of the (broadly
equivalent) resale price method designed for import transactions (PRL method), which does not allow
to take into consideration fluctuations in relation to the market conditons or t he pr od

Prevention of double taxation

The absence of a comparability (including functional) analysis is likely to result in double taxation when
the application of the met hods produces outcomes t hat tcanesvrar
would be produced in the presence of a complete comparability analysis. In other words, the embedded
characteristics of the methods that substitute the need for a comparability analysis may lead to different,
non-a r mléngth outcomes, and therefore double taxation.

For instance, some companies indicated that the application of the PRL and CAP methods (broadly
equivalent to the OECD-recognised resale price method and cost plus method, respectively) usually
resulted in transfer pricing adjustments in Brazil due to a lack of functional analysis and due to fixed
margins set at the product level. Often,t hi s f i xed margin Apr esunma an
length is too high or too low compared with the results of a complete comparability analysis.

Ease of tax administration

The fact that it is not required to perform such a comparability analysis considerably reduces the
administrative burden for tax authorities.

Ease of tax compliance

The same is true for taxpayers, the compliance burden of which is equally alleviated. Taxpayers are not
required to perform a complete comparability analysis.

Tax certainty

The absence of complete comparability analysis itself has no direct impact on tax certainty from a
domestic perspective, but taken together with the fixed margins approach, the alternative offered by
Brazil represents an objective methodology based on mathematical formulae, which promotes tax
certainty.
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Concerns over the inconsistent approaches of different tax authorities towards the application of
international tax standards is a main driver of uncertainty, and this major divergence found in the
Brazilian transfer pricing rules is an illustration.

3.3.2. Strict use of comparables

293.  The standard of comparability is generally higher under the Brazilian transfer pricing methods,
especially for the application of the methods broadly equivalent to the CUP method (PIC and PVEXx

met hods) . This is because comparables must be

standard of comparability does not, however, fully reflect all factual circumstances of the transactions. In

particular, the functional profile of the parties is not factored into the comparison.

294, For most methods, 't he wuse of Aidentical 6 and i ftiomofl

average prices or costs related to the calendar year.166

295.  Because of the high standard of comparability, acceptable comparables within the meaning of the
OECD Guidelines are difficult to find for the Brazilian versions of the CUP method, including the methods
for commodity transactions (PIC/PVEx and PCI/PECEX methods).For this reason, most taxpayers prefer
other methods to the PIC/PVEx methods. For example, for some taxpayers, the use of the CUP method is
only contemplated when particular transactions do not meet the margins. Methods that require information
available in-house will be preferred, notably the Brazilian version of the cost plus method (CAP method)

for exports.
Findings of the assessment

Prevention of BEPS risks

In applying the PIC/PVEXx methods, the high standard of comparability provides some protection against
BEPS risks. It is also true for the other me
transactions be used for the calculation of average sales price or production costs, except for the
Brazilian versions of the resale price method for imports (PRL method) and the cost plus method for
exports (CAP method).

However, a key weakness observed in the strict use of comparables is the absence of consideration for
the (high) value added by specific functions performed or assets used (e.g., intangibles). When
significant elements of the functional profile are ignored, protection against BEPS risks is no longer
provided.

The strict use of comparables, connected to the existence of the fixed margins, means that taxpayers
will generally prefer methods that do not rely on comparables. However, taxpayers may be inclined to

85 The | egislation does not include the terms fdAidentical oo
method for imports (PRL method) and the cost plus method for exports (CAP method), for which the concepts of

ii denti cal 0 ormnofirslévant, s sheydequiré usingshe @ems involved in the transaction.

166 As mentioned before, an independent price related to transactions performed in the previous calendar year may
be used if there is no independent price in the calendar year corresponding to the importation, which shall be adjusted

by the exchange variation in the period.
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select the PIC/PVEX methods as a second choice in cases where they identify the need to perform
adjustments, in order to achieve the most favourable tax outcome.

Prevention of double taxation

The approach contained in the OECD Guidelines is driven by the notion of comparability. Therefore,
the fact that the Brazilian approach does not rely on comparables to the same extent creates
di screpancies with consequences for the deter

Ease of tax administration

The strength of the fixed margins approach is that it does not rely on the use of comparables and thus
facilitates the application of some of the transfer pricing methods. On the other hand, administering
stricter comparability requirements, as is th
items for the purpose of comparability analysis, is more burdensome.

Ease of tax compliance

The fixed margins make it simple for taxpayers to apply the transfer pricing methods. However, the strict
use of comparables and associated high standard of comparability makes it difficult to identify
appropriate comparables. Taxpayers share the view that reliable comparables are rare, especially in
some industry sectors.

Tax certainty

Tax certainty is provided to some extent, thanks to a methodology incorporating fixed margins that
generates predictable results, and which is also less likely to be challenged. This is conducive to
certainty from a domestic perspective. Having said that, disagreements on comparability are more likely
to occur.

From an international perspective, taxpayers are likely to face transfer pricing adjustments without the
possibility to use comparables, even if such comparables may be available on their side, as a result of
the fixed margins approach.
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3.3.3. Strict application of the item-per-item approach

Findings of the assessment

Prevention of BEPS risks

The item-per-item approach would not appear to give rise to BEPS risks, except in specific
circumstances (e.g., business restructurings), where a focus on individual items/assets will not
recognise the value transferred resulting from multiple items or assets being transferred. Similar
situations may also occur with respect to other types of transactions, when each individual item or
transaction has a low value, but combined in the coherent bundle or group of transactions, the value is
significantly higher.

The absence of guidance on recognition of intentional set-offs could create additional BEPS risks.

Prevention of double taxation

The item-per-item approach may give rise to double taxation because every transaction is forced to
show a positive return regardless of the business circumstances or economic circumstances, which are
not taken into account through this approach, combined with the effects of using fixed margin.

The absence of guidance on intentional set-offs could potentially lead to situations of double taxation.

Ease of tax administration

The tax administration is required t ogrquetrafisactions,
regardless of the prescriptive nature of the transfer pricing rules. This leads to an additional tax burden.

The absence of guidance on intentional set-offs could create potential additional complexity in terms of
tax administration because different rules may apply also due to the fact that some transactions, which
can be part of such intentional set-offs, may be outside of the scope of transfer pricing.

Ease of tax compliance

Similarly, taxpayers are required to perform a granular analysis of their intra-group transactions, which
leads to a significant compliance burden.

The absence of guidance on intentional set-offs can also create potential additional compliance burden
for the taxpayers who may need to separate the transactions and assess each transaction separately.
It could lead to an additional tax compliance burden.

Tax certainty

The item-per-item approach may not create more tax uncertainty at the domestic level especially when
the taxpayers understand that the item-per-item approach is the standard.

The item-per-item approach, which does not foresee the combination of transactions and intentional
set-offs, differs from internationally accepted practice, and thus creates tax uncertainty from an
international perspective, when the other jurisdictions may apply the approach of grouping/combining
the transactions.
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3.3.4. Limited comparability adjustments

296. Proving that the items under review are identical is already challenging for both the tax
administration and taxpayers, even before considering comparability adjustments. For the application of
the methods that allow comparability adjustments, the strict limitations as regards acceptable comparability
adjustments constitute additional challenges.

Findings of the assessment

Prevention of BEPS risks

The restricted use of comparability adjustments is clearly motivated by the objective of preventing BEPS
and possible inappropriate adjustments that could be made by taxpayers, and it could, in many cases,
limit the BEPS risks resulting from inappropriate adjustments.

Prevention of double taxation

Comparability adjustments serve the purpose of improving the comparability of transactions. The
Brazilian approach does not rely on comparables as much as the OECD approach so the relevance of
comparability adjustments is already limited. On top of this, the adjustments that are permitted are also
restricted, and where they would be considered reasonable in other jurisdictions, they may be strictly
rejected under the Brazilian transfer pricing system. This effectively raises concerns around potential
double taxation.

In the case of methods applied to commodity transactions, the limited adjustments could give an
indication that there is a risk of potential double taxation; however, it appears that most of the necessary
adjustments could be achieved also thanks to the possibility to apply potential premium or discount to
reflect the specific facts and circumstances. It is however unlikely that the discount and premium, as
currently foreseen in the relevant regulations, would also allow to reflect the functional and risk profiles
of the parties to the transaction.

Ease of tax administration

Due to the restrictive approach to comparability adjustments, the tax administration will more easily be
able to administer the application of the methods.

Ease of tax compliance

The taxpayersd use of comparability adjust ment
by the legislation, which makes it more difficult to use comparables in some cases.

Taxpayers that wish to apply CUP-like methods are typically required to present ideal internal or external
comparables i identical or similar products in the strict sense for transactions performed at the same
level. Some companies shared the view that difficulties may arise in the data presented when using the
CUP like methods, because of the high threshold established by the law, and the concept of this
threshold (i.e. ofigienmiuliaredmemrt sfi.dent i cal
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Tax certainty

The limited and specific adjustments that can be made generally provide certainty as they are clear and
objective. However, the practical aspects of making these adjustments might lead to uncertainty,
especially from an international perspective.
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4 Administrative approaches to

avoiding and resolvirtgansfer
pricing disputes

The fourth chapter contains the analysisof Br azi | 6s rul es
relation to the guidance of Chapter IV of the OECD Guidelines, which
examines a number of administrative procedures that can be applied in order
to achieve two main purposes. The first purpose relates to minimising and
preventing transfer pricing disputes between taxpayers and their tax
administrations, and between different tax administrations. The second
purpose is to help resolve such disputes if and when they do arise. The
analysis identifies the transfer pricing compliance practices and dispute
resolution mechanisms (MAPs and APAs) as areas where gaps and
divergences exist. Other relevant aspects in relation to the guidance of
Chapter IV are also discussed and assessed, including secondary
adjustments and safe harbour rules. The analysis if followed by the
assessment of effectiveness according to the policy objective of transfer
pricing rules.
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4.1. Avoiding and resolving transfer pricing disputes

4.1.1. Transfer pricing compliance practices

297.  Transfer pricing compliance practices (and tax compliance practices in general) are a matter of
domestic legislation and administrative practices. The OECD Guidelines identify three main policy
objectives shared by many domestic tax compliance practices: a) to reduce opportunities for non-
compliance; b) to provide positive assistance for compliance; and c) to provide disincentives for non-
compliance. The Guidelines also recognise that countries have widely varying tax systems, the tax
compliance practices of which need accommodate their particularities.

298. Appropriateandc onsi st ent application of the armés | ength

and implement procedural rules to ensure adequate protection of the taxpayer and to make sure that tax
revenue is not shifted to countries with overly harsh procedural rules. In addition, domestic compliance
practices have implications beyond the borders of the country that has adopted them. This is particularly
true when cross-border transfer pricing issues are concerned since an MNE group may be subject to
double taxation if the same transfer pricing outcome is not accepted in different tax jurisdictions. For this
reason, the Guidelines emphasi se tldmgh princiglecfor toantriese
when following their domestic compliance practices with the ultimate objective of seeking to facilitate both
the equitable allocation of taxes between jurisdictions and the prevention of double taxation for taxpayers.

299. The Guidelines provide general guidance on the types of problems that may arise and reasonable
approaches for achieving a balance of interests of the taxpayers and tax administrations involved in a
transfer pricing inquiry. In this context, the Guidelines focus on three key aspects that often have an impact
on how tax administrations approach the mutual agreement procedure process and determine their
administrative response to ensure compliance with their own transfer pricing rules. These three aspects
are: examination practices, the burden of proof, and penalty systems. It is not possible to describe a
uniform set of principles or issues that will be relevant in all cases because these aspects differ depending
on the characteristics of the tax system involved. Therefore, the Guidelines provide general guidance on
the types of problems that may arise and reasonable approaches for achieving a balance of the interests
of the taxpayers and tax administrations involved in a transfer pricing inquiry.

Examination practices

300. The Guidelines recognise that examination practices and procedures vary widely among OECD
member countries, and differences in procedures may be prompted by such factors as the system and the
structure of the tax administration, the geographic size and population of the country, the level of domestic
and international trade, and cultural and historical influences.

301. Transfer pricing cases can present special challenges to the normal audit or examination practices
by both tax administration and taxpayer, since such cases are fact-intensive and may involve difficult
evaluations of comparability, markets, and financial or other industry information. As a consequence, a
number of tax administrations have examiners who specialise in transfer pricing and transfer pricing
examinations themselves may take longer than other examinations and follow separate procedures.

302. Because transfer pricing is not an exact science, it will not always be possible to determine the
single correct ar més | emnpgde mayphave to e estimated lwithin ,a rahge ef
acceptable figures, as recognised in Chapter Il of the Guidelines. For example, taxpayers may experience
particular difficulties when the tax administration proposes to use a methodology, such as the transactional
profit split, that is not the same as that used by the taxpayer.16”

167 see paragraph 4.8 of the OECD Guidelines.
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303.  Additionally, tax administrations are encouraged to consider in conducting their transfer pricing
examinations, that even the best-intentioned taxpayer can make an honest mistake, and even the best-
intentioned tax examiner may draw the wrong conclusion from the facts. This involves two implications.
First, tax examiners are encouraged to be flexible in their approach and not demand from taxpayers in
their transfer pricing a precision that is unrealistic under all the facts and circumstances. Second, tax
examiners are encouraged to take into account the tax]
of the armés |l ength principle, sobudinbsatealitehe transfer p

Burden of proof

304. The burden of proof for tax cases also differs among OECD member countries. In most
jurisdictions, the tax administration bears the burden of proof both in its own internal dealings with the
taxpayer (e.g., assessment and appeals) and in litigation. In some of these jurisdictions, the burden of
proof can be reversed, which allows the tax administration to estimate taxable income, in case the taxpayer
is found not to have acted in good faith, for example. In other countries the burden of proof is on the
taxpayer.

305. Itis stated in the Guidelines that the implication for the behaviour of the tax administration and the
taxpayer of the rules governing burden of proof should be taken into account.168

306. When transfer pricing issues are present, the divergent rules on the burden of proof among OECD
member countries will present serious problems if the strict legal rights implied by those rules are used as
a guide for appropriate behaviour.

307. The Guidelines present an example in which the controlled transaction under examination involves

one jurisdiction in which the burden of proof is on the taxpayer and a second jurisdiction in which the

burden of proof is on the tax administration. If the burden of proof is guiding behaviour, the tax
administration in the first jurisdiction might make an unsubstantiated assertion about the transfer pricing,

which the taxpayer might accept, and the tax administration in the second jurisdiction would have the

burden of disproving the pricing. It could be that neither the taxpayer in the second jurisdiction nor the tax
administration in the first jurisdiction would be maki
This type of behaviour would set the stage for significant conflict as well as double taxation.

308. Moreover, the Guidelines state that the burden of proof, as a matter of good practice, should not
be misused, or be a justification for groundless or unverifiable assertions in respect to transfer pricing. A
tax administration should be prepared to make a good faith showing that its determination of transfer pricing

is consistent with the armés | ength principle even whe
similarly should be prepared to make a good faith showing that their transfer pricing is consistent with the
armbés |l ength principle, regardless of where the burde

309. Inaddition, the Guidelines refer to the Commentary on paragraph 2 of Article 9 of the OECD MTC,

noting that in competent authority proceedings the State that has proposed the primary adjustment bears

the burden of demonstrating t oisjudtifeed both in principl® and aseegards the t |
amourii!®® Both competent authorities are expected to take a co-operative approach in resolving mutual

agreement cases.

168 gee paragraphs 4.12 and 4.13 of the OECD Guidelines.
169 see paragraph 4.17 of the OECD Guidelines.
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Penalties

310. Penalties are generally designed to make tax underpayments and other types of non-compliance
more costly than compliance. If a mutual agreement results in a withdrawal or reduction of an adjustment,
it is important that there exist possibilities to cancel or mitigate a penalty imposed by the tax
administration.170

311. It is highlighted by the Guidelines that it is difficult to compare penalties practices and policies

among countries. First, there may be different names used in the various countries for penalties that
accomplish the same purpose. Second, the penalties sh
overall compliance system.

312.  National tax compliance practices depend on the basis of domestic need and balance, such as the
choice between the use of taxation measures that remove or limit opportunities for non-compliance (e.g.
imposing a duty on taxpayers to cooperate with the tax administration or reversing the burden of proof in
situations where a taxpayer is found not to have acted in good faith) and the use if monetary obstacles
(e.g. additional tax imposed as a consequence of underpayments of tax in addition to the amount of the
underpayment).

313. Different types of penalties have been adopted by jurisdictions, and can involve either civil or
criminal sanctions.17*

314.  Civil penalties are more common and they typically involve a monetary sanction. Some civil
penalties are directed towards procedural compliance, such as timely filing of returns and information
reporting. Usually the amount of such penalties is small and based on a fixed amount that may be
assessed, for instance, for each day in which the failure to file continues.

315, Some countries may classify fpenalt yotemergswiithnt er est
result in late payments of tax beyond the due date. This is often designed to ensure the revenue recovers

at least the real time value of money lost.172 The Guidelines indicate that many OECD member countries

impose civil monetary penaltiesfornegl i gence or wi | f ul intent, -whul €odoonl
understatements of tax liability.

316.  Moreover, it is difficult to evaluate in abstract whether the amount of a civil monetary penalty is
excessive. In OECD member countries the rate often ranges from 10% to 200%, considering the condition
for imposing the penalty i for instance, higher penalties often can be imposed by showing a high degree
of taxpayer culpability. The fairness of the penalty should be considered by reference to whether the
penalties are proportionate to the offence committed.1”3

317. The Guidelines state that a penalty should not be overly harsh, as it may give taxpayers an
incentive to overstate the taxable income in that jurisdiction, which is contrary to Article 9 of the OECD
MTC. In this case, the penalty system fails in its primary objective to promote compliance.

318.  Finally, the Guidelines indicate that OECD member countries agree that conclusions can be drawn
regardless of the aspects of the tax system in a particular country, and tax administrations are encouraged

170 see Paragraph 4.18 of the OECD Guidelines.

171 Paragraph 4.20 of the OECD Guidelines states that criminal penalties are virtually always reserved for cases of
very significant fraud, and they usually carry a very high burden of proof for the party asserting the penalty (i.e. the tax
administration). Criminal penalties are not the principal means to promote compliance in any of the OECD member
countries.

172 see paragraph 4.22 of the OECD Guidelines.
173 see paragraphs 4.24 and 4.27 of the OECD Guidelines.
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to take the following observations into account in the implementation of their penalty provisions. First, the
i mposition dfauditdalplemaliny based on the mere ex
amount would be unduly harsh when it is attributable to good faith error rather than negligence or an actual
intent to avoid tax. Second, it would be unfair to impose sizable penalties on taxpayers that made a
reasonable effort in good faith to set the terms of their transactions with associated enterprises in a manner
consistent wi tritcipla inmpatisulat, ievwogld be ingppropriate to impose a transfer pricing
penalty on a taxpayer for failing to consider data to which it did not have access, or for failure to apply a
transfer pricing method that would have required data that was not available to the taxpayer.174

4.1.2. Corresponding adjustments and the mutual agreement procedure: Articles 9 and
25 of the OECD Model Tax Convention

Corresponding adjustments: paragraph 2 of Article 9

319. The transfer pricing adjustments made by tax authorities leading to an increase of the tax base
are called primary adjustments. These adjustments lead to a correction of the tax base where the profits

were supposed to accrue but did not because the
These adjustments may lead to double taxation, which can be further amplified by so-c al | ed Asecond

adj ust omeler tegtadn circumstances, i.e. where the counterparty State does not recognise the tax
levied on the secondary adjustment. Elimination of economic double taxation in such cases is foreseen
throughaso-cal | ed fAcorresponding adj ust men?adfthe GEECB MTCL
The corresponding adjustment may be made by a Contracting State either by recalculating the profits
subject to tax for the associated enterprise in that country using the relevant revised price or by letting the
calculation stand and giving the associated enterprise relief against its own tax paid in that State for the
additional tax charged to the associated enterprise by the adjusting State as a consequence of the revised
transfer price. The former method is by far the more common among OECD member countries. In other
words, the corresponding adjustment is a downward adjustment of the tax base of the associated

stenc:

ar mo

enterprisei n t he other state to the amount corresponding t

first state. The Guidelines provide that under paragraph 2 of Article 9, a tax administration should make a
corresponding adjustment only insofar as it considers the primary adjustment to be justified both in principle
and in amount. The nonmandatory nature of corresponding adjustments is necessary so that one tax
administration is not forced to accept the consequences of an arbitrary or capricious adjustment by another
State. It also is important to maintaining the fiscal sovereignty of each OECD member country.1’”®

The mutual agreement procedure

320. The mutual agreement procedure (MAP) of Article 25 may also be used to consider requests for
corresponding adjustments, as provided by paragraph 2 of Article 9. The Guidelines address this overlap
and more particularly the case in which the bilateral income tax convention between two Contracting States
does not contain a provision comparable to paragraph 2 of Article 9. Paragraph 11 of the Commentary on
Article 25 states:

When the bilateral convenib@s not contain rules similar to those of paragraph 2 of Artade<9

usually the case for conventions signed before 1977) the mere fact that Contracting $ttates inserted in

convention the text of Article 9, as limited to the text of paragregbhusually only confirms broadly

similar rules existing in domesti® lamdicates that the intention was to have economic double taxation

covered by the Convention. Asult,rsnost member countries considecdhamic double taxation

174 see paragraph 4.28 of the OECD Guidelines.
175 see paragraph 4.35 of the OECD Guidelines.
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resulting from adjustments made to profits by reason of transfer ptimgaccordance wdittat
leastd the spirit of the conventiorfalsdwithin the scope of the mutual agreemetedure set up
under Article 255[Emphasis added]

321. Paragraph 12 of the same Commentary further states that most OECD member countries share
the view that the MAP is considered to apply to transfer pricing adjustment cases, even in the absence of
a provision comparable to paragraph 2 of Article 9 of the OECD MTC.177 It further notes that those States
that do not agree with this view in practice find means of remedying economic double taxation in most
cases involving bona fide companies by making use of provisions in their domestic laws.

322. The mutual agreement procedure (MAP) is a mechanism through which tax administrations
consult to resolve disputes regarding the application of double tax conventions. This procedure, described
and authorised by Article 25 of the OECD MTC, can be used to eliminate double taxation that could arise
from a transfer pricing adjustment.

323.  According to Article 25 of the OECD MTC, tax administrations can consult the MAP to resolve
disputes regarding the application of double tax conventions in: a) instances of taxation not in accordance
with the provisions of the convention (paragraphs 1 and 2); b) relation to questions of interpretation or
application of the convention as well as the elimination of (both juridical and economic) double taxation in
cases not otherwise provided for in the convention (paragraphs 3).

324, Paragraph 5 of Article 25 also provides that MAP cases for which no agreement was reached
within two years will be resolved through an arbitration process upon request of the person who presented
the case. This paragraph was incorporated in the OECD MTC in 2008 to ensure that where the competent
authorities are unable to reach an agreement on one or more issues that prevent the resolution of a case,
a resolution of the case will still be possible by submitting those issues to arbitration. The Guidelines
indicate that even in the absence of a mandatory binding arbitration provision similar to paragraph 5 in a
particular tax convention, the competent authorities may still establish a binding arbitration procedure by
mutual agreement.

325. BEPS Acton14devel oped 21 el ements and 12 best pr
and administrative framework in the following four key areas: preventing disputes, availability and access
to MAP, resolution of MAP cases, and implementation of MAP agreements.2’® This minimum standard has
been adopted by member countries of the Inclusive Framework on BEPS.

326.  While the Guidelines do not provide an explanation of the minimum standard, but only include a
reference in a footnote attached to the section discussing the mutual agreement procedure, it is highly
relevant to restate the three general objectives of this minimum standard: (1) countries should ensure that
treaty obligations related to the mutual agreement procedure are fully implemented in good faith and that
MAP cases are resolved in a timely manner; (2) countries should ensure that administrative processes
promote the prevention and timely resolution of treaty-related disputes; and (3) countries should ensure
that taxpayers that meet the requirements of paragraph 1 of Article 25 can assess the mutual agreement
procedure.17®

176 Paragraph 11 of the Commentary on Article 25.

7 The same position is also seen in the 2017 UN MTC, at paragraph 11 of the Commentary on Article 25. See
https://www.un.org/esa/ffd/wp-content/uploads/2018/05/MDT_2017.pdf.

178 oECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14 - 2015 Final Report, OECD/G20
Base Erosion and Profit Shifting Project, OECD Publishing, Paris, https://doi.org/10.1787/9789264241633-en.

17 oECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14 1 2015 Report, pp. 9, OECD/G20
BEPS Project, OECD Publishing, Paris.
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327. It is important to mention that, in this respect, the BEPS Action 14 minimum standard also
comprises a number of other elements intended to address more generally concerns related to the denial
of access to the mutual agreement procedure. These include: a commitment to provide access to MAP in
divergences in respect to the conditions for the application of a treaty anti-abuse provision (element 1.2);
a commitment to publish rules, guidelines and procedures related to MAP (element 2.1); to identify in that
guidance the specific information and documentation needed to request a MAP (element 3.2); a
commitment to clarify that audit settlements between tax authorities and taxpayers do not preclude access
to the MAP (element 2.6); and a commitment to ensure that both competent authorities are made aware
of requests for MAP assistance.

Addressing concerns with the mutual agreement procedure

328. The Guidelines recognise that although corresponding adjustments and MAP have proven efficient
for resolving the majority of transfer pricing conflicts there are still serious concerns for taxpayers.
Importantly, it is stressed in the Guidelines that tax administrations should take steps to assure taxpayers
that they need not fear retaliatory action or offsetting adjustments (by the country from which the

corresponding adjustment has been request edpe eahd

case is resolved on its own merits.

329.  With respect to the concerns expressed by taxpayers, the Guidelines list and provide a detailed
discussion of situations whereby: (1) taxpayers may be denied access to the MAP in transfer pricing cases;
(2) time limits under domestic law for the amendments of tax assessments may make corresponding
adjustments unavailable if the relevant tax treaty does not override those limits; (3) MAP cases may be
time-consuming; (4) taxpayer participation may be limited; (5) published guidance may not be readily
available to instruct taxpayers on how the MAP may be used; and (6) there may be no procedures to
suspend the collection of tax deficiencies or the accrual of interest pending resolution of the MAP case.

4.1.3. Secondary adjustments

330. Primary transfer pricing adjustments and their corresponding adjustments change the allocation
of taxable profits of an MNE group for tax purposes but they do not alter the fact that the excess profits
represented by the adjustment are not consistent with the result that would have arisen if the controlled

t hat

transactions had been under t¥Toeake theractaahalloaatiom 6fsprofiise n gt h

consistent with the primary transfer pricing adjustment, some countries have introduced into their domestic

lawaso-cal | ed fAsecondaryo adjustment, which will assert

transaction (a secondary transaction), whereby the excess profits resulting from a primary adjustment are
treated as having been transferred in some other deemed form and taxed accordingly. Ordinarily, the
secondary transactions will take the form of constructive dividends, constructive equity contributions, or
constructive loan. The consequence of this secondary adjustment is that additional taxes are collected in
the form of a withholding tax on dividends (in constructive dividend scenario), or additional corporate
income tax is due on deemed accrued interest (in constructive loan scenario), or other types of taxes and
duties (in constructive equity contribution scenario). These secondary adjustments are considered as a
legitimate tax policy option, which is in line with Article 9. Introducing these measures allows for the
collection of additional tax revenue. The potential secondary adjustment has also an additional deterrent
function equivalent to additional penalty for taxpayers. The actual design and implementation of secondary
adjustments is a matter of policy decision of each country. It should be however noted that the secondary
adjustments create an additional tax burden and may also give rise to potential double taxation, which may
also need to be addressed in the process of eliminating the double taxation resulting from both primary
and secondary adjustments, including through MAP.

180 5ee paragraph 4.68 of the OECD Guidelines.
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4.1.4. Simultaneous tax examinations

331. A simultaneous tax examination is a form of mutual assistance, used in a wide range of
international issues, that allows two or more countries to co-operate in tax investigations. Simultaneous
tax examinations can be particularly useful where information based in a third country is a key to a tax
investigation, since they generally lead to more timely and more effective exchanges of information. It has
also been suggested that simultaneous examinations could help reduce the possibilities for economic
double taxation, reduce the compliance cost to taxpayers, and speed up the resolution of issues.18!

332.  This mutual form of assistance may be a useful instrument to determine the correct tax liability of
associated enterprises in case where, for instance, costs are shared or charged and profits are allocated
between taxpayers in different tax jurisdictions. In other words, it promotes compliance with transfer
pricings regulations, since it may be difficult for a tax administration, especially in cases where the taxpayer
in its jurisdiction does not cooperate.

333. In addition, joint audits allow tax administrations to operate efficiently and effectively in an
increasingly global environment, co-operating ever more closely and frequently with each other to ensure
compliance, tackle base erosion and profit shifting, and minimise the probability of costly and time-
consuming disputes.8?

4.1.5. Safe harbours

334. A safe harbour in a transfer pricing regime is a provision that applies to a defined category of
taxpayers or transactions and that relieves eligible taxpayers from certain obligations otherwise imposed
by a countryds gener al transfer pricing rul es.
approaches for determiningorappr oxi mati ng the armds | ength pri
tax compliance costs for tax payers, but also towards more efficient tax administration and tax certainty.

335. Guidance on safe harbours® provides policy considerations for countries to design such
measures with the objective of relieving some compliance burdens and to provide greater certainty for
cases involving smaller taxpayers or less complex transactions. It also stresses the appropriateness of
safe harbours when directed at taxpayers and/or transactions with low transfer pricing risks and when
adopted on a bilateral or multilateral basis. In this regard, the guidance contained in Chapter IV provides
a basis for countries to design a transfer pricing compliance framework that makes optimal use of the
limited resources available.

4.1.6. Advance pricing arrangements

336. An advance pricing arrangement (APA) is an arrangement that determines, in advance of
controlled transactions, an appropriate set of criteria (e.g. method, comparables and appropriate
adjustments thereto, critical assumptions as to future events) for the determination of the transfer pricing
for those transactions over a fixed period of time. It is formally initiated by a taxpayer and requires
negotiations between the taxpayer, one or more associated enterprises, and one or more tax

18l see paragraph 4.79 of the OECD Guidelines.

182 oECD (2019), Joint Audit 2019 i Enhancing Tax Co-operation and Improving Tax Certainty: Forum on Tax
Administration, OECD Publishing, Paris, https://doi.org/10.1787/17bfa30d-en.

183 section E on safe harbours in Chapter IV of the Guidelines was revised to reformulate the recommendations
against the use of transfer pricing safe harbours. The new recommendations are in favour of using safe harbours
under appropriate circumstances and in consideration of the concerns they may raise. The revised guidance provides
further details on how to mitigate some of the risks and concerns raised, notably by establishing bilateral or multilateral
safe harbours.
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administrations. APAs are intended to supplement the traditional administrative, judicial, and treaty
mechanisms for resolving transfer pricing issues.

337.  The Guidelines provide guidance to address some of the issues in relation to APAs, such as

determining how specific they can be in prescribing

the reliability considerations in terms of using predictions based on assumptions in an APA.

4.1.7. Arbitration

338.  Arbitration is an extension and an integral part of the mutual agreement procedures that ensures
that where the competent authorities cannot reach an agreement on one or more issues that prevent the
resolution of a case, a resolution of the case will still be possible by submitting those issues to arbitration.
The arbitration clause is provided in paragraph 5 of Article 25 since the 2008 update to the OECD MTC,
which provides that, in the case where the competent authorities cannot reach an agreement within two
years, the unresolved issues will, at the request of the person who presented the case, be solved through
an arbitration process.

339. The existence of an arbitration provision in a particular bilateral treaty should make the mutual
agreement procedure itself more effective even in cases where resort to arbitration is not necessary. The
reason is that the MAP procedure does not require the parties to the tax treaty to resolve the dispute but
only to use their best efforts to do so. The existence of an arbitration provision should encourage a more
effective outcome of the mutual agreement procedure since both governments and taxpayers will know at
the outset that the time and effort put into the mutual agreement procedure will be likely to produce a
compromise result.

340. Arbitration as a dispute resolution mechanism is also a commitment that several countries have
undertaken and expressed as a part of BEPS Action 14. These countries are Australia, Austria, Belgium,
Canada, France, Germany, Ireland, Italy, Japan, Luxembourg, the Netherlands, New Zealand, Norway,
Poland, Slovenia, Spain, Sweden, Switzerland, the United Kingdom and the United States.8

341. Notwithstanding the number of existing tax treaties that contain the arbitration provision8 and the
existence of the EU arbitration convention, which shows a certain international adherence to this dispute
resolution mechanism, some OECD countries made reservation to paragraph 5 of Article 25 of the OECD
MTC, such as Denmark, Israel, Korea, Mexico and Turkey.86

342. In the context of the Multilateral Convention to Implement Tax Treaty Related Measures to Prevent
Base Erosion and Profit Shifting (MLI), the arbitration provision will be introduced in over 150 existing
treaties.187

343.  As of October 2019, a total of 30 out of 89 signatories have opted to include the MLI arbitration
clause, 20 of which are OECD member countries.188

184 Reference to p. 41 of BEPS Action 14 Making Dispute Resolution Mechanisms More Effective.
185 Arbitration as a dispute resolution mechanism is part of a set of best practices under BEPS Action 14.
186 paragraph 97 of the Commentary on Article 25 of the OECD MTC.

187 An updated list of Signatories that chose to introduce the arbitration provision can be found on the OECD website
at: www.oecd.org/tax/treaties/multilateral-convention-to-implement-tax-treaty-related-measures-to-prevent-beps.htm.
188 Andorra, Australia, Austria, Barbados, Belgium, Canada, Curacao, Denmark, Fiji, Finland, France, Germany,
Greece, Ireland, Italy, Japan, Liechtenstein, Luxembourg, Malta, Mauritius, Netherlands, New Zealand, Papua New
Guinea, Portugal, Singapore, Slovenia, Spain, Sweden, Switzerland and United Kingdom.
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Tabled.1. Arbitration clause in tax treaties concluded by OECD members with new OECD members
and norROECD countries

Jurisdiction Treaty partnaith arbitration provishmtuded
The United States Kazakhstan, Mexico
Canada Chile, Ecuador, Kazakhstan, Mexico, Moldova,

Mongolia, Peru, South Africa and Venezuela

The Netherlands Russia
Poland Chile
The United Kingdom | Albania, Armenia, Kosovo, Liechtenstein, and v
Japan Hong Kong, Slovenia, and Latvia

4.2. Description of the existing rules and practices in Brazil and gap analysis

344.  This section examines whether and how the administrative procedures outlined in Chapter IV of
the OECD Guidelines have been adopted in the Brazilian transfer pricing framework.

4.2.1. Transfer pricing compliance practices

345. The OECD Guidelines do not provide for a specific set of examination practices that countries

would need to implement with respect to transfer pricing. Instead, they recognise that practices vary widely

among OECD member countries, and encourage tax examiners when dealing with transfer pricing cases

to be flexible in their approachand t o take into account the taxpayeroos
application of the armdéds | ength principle.

346. The following paragraphs describe the current compliance practices in Brazil and highlight the
differences and issues that may arise.

Examination practices

347. In Brazil, there is no special tax examination procedure dedicated to transfer pricing. Therefore,
the general procedure provided by the legislation will apply. This general procedure needs to be followed
by the tax authorities.

348. Taxpayers are required to present tax returns, accounting and commercial records in an electronic

form, through its public system of digital bookkeeping.18® The tax returns contain a specific section

dedicated to transfer pricing adjustments where taxpayers indicate the relevant adjustments that need to

be made due to divergence of transaction prices from the parameter prices obtained according to one of

the methods established by law. The tax authorities are able to make several types of cross-checking using
suchelectronic systems and to use the information obtained t
select companies if any irregularities are identified in these documents, or by using different criteria, such

as type of business, amounts of income or deductions.

349. Taxpayers are required to keep documentation until the statute of limitation has expired. The
statute of limitation is five years.'°© However, it seems to be interpreted very strictly in practice, implying
that the statute of limitation runs from the first day of the year in which the taxpayer was supposed to file a

189 See the electronic Tax Accounting Bookkeeping (ECF) at: http://sped.rfb.gov.br/pagina/show/1285.

190 Article 150, paragraph 4, of the Brazilian Tax Code.
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tax return. The practical consequence of such a short period of statute of limitation is that the audit must
be completed and tax must be assessed within the five years.

350. Once a company is selected, the tax authorities need to follow the tax assessment procedure,
generally governed by Decree 70,235/1972 (administrative fiscal procedure law). Procedures and rules
are provided by RFB Ordinance 6,478/2017.

351. The tax administration must issue one of the following documents in order to initiate a tax
examination procedure;1%

1 Term of Distribution of Tax Inspection Procedure (TDPF-F) to initiate an inspection procedure;
i1 Term of Distribution of Tax Diligence Procedure (TDPT-D) to pursue a diligence;
1 Term of Distribution of Special Tax Procedure (TDPF-E) to prevent the risk of hiding evidence.

352. These documents must contain the information listed by Article 5 of the RFB Ordinance, such as
the name of the taxpayer, the names of the tax authorities in charge of the examination, the period being
examined, the taxes being audited and the period prescribed for the duration of the audit, etc.

353. This framework allows tax authorities to examine tax returns, books and invoices, collect
information about legal entities and its transactions. In addition, tax authorities are allowed to examine
taxpayers' information in documents, books, and registries of financial institutions, including information on
deposit accounts and financial investments,1%2 provided that a tax audit is ongoing and such information is
considered essential for the tax audit registries of financial.198 The next step is the notification of the
taxpayer to present the requested documents and information. Taxpayers have the obligation to provide
commercial, accounting and tax documents and information requested by the tax authorities during the
audit, following Articles 971 and 972 of the Income Tax.1%4On the other hand, the tax authorities have the
obligation to audit taxpayers under the rules set forth by the law.

354, Following the presentation of the documents by the taxpayer, and if no further actions are
requested by tax authorities, a term si gn&etmoge
Encerramento de Fiscalizacdod ) . Thi s t er me t@dgayer bas aotfuethet ldga obligatibns, or
that the examination resulted in a tax assessment (Auto de Infrac&o).

355.  The Brazilian framework has its particularities, but it does not necessarily mean that it deviates
from the OECD Guidelines, since it is recognised therein that jurisdictions may have a different legal
framework in respect to examination procedures. That said, the steps to conduct a tax examination in
Brazil may make it difficult to conclude on complex transfer pricing issues within the period of the statute
of limitation.

191 Article 2, items 1, 1l and I, of RFB Ordinance 6,478/2017.

192 The access by tax authorities to taxpayers' information held by financial institutions for tax investigation purposes
is regulated by Decree 3,724/2014.

193 pecree 3,724/2014 lists the situations in which the access to information is considered critical for the tax audit,
such as in the case of lack of documentation justifying loans with non-financial institutions and transactions engaged
with persons residing in low-tax jurisdictions.

194Article 971 of Decree 9,580/2018 prescribes that individuals or legal entities, taxpayers or not, are obliged to provide
the information and clarifications required by the Tax Auditors of the Federal Revenue Service of Brazil in the exercise
of their functions. Additionally, Article 972 of Decree 9,580/2018 prescribes that no individuals or legal entities can
refrain from providing the information or clarifications required by RFB within the specified time frame.
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Burden of proof

356. For tax purposes, taxpayers are required to provide and substantiate information through tax
returns and electronic filings, nevertheless, as a general rule, the tax authorities have the obligation to
prove the reasons supporting a tax assessment.1%

357. For the purpose of tax law an administrative act to generate a presumption of validity and thereby
reverse the burden of proof to the taxpayer, must be well founded and comply with the conditions
established by the law.1% In the event of any administrative act being unduly founded, the taxpayer is not
required to produce negative evidence, or any evidence of impossible production, it being enough to
demonstrate that occurrence of the taxable event was unduly substantiated by the administration.

358.  On the other hand, in the event that the nature of the claim is legitimate, it will be exclusively
incumbent upon the taxpayer to produce evidence that their conduct did not violate the law. Thus, the
burden of proof is reversed to the taxpayer. In respect to litigation disputes, as general rule the burden of
proof lies with whoever asserts the claim, according to the provisions of Article 373 of the Code of Civil
Procedure.®7

359. The Brazilian framework in regard to the burden of proof does not deviate from the
OECD Guidelines, since it is recognised therein that jurisdictions may have a different legal framework in
respect to examinations procedures.

Penalties

360. Transfer pricing adjustments in Brazil may affect the income tax (IRPJ) and the social contributions
(CSLL), by changing their respective taxable base. If insufficient tax is collected, the taxpayer will be
subject to the income tax and social contribution provisions on penalties and interest.

361. If an underpayment is proved and a tax debt is confirmed by the tax auditor, a tax assessment will
be issued demanding the principal amounts, interest and penalties.

362. Penalties may vary from 20% to 225% on the tax amount due and not paid (as explained in the
next paragraph),'®® plus interest for late payment calculated on the base amount of underpaid tax (without
penalties) with the interest rate based on SELIC, which is the Brazilian basic interest rate provided by the
Central Bank.1® This interest is however significantly lower than the interest rate applicable on commercial
credit,2%0 which can make it less effective as a compliance or motivation tool to ensure timely compliance
of taxpayers and to discourage them from extending the litigation endlessly. It should also be noted that in
the past laws have been introduced to provide adhocpossi bi |l ities for taxpayersoé
partially forgiven as well as interest due as a result of special programmes aimed at enhancing the

195 Article 10 of Decree 70,235/72.

196 Article 9 of Decree 79.235/72 establishes that the tax assessment must be formalized and instructed with all terms,
statements, reports and other evidence necessary to prove the wrongful act. In addition, article 10 of the Decree
established several information that need to be inserted in the tax assessment, such as e.g. the place, date and time
of the tax assessment, the description of the facts, the legal provision that was violated, the penalty application, etc.

197 | aw 13,105/2015
198 Article 44 of Law 9,430/1996.

199 SELIC table available at: http://receita.economia.gov.br/orientacao/tributaria/pagamentos-e-parcelamentos/taxa-
de-juros-selic.

200 The different rates are available at: https://Awww.bcb.gov.br/estatisticas/txjuros.
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collection of outstanding taxes due. The most recent development in this regard is a new law,?°* which
introduced the tax settlement mechanism, authorising the national attorneys in Brazil to negotiate with
taxpayers the amounts of penalties as well as interest due. This could effectively mean that in practice the
taxpayer could be fully or partially forgiven the penalties and interest due, which could further encourage
the culture of challenging any assessment made and postponing the payment of the taxes due, relying on
subsequent forgiveness of the accessories to the tax assessed.

363. The amount of the penalty depends on whether the assessment is made by the taxpayers
themselves or by the tax authorities. In the case of voluntary self-correction, the penalty is only 0.33% per
day limited to a maximum penalty of 20% on the underpaid amount. In the case of an assessment made
by the tax authorities, as a general rule, the penalty for underpayment of federal taxes is 75%. This penalty
is increased to 150% in cases involving fraud or sham. Both of these penalties may be increased by half
(to 112,5% in the case of the general penalty or 225% in the case of penalty for fraud or sham) if the
taxpayer does not co-operate with the tax authorities during a tax audit, i.e. where the taxpayer fails to
meet deadlines to present files, documents, archives, or present any clarification.

364. The Brazilian framework does not necessarily deviate from the OECD Guidelines, since it is
recognised therein that it is difficult to assess whether a particular penalty is fair or not.

365. Nevertheless,t he Gui del ines conclude thdtaudn o0i ppasilttiyvorb a

the mere existence of an understatement of a certain amount would be unduly harsh when it is attributable
to good faith error rather than negligence or an actual intent to avoid tax. In this respect, the 75% penalty
that is automatically applicable to a tax underpayment, irrespective of the reason, may be considered
unduly harsh in some situations (e.g., good faith). This potential harshness may however be mitigated
because the penalties resulting from an assessment by the tax authorities may be decreased by half if the
taxpayer voluntarily pays the tax due, which also means that he gives up any administrative remedies.
However, this does not preclude the taxpayer from challenging the assessment in court.

4.2.2. Concerns over resolution of transfer pricing disputes

366. In terms of avoiding and resolving transfer pricing disputes, a number of concerns have been
raised in the case of Brazil . BprovisitnequiBaleatwipdragraph £
of Article 9 of the OECD MTC to provide for corresponding adjustments between treaty partners. Although
Brazil has put in place the legal framework, structure and resources in order to comply with the BEPS
Action 14 minimum standard,2°? concerns remain in relation to the implementation of MAP outcomes,
notably because the domestic legislation does not provide for a mechanism to implement corresponding
adjustments either.

367.  Compliance with the minimum standard was reviewed as part of BEPS Action 14 peer review and
monitoring.?%®

201 see Provisional Measure (medida proviséria) 899/2019, which was recently regulated by Ordinance PGFN
11.956/2019.

202 oECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14 - 2015 Final Report, OECD/G20
Base Erosion and Profit Shifting Project, OECD Publishing, Paris, https://doi.org/10.1787/9789264241633-en.

203 oECD (2019), Making Dispute Resolution More Effective i MAP Peer Review Report, Brazil (Stage 1): Inclusive
Framework on BEPS: Action 14, OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing,
Paris, https://doi.org/10.1787/12acb5ea-en.
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368. The Executi ve SustagalPeerRdviewBRepor statesd that:

Overall Brazil meets the majority of the elements of the Action 14 Minimum Standard. Where it has deficiencies,
Brazil is workingatdress them.

(€e)

In order to be fully compliant with all four key areas of an effective dispute resolution mechanism under the
Action 14 Minimum Standard, Brazil needs to amend and update a significant number of its tax treaties. Brazil
reported thatifttends to update all of its tax treaties via bilateral negotiations to be compliant with the
requirements under the Action 14 Minimum Standard and has already contacted all the relevant treaty partners
to enter into bilateral negotiations. As Braziitetenal APA programme in place, there were no elements

to assess regarding the prevention of disputes.

Absence of paragraph 2 of Article 9 bilateral tax treaties

369. Brazil has not introduced paragraph 2 of Article 9 in any of its bilateral tax treaties. This means
that there is an absence of explicit commitment and obligation to eliminate economic double taxation
through corresponding adjustments.

370. However, in its position on Article 9 of the OECD MTC,Br az i | swheaes Brlaati | Bs Ta>
contairfrticle 9, paragraph 1 of the OECD and UN Model Tax Conventions and a case of double taxation arises that is ce
by this Treaty provision, Brazil will provide access to MAP in line with the minimum starffdAsf Bretiin 14
committed to the Action 14 minimum standard, the absence of paragraph 2 of Article 9 in its tax treaties

can thus be overcome should there be a will to ensure the elimination of double taxation, since a
corresponding adjustment can be also agreed based on Article 25 of the OECD MTC.205

371. Al | of Brazil 6s tax t rlating toiMAB and mostly dollow paaagr@phsolv i si on
through 3 of Article 25 ofthe OECDMTC. The out come of t heistBatits zeatyretsvorkpeer r e
is partly consistent with the requirements of the Action 14 minimum standard, except mainly for the fact:

The majority (80%) of its tax treaties neither contain a provision stating that mutual agreements shall be
implemented notwithstanding any time limits in domestic law (which is redidle@b(2jesecond

sentence), nor the alternative provisions for Article 9(1) and Article 7(2) to set a time limit for making transfer
pricing adjustments.

More than half (51%) of its tax treaties do not contain the equivalent of Articlee2iéB)cesefdhd
OECD Model Tax Convention stating that the competent authorities may consult together for the elimination of
double taxation for cases not provided for in the tax treaty.

Less than a quarter (20%) of its tax treaties do not contedtetiteoduticle 25(1), as the timeline to file
a MAP request is shorter than three years from the first notification of the action resulting in taxation not in
accordance with the provision of the tax treaty

204 positions on Article 9 (associated enterprises) and its commentary, OECD (2017), Model Tax Convention on
Income and on Capital: Condensed Version 2017, OECD Publishing, Paris, https://doi.org/10.1787/mtc_cond-2017-
en.

205 OECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14 - 2015 Final Report, OECD/G20
Base Erosion and Profit Shifting Project, OECD Publishing, Paris, p 29.
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372.  According to the MAP guidance released by the tax administration in November 2018,2% it is clear
that transfer pricing issues fall within the scope of the MAP. Availability and access to MAP is also
confirmed in Brazilés #Dispute Resolution Profileo.

373.  Although not part of the BEPS Action 14 minimum standard, best practice 1 of BEPS Action 14
recommends that countries should include paragraph 2 of Article 9 in their tax treaties, with the
understanding that such a change is not intended to create any negative inference with respect to treaties
that do not currently contain a provision based on paragraph 2 of Article 9.208

374.  Almost all OECD members include paragraph 2 of Article 9 in their tax treaties with the exception

of Czech Republ i c whnotaohinclude pamgraple Zin its tomsebititis greparediin the course

of negotiations to accept this paragraph and at the same time to add a third paragraph limiting the potential corresp
adjustment toona fidease®2?® A number of other OECD members also expressed reservations on the

Article.

Box4.1. Reservations on Article 9

16. The Czech Republic reserves the right not to insert paragraph 2 in its conventions but is pr
the course of negotiations to accept this paragraple aadattime to add a third paragraph limiting
the potential corresponding adjustment to bona fide cases.

17. [Deleted]

17.1 ltaly reserves the right to insert in its treaties a provision according to which it will make ad]
under paragraph 2 othx® only in accordance with the procedure provided for by the mutual agree
article of the relevant treaty.

18. Australia reserves the right to propose a provision to the effect that, if the information availa
competent authority of a Gcimg State is inadequate to determine the profits to be attributed to
enterprise, the competent authority may apply to that enterprise for that purpose the provisiol
taxation law of that State, subject to the qualification that schppiiedijlbb far as the information
available to the competent authority permits, in accordance with the principles of this Article.

19. Hungary and Slovenia reserve the right to specify in paragraph 2 that a correlative adjustme
made only ifah consider that the primary adjustment is justified

Source:OECD (201WNlodel Tax Convention on Income and on Capital: Condensed Ver@BCD20Rublishin
Parishttps://doi.org/10.1787/mtd201 %en p. 230.

MAP process

375.  The following paragraphs describe the MAP process in Brazil and highlight potential concerns.

206 Normative Instruction 1,846/18 (superseded Normative Ruling 1,669 of 10 November 2016).

207 All members of the Inclusive Framework on BEPS commit to the implementation of the Action 14 minimum standard
which includes publishing their MAP profiles pursuant to an agreed template. Brazil 6s profile is
www.oecd.org/tax/dispute/Brazil-Dispute-Resolution-Profile.pdf.

208 OECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14 - 2015 Final Report, OECD/G20
Base Erosion and Profit Shifting Project, OECD Publishing, Paris, paragraph 43.

209 see OECD MTC 2017, Reservations on Article 9, p. 230.
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Denial of access to the mutual agreement procedure in transfer pricing cases

376. Brazil formally introduced MAP guidance on 10 November 2016 through Normative
Instruction 1,669/2016, which was recently superseded by Normative Instruction 1,846/2018. Prior to the
issuance of this Normative Instruction, tax treaties concluded by Brazil contained MAP provisions, but there
was no actual regulation or administrative guidance regarding MAP. As of March 2019, Brazil has 33 tax
treaties in force and another four awaiting entry into force that contain provisions regarding MAP.210

377.  Additionally, in December 2018, RFB published an official MAP manual, which highlights some of
the views and interpretations of the MAP provisions agreed to by Brazil in tax treaties, as well as the
Normative Instruction 1,846/2018 that is currently in place and regulates the matter in Brazil.2!

378.  Within this legal framework, Brazil has granted and continues to grant access to MAP for transfer
pricing cases, according to the recently published MAP Peer Review Report.?*? Therefore, as addressed
by the BEPS Action 14 minimum standard,?3 the fundamental concern with respect to the MAP, which is
the failure to grant MAP access in transfer pricing cases, is not an issue in the Brazilian transfer pricing
context.

379. Brazil 6és MAP guidance also contains the |list of d
required to provide to submit a MAP request, which is also in line with the BEPS Action 14 Final Report.
I n particul ar, documents in English and Spanish are

documents in another language than Portuguese have to be translated. tal so sti pul ates tha
competent authority will inform the other contracting state of any MAP requests it receives, even in cases
where access to MAP was denied.

380. Braziilbs Peer Review Report oneetscsbmedegusremerdisadgardingte count r
availability and access to MAP under the Action 14 minimum standard, as clear and comprehensive

guidance was published on the availability of MAP and how it applies this procedure in practice. It is noted

t hat Borowded akccess o MAP inlelicgises, although it has since 1 January 2016 not received any MAP requests
concerning cases whereadmitse provisions are applied and it has no audit settlement pratess in place

Time limits

381.  Further, the work on Action 14 of the BEPS Action Plan directly addresses the obstacle that
domestic law time limits may present to effective mutual agreement procedures. Element 3.3 of the Action
14 minimum standard includes a recommendation that countries should include the second sentence of
paragraph 2 of Article 25214 in their tax treaties to ensure that domestic law time limits (1) do not prevent

210 Argentina, Austria, Belgium, Canada, Chile, Chi na ( Peopl ed6s Rep.), the Czech Rep
Finland, France, Hungary, India, Israel, Italy, Japan, Korea (Rep.), Luxembourg, Mexico, the Netherlands, Norway,

Peru, Philippines, Portugal, Russia, the Slovak Republic, South Africa, Spain, Sweden, Trinidad and Tobago, Turkey,

Ukraine and Venezuela, and four tax treaties with Singapore, Switzerland, the United Arab Emirates, and Uruguay

which had been signed but had yet to enter into force.

21l The manual is available at: http://receita.economia.gov.br/acesso-rapido/legislacao/acordos-
internacionais/map/manual-map_en.pdf.

212 oECD (2019), Making Dispute Resolution More Effective I MAP Peer Review Report, Brazil (Stage 1): Inclusive
Framework on BEPS: Action 14, OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing,

Paris, https://doi.org/10.1787/12acb5ea-en.

213 Element 1.1 of the BEPS Action 14 minimum standard.

214 sny agreement reached shall be implemented notwithstanding any time limits in the domestic law of the Contracting '
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the implementation of competent authority mutual agreements and (2) do not thereby frustrate the objective
of resolving cases of taxation not in accordance with the Convention.2%5

382.  Where a country cannot include the second sentence of paragraph 2 of Article 25 in its tax treaties,
element 3.3 of the Action 14 minimum standard states that it should be willing to accept an alternative
treaty provision that limits the time during which a Contracting State may make an adjustment pursuant to
Article 9, paragraph 1 or Article 7, paragraph 2, in order to avoid late adjustments with respect to which
mutual agreement procedure relief will not be available.

383. Based on Btlframeivdrkdasd currerd &upreme Court jurisprudence regarding hierarchy
of tax treaties, implementation of MAP agreements can only be made within its domestic statute of
limitation even when the relevant treaty contains the equivalent of Article 25, paragraph 2, second sentence
of the OECD MTC, both for upward and downward adjustments that would result from a MAP agreement.

384. This situation has also been reflected in the Commentary on Article 25 of the 2014 OECD MTC,

where Brazil 6s pimgenentationrof rai¢fsaahderefunds following fa mutual agreement ought to remain

linked to time limits prescribed by domeg#ic Téwe position is however no longer reflected in the 2017 OECD

MTC, but due to remaining issues pertaining to the domestic law,t he A Br azi | Di sput e

still reflects that Brazilian conventions do not adopt the obligation of giving effect to the agreement reached
irrespective of any time limits in its domestic law.27

385. It is interesting to mention that some tax treaties concluded by Brazil, for example the tax treaties
with India and Portugal,?'® have the second sentence of Article 25, paragraph 2, of the OECD MTC, which

st at e anynadgieamentdeached shall be implemented notwithstanding any time limitslawtiod tthen@esitracting

States . However, as noted above, Brazil woul d not
when the statute of limitation in domestic law has expired.

386. As established above, any implementation of MAP would be subject to the statute of limitations of
five years provided by the Brazilian law. In order to mitigate this problem, where the mutual agreement
procedure involves a tax credit in Brazil that can be refunded, the taxpayers and the competent authorities
are instructed in the MAP manual to submit a formal request claiming for the reimbursement of the tax
unduly paid (i.e. downward adjustment), which is a necessary condition for suspending the time limit
foreseen in the domestic legislation.21°

387. Even though Brazil provides for a mechanism that suspends the counting down for the statute of
limitation in respect to a MAP that involves a tax credit, it seems that the current framework does not yet
fully comply with element 3.3 of the BEPS Action 14 minimum standard. This minimum standard states
that in the absence of the second sentence of Article 25, paragraph 2, of the OECD MTC, a country should
be willing to accept an alternative treaty provision that limits the time during which a Contracting State may
make an adjustment pursuant to Article 9, paragraph 1, in order to avoid late adjustments with respect to
which mutual agreement procedure relief will not be available.220

215 0ECD (2015), Making Dispute Resolution Mechanisms More Effective, Action 14 - 2015 Final Report, OECD/G20
Base Erosion and Profit Shifting Project, OECD Publishing, Paris, https://doi.org/10.1787/9789264241633-en.

216 oECD (2014) Model Tax Convention on Income and on Capital: Positions on Article 25, para. 2,

2"see fBrazil Di s putiel nipel seomeunttiaotni ofir ooffi | MAP Agreementso,

www.oecd.org/tax/dispute/brazil-dispute-resolution-profile.pdf.

218 The tax treaty with India was signed in April 1988 and entered into force in April 1992. The tax treaty with Portugal
was signed in July 2001 and entered into force in October 2001.

219 gee page 14 of the MAP manual.
220 gee paragraphs 38 and 39 of the BEPS Action 14 Final Report.
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388. The Peer Review Report also informs that Brazil does not fully meet the minimum standard
becautteabs@nce of response from Brazi/l and the expirat
cases could not be resolved in the past. Furthermore, Brazil does not have in place a documented notifgEation process f
situations in whithcompetent authority considers the objection raised by taxpayers in a MAP requesbas not justified

Implementation of a MAP agreements

389 As regards the i mplementation of MAP agreements,
agreements are implemented once accepted by taxpayers. From a procedural standpoint, taxpayers have

to submit an application for reimbursement at the same time as the MAP request (if not already submitted

before) so that a downward adjustment can be made in case the MAP agreement requires Brazil to do so.

In order to have MAP agreements implemented, taxpayers also have to commit that they will not pursue

any administrative appeal or legal proceeding for the matter at stake.

390. Itis not clear how a potential dispute related to transfer pricing would be resolved through a MAP
procedure, especially given the peculiarities contained in the domestic law i e.g. fixed margins, lack of
comparability analysis and limitations to the deductibility of certain expenses. There is also absence of
clear guidance on how a MAP outcome involving a possible downward corresponding adjustment would
be implemented in Brazil. Besides that, there is no specific mechanism under domestic law to implement
corresponding adjustments.22!

391. The Peer Review Report also notes that Brazil does not fully meet the Action 14 minimum standard
as regards the implementation of MAP agreements, fas Brazil has a domestic statute of limitation which impacts on
the implementation of MAP agre@aethtsises the following risk:

This leads to a risk that such agreements cannot be implemented where the applicable tax treaty does not
contain the equivalent of Article 25(2), second sentence, of the OECD Model Tax Convention. Brazil has taken
measures to mitigdhis risk, mainly through a better communication with the relevant stakeholders. With
respect to the agreements that could be reached, no issues have surfaced throughout the peer review process
and Brazil monitors their implementation via a trgeking sys

Concerns related to the differences between the Brazilian transfer pricing and
international standards

392. In view of the above scenario, despite the current existent legal framework in Brazil related to

MAP, practical challenges may arise for transfer pricing cases. The OECD Guidelines foresee the need to

enter into MAPs in situations where different positi
dispute.??? The differences between the Brazilian transfer pricing framework and the international

standards may lead to disputes in respect of MAP, which may not be easily resolved due to the specificities

of Brazilian transfer pricing rules.

In this context, although Brazil has committed itself to guaranteeing access to the mutual agreement
procedure in cases involving the application of transfer pricing legislation, the adoption of a system of fixed
margins under Brazilian law may in practice make resolution of a conflict challenging.

2lBrazil seems to be willing to make c¢hangedlnderthe DTAS signedr e a,
by Brazil and the domestic legislation provisions, there may be limits to reach a solution in a transfés peekiggase. Brazil
improvement in that aspect in line with its participation ifPtbie@®@EPS

222 5ee paragraph 4.50 of the OECD Guidelines. See also the BEPS Action 14 Final Report and Article 25 of the
OECD MTC.
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4.2.3. Absence of secondary adjustments

393.  Braazil currently does not foresee secondary adjustments.

4.2.4. Absence of simultaneous tax examination procedure in practice

394.  Brazil could potentially engage in simultaneous tax examination procedures, but does not use this
procedure in its administrative practice.

4.2.5. Weaknesses in and potential abuse of safe harbour rules

395.  The Brazilian transfer pricing rules provide three safe harbour regimes (which are not applicable
to commodity transactions):

7 De minimis export amount:?23 Brazilian taxpayers with export revenues of 5% or less of total
revenue (in relation to both related and unrelated parties) do not have to adopt transfer pricing
methods for export transactions. This test pertaining to the materiality of the export revenues is
applicable to the company as a whole, and includes the export revenues in transactions undertaken
with persons and legal entities domiciled in low-tax jurisdictions.

1 90% test:22* This is a transaction-by-transaction test under which, if the export price represents at
least 90% of the domestic market price, the export price adopted is deemed acceptable. It also
applies to sales to low-tax jurisdictions and privileged tax regimes.

1 Profitability test:225 Under this test, where a Brazilian exporter is able to demonstrate that, on an
overall basis, exports to related parties generated a minimum 10% net profit margin, the
transactional conditions are deemed to be acceptable. This safe harbour is not applicable to
taxpayers entering into outbound intercompany transactions whose net revenue from related
parties represents more than 20% of the total outbound transaction net revenue. It does not apply
to sales to situations involving low-tax jurisdictions and privileged tax regimes. It is notable that in
this case the strict item-per-item approach is not enforced.

396. The first type of safe harbour raises a concern regarding its appropriateness because it does not
distinguish between different sizes of taxpayers (e.g., a small company or a huge conglomerate can take
advantage of the same safe harbour). For example, a company with a turnover of EUR 100 million, which
is part of a group whose turnover exceeds EUR 750 million, could apply the safe harbour, even if it is
clearly a large company and a part of an even larger group which has the necessary capacity to apply
transfer pricing rules. Furthermore, determination of the 5% threshold can be affected by mispricing
because it would already be the actual transfer value that would be considered for the purposes of
considering whether the threshold was met. Assuming an actual value of exported goods of
EUR 30 million, but agreed transfer prices of EUR 5 million, the company could qualify for the safe harbour
even though in substance it should not be eligible.

397. The second type of safe harbour raises a concern in terms of its appropriateness as it is based on
a comparison between the prices on the domestic market in Brazil and the prices of the same goods or
products on foreign markets. The profit potential may be significantly different in the foreign market, such
as in a situation where foreign customers would have a different purchasing power or premium pricing
would apply in foreign markets due to the scarcity or uniqueness of the particular products. This concern

223 Article 49 of Normative Ruling 1,312/12.
224 Article 19 of Law 9,430/1996.

225 article 48 of Normative Ruling 1,312/12. It is worth noting that prior to 1 January 2013 the safe harbour percentage
was 5% and the 20% of total outbound net revenue requirement did not exist.
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intensifies depending on the type of product and the type of economy targeted for exportation in the
eventuality that comparability factors (even though the standard of comparability is strict in principle) do
not take into account the specificity of the foreign markets in this safe harbour.

398. The third type of safe harbour also presents a concern in terms of its appropriateness. The safe
harbour assumes that out of the total export volume, not more than 20% is in relation to related parties.
This implies that 80% of the export volume should be in relation to unrelated parties. In the cases where
there are comparable transactions with unrelated parties, there should be sufficient information available
to apply the Brazilian version of the CUP method for exports (PEVEX method). In this respect, the
application of the safe harbour regime could lead to under-taxation, as all the taxpayer is required to do is
justify the minimum 10% net profit margin.

399. The fixed margins approach has been qualified as a safe harbour,orc onsi der ed as

model 6 or fAadhesi on APAO. | t wishlsadelharlobur negirmes astdesevibed ia r

the OECD Guidelines,?2¢ which are generally optional and only available under narrowly defined conditions.

4.2.6. Absence of advance pricing arrangements

400. Brazil does not have an APA programme in place, meaning there is currently no procedure under
which a taxpayer may enter into a unilateral, bilateral or multilateral APA with the tax authorities.

401. For Brazil to implement an APA programme, it would need to enact a specific legal provision
providing the limits and conditions under which the Brazilian tax authorities competent authorities can
negotiate APAs (unilateral, bilateral, or multilateral) with taxpayers.

402. In addition, even with the enactment of a specific legal provision, it would still be difficult to
conclude bilateral APAs considering that the effective jurisdictions will apply different standards and
principles in many cases.

403.  Article 5, paragraph 2, of Normative Instruction 1,846/2018 states that the review to be performed
by RFB in the context of a MAP requestmay i ncl ude analysis of forei
and the like, pointing to the relevance of APAs concluded with other tax administrations. 2%’

4.2.7. Mechanism to challenge the fixed margins

404. Itis possible to request a change of the fixed margins provided for the purposes of the methods
that incorporate them, i.e. those that are broadly equivalent to the resale price (PRL and PVA/PVV) and

226 The country chapter on Brazil in the United Nations Practical Manual on Transfer Pricing for Developing Countries

il ady

(paragraph 10.1.1.5.0ofthe November 2012 version)Briamzil bdss rae salheemerntceah

with fixed margins are not O0safe harbourdé met hods.

Fo

category of taxpayers or transadhat relieve eligible taxpayers, at their option, from certain obligations in pricing controlls

transactions otherwise ap@plicable under the ar mbs

227 Article 5, paragraph 1, item XII, provides that the request for the opening of a MAP must be presented to the RFB
unit of the tax domicile of the applicant and must contain evidence that the matter has been submitted to judicial or
administrative review in Brazil or in the other Contracting State, together with a copy of the application and the
corresponding reply. In this context, paragraph 2 of Article 5 prescribes that the administrative review referred to in
item Xl covers advance pricing arrangement (APA), tax consultation proceedings, specific interpretation by the foreign
tax administration, rulings or similar proceedings.
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cost plus (CPL and CAP) methods.??8 Ordinance 222/08 regulates the administrative aspects of the
provision allowing taxpayers to request the use of different profit margins than those prescribed by these
methods.??°

405. In particular, requests may generally be made by sector through a body representing an entire
economic or professional sector at the national level or by an individual taxpayer. Requests are submitted
to the tax authorities for examination, and they can propose a response pending ultimate approval by the
Ministry of Finance. The decision taken is definitive and concerns only future transactions or transactions
carried out in the same year as the request. The timeframe for the analysis of the request is not provided.
If the request is denied, the only recourse for taxpayers is through legal proceedings. If granted, the tax
authorities are obliged to propose a period of time of at least two years during which the new margin will
be applicable. Other situations covered by Ordinance 222 include the situation where facts may alter the
approved margin between the third and fifth year (for periods longer than three years), in which case the
original margin will apply, as well as the situation where administrative rulings interpret the application of
specific methods, which the taxpayer requesting the application of a different margin will give up the right
to challenge. Finally, Ordinance 222 does not permit a request that claims a change in the margins that
were already applied in past periods.

406.  This mechanism, however, has not been used to any significant extent by taxpayers. To date,
none of the requests submitted by taxpayers have been granted due to an insufficient level of supporting
documentation.

407. It is suggested that if a taxpayer were in possession of the required level of supporting
documentation, then it would be possible to apply the PIC or PVEx methods (CUP-like methods), and there
would no longer be a need to challenge the fixed margin. Such information may be sensitive and translate
to increased exposure to a tax audit T a risk that is certainly taken into consideration by taxpayers and
reduces the incentive to use the mechanism.

4.2.8. Arbitration

408.  There are no arbitration clauses in tax treaties entered into by Brazil. Moreover, Brazil has reserved
the right not to include Article 25, paragraph 5, of the 2017 OECD MTC in their tax treaties.?30

409. The inability to start an arbitration procedure constitutes a gap in the Brazilian international tax
framework, which could be addressed in the future. It may be an important consideration for Brazil to
assure investors that potential double taxation will be effectively eliminated.

4.3. Assessment of effectiveness

410. The assessment of effectiveness in relation to the administrative approaches to avoiding and
resolving transfer pricing disputes is most relevant for aspects of the Brazilian transfer pricing system that
relate to MAP and the implementation of corresponding adjustments, which raise important concerns. In
addition, the transfer pricing compliance practices, absence of corresponding adjustments, absence of

28As provided under paragraph 2 of a Profitenarginsdifferent fromaheseset4 3 0 /
forth in articles 18 and 19 shall be accepted, provided that the taxpayer suppotiticiionsyitesearch or reports
prepared in conformity with the provisions of thig article

229

See the full text of the Ordinance 222/2008 at: www.fazenda.gov.br/acesso-a-
informacaol/institucional/legislacao/portarias-ministeriais/2008/portaria222.
230 gee sectiononnon-OECD economi es 6 positions in the 2017 OECD MTC, ¢
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secondary adjustments, safe harbours, absence of advance pricing arrangements, the mechanism to
challenge the fixed margins and the absence of arbitration are assessed according to their effectiveness.

4.3.1. Transfer pricing compliance practices

411. Because of its peculiar transfer pricing regime, Brazil diverges significantly when considering the

compliance practices seen in OECD member countries. The application of the fixed margins and the

absence of a complete comparability analysis lead to a scenario where the existing examination practices

are generally limited to assessing the formalistic compliance of taxpayers with prescriptive rules rather

than assessing the reasonability of the transfer pricing outcomes. Tax examiners have limited ability to be
flexible in their approach. They al so c guigmentabbua ke i nt
the application of the armés |l ength principle.

412. Ot her features of Brazilds existing tax system t hece
transfer pricing should be considered as well, such as the penalty system and the statute of limitations.

413.  The penalty system is currently based on a percentage of the tax due, with an interest element
reflecting the time value of money, which is payable on the underpaid tax due. The penalty system also
takes into account the misconduct of the taxpayer because penalties will be increased in the cases of non-
cooperation of the taxpayer or refusal to provide the requested supporting documentation.

414. The existing penalty system however does not sufficiently distinguish between voluntary
compliance and non-compliance determined on the basis of an assessment by the tax administration
because the effective difference between the penalties applicable in the two different situations becomes
insignificant. This is mainly because of the reduction of the penalties by half where the taxpayer voluntarily
pays the assessed amount after his misconduct was determined through a tax audit. This outcome will not
necessarily motivate taxpayers to ensure that they correctly self-assess the related-party transactions
because they will rely on the possibility that in the case of detection, any penalty due can be subsequently
significantly reduced.

415.  In addition, there may not be sufficiently material penalties for failure to comply with transfer pricing
documentation requirements, such as CbC Reporting, which may not create sufficient motivation for the
taxpayer to prepare and complete the relevant information fully, truthfully, and correctly. This issue may be
further exacerbated in cases of information being held abroad since the administration may not have
sufficient tools to enforce such obligations, which may create difficulties in accessing information on foreign
related parties. This could further create negative implications for Brazil, where Brazil is to comply with
international standards and commitments because failure of the tax administration to receive or enforce
collection of such information may be also interpreted as a systemic failure.

416. The statute of limitation may make it difficult to conclude all the necessary steps of the tax
examination process (risk assessment, selection of taxpayer, exchange of information, obtaining
information from abroad, as well as issuing the final tax assessment) for transfer pricing issues within the
limited period of time due to the fact that the assessment needs to be fully concluded within a five-year
period, which poses a risk that the audit will not be completed in time. The risk is already high under the
current system because the risk assessment and audit proceedings are lengthy and administratively
burdensome for tax examiners. Such risk may further increase under the application of transfer pricing
rules in line with the OECD Guidelines, which require even more efforts to administer (in terms of risk
assessment, , collection of information, which may also require exchange of information, performance of
the steps of the comparability analysis, etc.). In addition, a strict five-year period does not allow for the
application of certain concepts of the OECD framework, such as the hard-to-value intangibles approach.

417.  In general, the current compliance and examination framework provides weak incentives for self-
compliance. If left as it stands, it could lead to a high degree of deliberate non-compliance.
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Findings of the assessment

Prevention of BEPS risks

The current compliance framework does not provide sufficient protection against BEPS risks. Taxpayers
may exploit the existing system and shift profits to low or no tax jurisdictions outside of Brazil, and they
can also shift income to companies which benefit from exemptions or special regimes within Brazil. The
existing framework does not provide tax examiners with sufficient tools and instruments to effectively
identify and address those risks. Separately, the existing penalty practices do not provide sufficient
disincentives for non-compliance, including BEPS.

Prevention of double taxation

Given that the current transfer pricing framework relies on prescriptive rules and does not allow much
administrative consideration and flexibility, potential cases of double taxation may not be addressed or
relieved through the existing administrative framework. In particular, for more complex transfer pricing
issues, the existing procedures do not seem to provide sufficient safeguards against double taxation.

Ease of tax administration

Since there is no need to systematically perform a complete comparability analysis, the administrative
burden is lighter than in other countries which follow OECD standards. In other words, it is easier for
the tax administration to apply the transfer pricing methods or verify their appropriateness. However,
the complexity of transfer pricing cases may make it difficult to conclude an audit within the statute of
limitations, which may result in unsuccessful outcomes for tax authorities.

Ease of tax compliance

Similarly, the current compliance practices which are based on the application of the fixed margins also
simplifies tax compliance for taxpayers. It can be argued that compliance is less time-consuming and
less resource-intensive than in the context of the OECD Guidelines.

Tax certainty

The current compliance practices =contribute towards more tax certainty from a domestic perspective,
but there is significant cross-border tax uncertainty as a result of important differences affecting
compliance requirements.

4.3.2. Concerns over resolution of transfer pricing disputes

418.  Brazil does not include paragraph 2 of Article 9 of the OECD MTC in its tax treaties, which means
there is an absence of obligatory corresponding adjustments. In addition, even though Brazil has issued
administrative guidance in order to comply with the BEPS Action 14 minimum standard, concerns remain
in relation to the implementation of MAP outcomes, notably because the domestic legislation does not
provide for a mechanism to implement corresponding adjustments. Before 2016, Brazil lacked experience
in resolving MAP cases and did not have a specific team to deal with them. However, since the publication
of the BEPS Action 14 Final Report, Brazil took several steps in order to reduce these shortcomings, which
consists of having more adequate resources and internal guidance to deal with MAP cases. Considering
t hat Brazil s MAP caseload has increased significant]|
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increasing in particular in the case of transfer pricing cases, further capacity development and investment
will be necessary in order to resolve MAP cases in a timely, efficient and effective manner.

Findings of the assessment

Prevention of BEPS risks

The potential lack of relevant capacities and resources to perform proper comparability analyses based
on the armés | ength pri ncthemdsessmerd of Brpzilbt posRionavidl nat be
accurately made and MAP outcomes will be negotiated in a way which may be detrimental to the tax
base of Brazil.

Prevention of double taxation

Despite the fact that Brazil has expressed willingness to resolve transfer pricing disputes and provide
corresponding adjustments based on Article 25 of the OECD MTC, the absence of an explicit
mechanism for corresponding adjustment due to the absence of Article 9, paragraph 2, as well as limited
evidence of resolved cases due to a low number of transfer pricing cases being submitted for MAP and
the absence of mandatory arbitration may create concerns about the likelihood of effective resolution
of double taxation in transfer pricing cases.

The absence of an additional dispute resolution mechanism, such as the arbitration procedure, may
also reduce the effectiveness of the resolution of MAP cases, since the MAP procedure does not require
the parties to the tax treaty to resolve the dispute but only to use their best efforts to do so. As a
consequence, this might lead to a scenario where double taxation is not always effectively eliminated.

Ease of tax administration

The absence of mandatory corresponding adjustment mechanism as well as lack of clarity and guidance
on the principles regulating the MAP process can create a potential additional burden for the tax
administration (e.g., taxpayers will increasingly challenge outcomes through administrative appeals and
in judicial procedures rather than MAP).

The absence of other dispute resolution mechanisms, such as the arbitration procedure, may also save
resources and reduce the administration burden; however, there may be an indirect effect because
taxpayers will seek to challenge the existing transfer pricing adjustments in courts and through
administrative appeals rather than rely on effective dispute resolution in MAP by binding arbitration.

Ease of tax compliance

The absence of corresponding adjustment mechanism does not necessarily increase the tax
compliance burden.

Tax certainty

The absence of a binding corresponding adjustment mechanism creates uncertainty from both a
domestic and international perspective (i.e. Brazilian taxpayers not being granted corresponding
adjustments). Issues associated with dispute resolution mechanisms constitute an important driver of
uncertainty (i.e. foreign taxpayers will not get relief from double taxation).
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The absence of another dispute resolution mechanism, such as the arbitration procedure, may
undermine tax certainty for taxpayers, especially from the cross-border perspective.

4.3.3. Absence of secondary adjustments

419. Brazildb s s ydeds aotmprovide for the possibility to perform secondary adjustments. Countries
that have introduced this measure were motivated mainly by the objective of collecting additional tax
revenue to ensure that the profits that have been shifted elsewhere have been probably accounted for
from the perspective of taxes applicable on profit distribution. Countries may also take the alternative view
that the shifted profit is capital provided to related parties as a loan, where this capital is to be returned to
the party from which it was shifted, including the accrued interest. Finally, the countries which apply
secondary adjustments would also see these adjustments as a way to motivate the compliance of
taxpayers who may potentially face higher taxes and penalties as a consequence.

Findings of the assessment

Prevention of BEPS risks

The absence of secondary adjustments may raise BEPS issues, as there would be no mechanism to
make the actual allocation of profits consistent with the primary transfer pricing adjustment. Brazil does
not currently levy tax on dividends so there is no immediate loss of revenue, but this will change should
the contemplated introduction of a withholding tax on profit distribution be implemented in the near
future.

Prevention of double taxation

The absence of secondary adjustments under the current regime does not create additional problems
with elimination of double taxation because s-
length outcomes, secondary adjustments would further increase the burden of double taxation.

Ease of tax administration

The absence of secondary adjustments does not necessarily have a negative impact on tax
administration.

Ease of tax compliance

The absence of secondary adjustments does not necessarily have a negative impact on tax compliance.

Tax certainty

The absence of secondary adjustments does not have a negative effect on tax certainty.

4.3.4. Safe harbour rules

420. As stated above, a safe harbour in a transfer pricing regime is a provision that applies to a defined
category of taxpayers or transactions and that relieves eligible taxpayers (usually small and medium size
enterprises which may lack the necessary resources to carry out full-fledge transfer pricing analysis) from
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certain obligations otherwise imposed by a countryds
appropriateness of safe harbours is essential and a key element in order to lessen the likelihood of BEPS
risks and double taxation, and to contribute to the ease of tax administration and tax certainty.

Findings of the assessment

Prevention of BEPS risks

As mentioned above, all three existing safe harbour regimes raise concerns as to their appropriateness
and the potential BEPS risks that they may create.

The 5% de minimis rule does not distinguish between the taxpayers who may qualify and does not
provide clear guidance on how the 5% threshold is to be determined, which means that mispriced
revenues would be the basis for assessment. This creates a potential BEPS risk.

The 90% test safe harbour applies in cases where the export price represents 90% or more of the
domestic market price. In such a case, the export price adopted is deemed acceptable, and this may
also raise BEPS risks for the following reasons. This safe harbour is based on a comparison of prices
applied in the domestic market in Brazil and the prices of the same goods or products in transactions in
foreign markets. The profit potential may be significantly different in foreign markets. Differences in
purchasing power or premium pricing due to scarcity or uniqueness of the particular products, and the
specificity of the market may create outcomes that will present BEPS risks for Brazil.

Further, the profitability test safe harbour also may lead to concerns of appropriateness as well as
potential loss of revenue for Brazil. Under this test, where a Brazilian exporter is able to demonstrate
that, on an overall basis, exports to related parties generated a minimum 10% net profit margin, the
transactional conditions are deemed to be acceptable. In addition, the provision also states that 80% of
export volume should be in relation to unrelated parties. In the cases where are comparable transactions
with unrelated parties, there should be sufficient information available to apply the Brazilian version of
the CUP method for exports (PEVEX). Accordingly, the application of the safe harbour regime could
lead to under-taxation, as all the taxpayer is required to do is justify the minimum 10% net profit margin.

Prevention of double taxation

The existence of the current safe harbours may lessen the likelihood of double taxation because the
existing transfer pricing will not apply in most cases. Therefore, the current negative effects of existing
rules resulting in double taxation may not arise or they may be mitigated to a certain extent.

Ease of tax administration

The safe harbours in Brazil reduce the potential burden for the tax administration because they do not
have to analyse compliance with the existing transfer pricing rules for the situations covered by the safe
harbours.

Ease of tax compliance

Taxpayers qualifying for the safe harbour have a significantly lighter compliance burden because it
eliminates the need for data collection and compliance with associated documentation requirement.
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Tax certainty

The existence of the safe harbours contributes towards more tax certainty, as the eligible taxpayers will
have their price charged or paid on qualifying controlled transactions accepted by the tax
administrations. The tax administration would accept, with limited or no scrutiny, transfer prices within
the safe harbour parameters which would contribute toward tax certainty in both domestic and cross-
border situations. There may be limited instances where the existing safe harbours may not achieve tax
certaintyincross-bor der situations, which could be case-
length price and this is not accepted by the other tax administration that could still challenge the outcome
of the application of the safe harbour.

4.3.5. Absence of advance pricing arrangements i inability to prevent double taxation

421.  APAs may be most useful when traditional mechanisms fail or are difficult to apply. In particular, it
is recognised that bilateral APAs provide a greater level of certainty in both treaty partner jurisdictions,
lessen the likelihood of double taxation and may proactively prevent transfer pricing disputes.23!

Findings othe assessment

Prevention of BEPS risks

The absence of APA programmes does not allow for horizontal monitoring and scrutiny of transactions
until they become visible to tax authorities, thereby reducing the opportunities for early identification of
BEPS risks.

Prevention of double taxation

Bilateral APAs lessen the likelihood and thus contribute towards prevention of double taxation. The lack
of APA mechanism in Brazil means there is no prevention mechanism in place, which contributes to
higher likelihood of double taxation.

Ease of tax administration

APAs provide an opportunity for ongoing horizontal monitoring of taxpayer practices and it thus may
proactively prevent transfer pricing disputes and contribute to effectiveness of tax administration.

Ease of tax compliance

Taxpayers need to determine transfer pricing approaches in absence of horizontal monitoring and
guidance/dialogue with tax authorities, which tends to increase tax compliance costs.

231 Work pursuant to BEPS Action 14 to ensure the timely, effective and efficient resolution of treaty-related disputes
recommended, as non-binding best practice 4, that countries should implement bilateral APA programmes.
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Tax certainty

APA programmes generally provide a greater level of certainty. Existence of a functional and effective
APA programme contributes towards more tax certainty. Absence of APAs means that this positive
effect on tax certainty is absent, which is even more critical inform a cross-border perspective.

Bilateral or multilateral APA programmes provide a greater level of certainty in the relevant treaty partner
jurisdictions, because they ensure that the APA results are acceptable in all the jurisdictions involved.
Such programmes are currently absent. This is a missed opportunity for tax certainty in Brazil.
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Documentation

The fifth chapter contains the analysi s
rules in respect of transfer pricing documentation as compared with the

guidance in Chapter V of the OECD Guidelines, which is intended to provide

guidance for tax administrations in developing rules and/or procedures on
documentation to be obtained from taxpayers in connection with a transfer

pricing enquiry or risk assessment. Br azi | 6s syst eansfehas sp
pricing documentation-requirements corresponding to the information needs

for the application of its transfer pricing methods. The differences are

highlighted and assessed according to the policy objectives of transfer

pricing rules.
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5.1. A three-tiered approach to transfer pricing documentation

422.  Chapter V of the OECD Guidelines is intended to provide guidance for tax administrations in
developing rules and/or procedures on documentation to be obtained from taxpayers in connection with a
transfer pricing enquiry or risk assessment. This chapter also serves the purpose of providing guidance to
assist taxpayers in identifying relevant documentation to show that their transfer pricing is consistent with
the armbés | ength princi pl kingdrangfer pribingsssupsra®wek as batisfyind
tax examinations. The Guidelines contain a discussion of the objectives of transfer pricing documentation
rules, which also provides guidance for the development of such rules so that transfer pricing compliance
is more straightforward and more consistent among countries. At the same time, it is meant to ensure that
tax administrations are provided with more focussed and useful information for transfer pricing risk
assessments and audits. Further, it should be noted that an important overarching consideration in
developing these rules is to balance the usefulness of the data to tax administrations for transfer pricing
risk assessment and other purposes with any increased compliance burdens placed on taxpayers.

423. The Guidelines list three main objectives of transfer pricing documentation rules, which are
attainable through the recommended three-tiered approach, namely (i) to ensure that taxpayers give
appropriate consideration to transfer pricing requirements in establishing prices and other conditions for
transactions between associated enterprises and in reporting the income derived from such transactions
in their tax returns; (ii) to provide tax administrations with the information necessary to conduct an informed
transfer pricing risk assessment; and (iii) to provide tax administrations with useful information to employ
in conducting an appropriately thorough audit of the transfer pricing practices of entities subject to tax in
their jurisdiction, although it may be necessary to supplement the documentation with additional
information as the audit progress.

424, These three objectives related to the taxpa
transfer pricing risk assessment and transfer pricing audits form the underlying objectives of the
documentation rules. In this respect, the design of appropriate domestic transfer pricing documentation
requirements should take into account these three objectives. Further information on each objective is
provided in the Guidelines.

425.  The three-tiered approach to transfer pricing documentation consist of (i) a master file containing
standardised information relevant for all MNE group members; (i) a local file referring specifically to
material transactions of the local taxpayer; and (iii) a Country-by-Country Report containing certain
information relating to the gl obal all ocation
indicators of the location of economic activity within the MNE group.

5.1.1. Master file

426.  The master file should provide an overview of the MNE group business, including the nature of its
global business operations, its overall transfer pricing policies, and its global allocation of income and
economic activity. In producing the master file, information is considered important if its omission would
affect the reliability of the transfer pricing outcomes.

427.  The information required in the master file provides a high-level overview of the whole MNE group

and contains relevant information thatcanbegr ouped i n the foll owing fi
organi sational structur e; b) a description of t
d) the MNEOG6s intercompany financial actidns?¥t i es;

232 gee paragraph 5.19 of the OECD Guidelines.
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5.1.2. Local file

428. The local file provides more detailed information relating to specific intercompany transactions.

This information supplements the master file and focusses on information relevant to the transfer pricing

analysis related to transactions taking place between a local country affiliate and associated enterprises

in different countries and which are materi al in the
relevant financial information regarding those specific transactions, a comparability analysis, and the

selection and application of the most appropriate transfer pricing method. Items of information to be

included in the local file are included in an annex to the Guidelines.?33

5.1.3. Country-by-Country report

429. The Country-by-Country report (CbCR) requires aggregate tax jurisdiction-wide information
relating to the global allocation of the income, the taxes paid, and certain indicators of the location of
economic activity among tax jurisdictions in which the MNE group operates. In addition, the report requires
a listing of all the constituent entities for which financial information is reported, including the tax jurisdiction
of incorporation, where different from the tax jurisdiction of residence, as well as the nature of the main
business activities carried out by that Constituent Entity. CbCR is useful for high-level transfer pricing risk
assessment purposes and may be used by tax authorities in evaluating other BEPS related risks and,
where appropriate, for economic and statistical analysis.

430. A model template of the report is included as an annex to the Guidelines.234

431. The Guidelines importantly note that the Country-by-Country report should not be used as a
substitute for a detailed transfer pricing analysis of individual transactions and prices based on a full
functional analysis and comparability analysis.

5.2. Description of existing rules and practices in Brazil and gap analysis

432. The existing documentation requirements under the Brazilian transfer pricing system do not
request the same level of detailed information from taxpayers as the OECD Guidelines. The information
required to perform a complete transfer pricing analysis and apply OECD-recognised transfer pricing
methods based on the Guidelines is more comprehensive than would be needed to perform a transfer
pricing analysis in Brazil, which may explain lighter documentation requirements imposed on Brazilian
taxpayers.

433. As far as the application of the transfer pricing methods is concerned in Brazil, the required
documentation includes purchase and sale documents (e.g., invoices and receipts) and accounting and
tax books containing information related to costs of production as well as documents supporting the

233 Annex Il in Chapter V of the OECD Guidelines.

234 Annex Il in Chapter V of the OECD Guidelines.

TRANSFER PRICING IN BRAZIL: TOWARDS CONVERGENCE WITH THE OECD STANDARD © OECD/RFB 2019



| 135

calculation of average costs and prices, and other complementary elements of proof.23 In addition to that,
reports on quoted prices must be presented for transactions involving commaodities. 236

434.  Nevertheless, transfer pricing documentation may also be used for other purposes such as risk
assessment beyond verification and control of transactions for transfer pricing purposes.

5.2.1. Master file

435. Brazil does not require the filing of the master file as developed under BEPS Action 13 and does

not require any of the elements contained therein as part of its transfer pricing documentation rules. It is

however a matter of fact that most countries around the world where MNESs operate require preparation of

the master file. This means that both Brazilian-headquartered and foreign-headquartered MNEs prepare

the master file for the purposes of complying with the documentation rules of foreign jurisdictions, but tax

administration in Brazil is not able to benefit from the information contained therein, because it requires

neither preparation nor submission of a master file. Brazil is thus missing out on important information that

would provide the gl obal economic, |l egal, financi al a
practices as wellas ahigh-l evel overview of the MNE groupébés gl obal
be relevant for risk assessment, audit purposes, and supporting documentation for MAP cases.

5.2.2. Local file

436. Brazil does not require the filing of the local file as developed under BEPS Action 13.

437. However, documentation requirements found in the Brazilian transfer pricing rules include some
elements of the local file (that must be filed together with the annual corporate tax return).

438. The following main elements need to be provided for transfer pricing purposes:23”

1 Type of transaction: taxpayers need to indicate if the transaction undertaken involves goods,
services, rights, financisplctifaesadac¢cti ons or indica
Description of the transaction: identification of the elements, such as brand, model, etc.

The amount of the transaction;
The selected method used for the calculation of the parameter price;
The parameter price and the practiced price (price charged);

=A =2 =4 =4 =

The amount of the adjustments.

25 psa complementary element of proof, the taxpayer can support its documentation requirements with fgovernment
publications or reports of the buydnmniétstioroof thessanielcamtrg,s c o
provided that Brazil has entered into an agreement with that country to avoid double taxation of incomeatiotd exchange infc
a n des@arch done by a company or institutisrowelfor its technical experttsetorical publications which specify the

sector, period, companies researched and margins found, and identify data collected and reviewed per canpany e d
Article 43 of Normative Instruction 1,312/12.

236 For the application of the methods designed for commodity transactions (PCI and PVEx methods).

237 see the Electronic Tax Accounting bookkeeping (ECF) at: http://sped.rfb.gov.br/pagina/show/1285.
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5.2.3. Country-by-Country report

439.  Brazil implemented Country-by-Country Reporting (Declaracé@o Pais-a-Pais) by issuing Normative
Ruling 1,681/16 of 28 December 2016.238 The template for the report is nearly identical to the model
template included in Annex Il of Chapter V of the Guidelines.

440.  According to the first phase of the Country-by-Country Reporting peer review,23° Brazil meets all
the terms of reference relating to the domestic legal and administrative framework. There was one
exception, which led to a recommendation to ensure that the annual consolidated group revenue threshold
is applied in a manner consistent with the OECD guidance on currency fluctuations. Brazil has now clarified
the application of the threshold rule in its internal guidance, as confirmed at the outcome of the next round
of peer review.240

5.3. Assessment of effectiveness

Transfer pricing documentation requirements

441.  The transfer pricing legislation in Brazil was designed with the intent of being simple and practical,
a feature that is most noticeable in the area of transfer pricing documentation. For the application of the
transfer pricing rules in Brazil, it appears that the information contained in the master file and the local file
is less relevant. This information becomes useful for foreign tax authorities when considering the other
side of transactions i i.e. entities located in foreign jurisdictions 1, where transfer pricing rules and
approaches more closely aligned with the OECD Guidelines are followed, but such considerations are not
necessarily relevant for the application of some of the Brazilian transfer pricing methods. In the particular
case of performing corresponding adjustments (should this become relevant in the future), the information
contained in these files would become especially relevant.

Findings of the assessment

Prevention of BEPS risks

Important information contained in the master file and local file is missing from the documentation
requirements under the Brazilian transfer pricing system, including the nature of the MNE g r o ugpoliak
business operations, its overall transfer pricing policies, and its global allocation of income and
economic activity. Such information would be of great value in order to assist tax administrations in
evaluating the presence of significant transfer pricing risk. Additional requirements on the basis of the
master file and local file templates could therefore improve the risk assessment process. The current
level and nature of information required may not be sufficient to identify and effectively audit BEPS risks.

238 pvailable at: http://normas.receita.fazenda.gov.br/sijut2consulta/link.action?idAto=79444.

239 OECD (2018), Country-by-Country Reporting i Compilation of Peer Review Reports (Phase 1): Inclusive
Framework on BEPS: Action 13, OECD Publishing, Paris, https://doi.org/10.1787/9789264300057-en.

240 OECD (2019), Country-by-Country Reporting i Compilation of Peer Review Reports (Phase 2): Inclusive
Framework on BEPS: Action 13, OECD/G20 Base Erosion and Profit Shifting Project, OECD Publishing,
Paris, https://doi.org/10.1787/f9bf1157-en.
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Prevention of double taxation

Should Brazil contemplate and attempt to effectively eliminate double taxation, it will be necessary for
the Brazilian tax authorities to be able to have the same level of transfer pricing information as their
foreign counterparts have available in the process of approving a corresponding adjustment or
negotiating a MAP. Current information submitted by MNEs in Brazil would not be sufficient for this
purpose.

Ease of tax administration

The efforts required to receive and process additional information, that may or may not be useful for tax
authorities, could be perceived as greater and conducive to a heavier burden for the tax administration.
If, however, efficient and appropriate use of the information is made, notably for risk assessment
purposes, the collection of supplementary information through a master file and local file could work in
favour of the tax administration.

Ease of tax compliance

The absence of local file and master file eases the tax compliance burden for taxpayers under the
current system as they are not required to prepare the relevant documentation and comply with
additional requirements. If adopted, additional requirements would foreseeably increase the burden and
compliance costs for taxpayers.

Preparing two sets of documentation, one specifically for Brazil and other standardised documentation
for other countries creates potential duplicity and extra compliance costs.

In some cases, some of the transfer pricing documentation (namely the master file) is already being
prepared at the global level for other MNEs that are part of the MNE group, meaning that no extra
significant compliance burden would be generated if Brazil were to require taxpayers who are of certain
size that they submit master file in line with BEPS Action 13, since they are in most cases already
preparing and submitting the master file abroad. Such burden could however increase if Brazil were to
require that taxpayers prepare the master file differently than prescribed by the OECD Guidelines.

Tax certainty

The absence of the master file and local file has only limited impact on tax certainty from a domestic
perspective, although it could result in a further discrepancy in terms of alignment with internationally
accepted approaches. The absence of standardised master file and local file and the obligation to
prepare specific types of documentation only for Brazilian purposes can create uncertainty concerns by
foreign MNEs that may not be familiar with the specificities of Brazilian transfer pricing documentation
requirements and can make mistakes or insufficiently prepare documentation which may be then
refused by the Brazilian tax administration and this can have consequence that the selected method
will be refused. This leads to higher tax uncertainty.
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@ Special considerations for
Intangibles

The sixth chapter contai ns transferprcingal ysi s
rules for transactions involving the use or transfer of intangibles as compared

with the guidance contained in Chapter VI of the OECD Guidelines. The main

findings of the analysis include the differences in the definition of intangibles

used for transfer pricing purposes, the absence of specific transfer pricing

rules and lack of guidance for intangibles. This chapter also addresses the

treatment of certain outbound payments involving intangibles. The
implications of these divergences are assessed according to the policy

objectives of transfer pricing rules.
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6.1.Determining armés | ength conditions for the

442, Chapter VI provides special considerations for ir
conditions for transactions that involve the use or transfer of intangibles and refine the execution of the

comparability and functional analysis in accordance with Section D.1 of Chapter |I. The guidance was

principally developed to prevent BEPS by moving intangiblesamon g gr oup mdinadoptnga blogd #

and clearly delineated definition of intangibles; (ii) ensuring that profits associated with the transfefeanareise of intangik
appropriately allocated in accordance with (rather than divorced fromonydiijedenesloping transfer pricing rules or
special measures for transfers efoheide intangibte’d!

443. Because the Chapters | - Il analyses have already addressed the gaps or issues related to the
guidance contained in these chapters, the analysis in this chapter will focus on the absence of special
considerations for intangibles as the key gap identified in the Brazilian transfer pricing system.

444, I'n order to determine armés | ength conditions f ol
necessary to identify intangibles, based on a broad and clearly delineated definition. Further, the guidance

contained in this chapter is intended to ensure that transfer pricing outcomes are in line with value creation

and promotes the development of rules to prevent BEPS by moving intangibles among group members.

6.1.1. Identifying intangibles

445.  According to the OECD Guidelines, an important consideration to be addressed at the outset is
the definition of the term intangible. This definition should be neither too narrow nor too broad. On the one
hand, a definition that is too narrow could result in arguments raised by taxpayers that certain items do not
fall within the scope of the definition. On the other hand, if the definition is too broad, tax administrations
or taxpayers alike may argue that the use or transfer of an intangible requires a compensation where no
such compensation would exist between independent enterprises.

446.  The definition focusses on the comparability analysis at the heart of the application of the ar m6 s
length principle:

I n these Gui del intangibe itsh eirnetfeonrdee, d tthoe awdodrrde sfis s omet h
asset or a financial asset, which is capable of being owned or controlled for use in commercial activities, and
whose user transfewould be compensated had it occurred in a transaction between independent

parties in comparable circumstand@ather than focusing on accounting or legal definitions, the thrust of

a transfer pricing analysis in a case involving intamgjidbles e determination afahditions that

would be agreed upon between independent parties for a comparable trésaction

447. Rather than focussing on accounting or legal definitions, the thrust of a transfer pricing analysis in
a case involving intangibles should be the determination of the conditions that would be agreed upon
between independent parties for a comparable transaction. In other words, the use or transfer of an
intangible asset would be compensated in transactions between independent parties.

448.  Further elements required to qualify an intangible are its capacity of being owned or controlled and
its capacity of being used in commercial activities. ltems which cannot be controlled by the enterprise, such
as local weather conditions, local market conditions or MNE group synergies, are not considered to be

241 The guidance was developed under Action 8 of the BEPS Project. Work under BEPS Action 8 looked at transfer
pricing issues relating to transactions involving intangibles, since misallocation of the profits generated by valuable
intangibles has contributed to base erosion and profit shifting. OECD (2015), Aligning Transfer Pricing Outcomes with
Value Creation, Actions 8-10 - 2015 Final Reports, OECD/G20 Base Erosion and Profit Shifting Project, OECD
Publishing, Paris. http://dx.doi.org/10.1787/9789264241244-en, p. 63.

242 See OECD (2017), OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations 2017,
OECD Publishing, Paris, https://doi.org/10.1787/tpg-2017-en, at paragraph 6.6.
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intangibles, but they are considered as relevant comparability factors that should be considered during the
comparability analysis. An intangible need not be a physical asset or a financial asset, it also need not
meet the definition of an intangible for accounting purposes, or need not qualify as an intangible for general
tax or treaty withholding tax purposes (Article 12 of the OECD MTC), or to be legally protected or separately
transferable.

Table6.1. lllustrations: whether items should be considered as intangibles or comparability factors

Iltems often considere Items which are not

asintangibles considered to be

intangibles, but

constitutamportant
comparability factors
Patents Group synergie
Knowhow and trad Market specifi
secrets characteristic
Trademarks, trade nan Location saving

and brands, customer ||

Rights under contracts Workforce

government licences
Licences and simila
limited rights in intangik
Goodwill and ongoi
concern value

SourceParagraphs 6.18 and subsequent of the OECD Guidelines.

6.1.2. Ensuring that profits associated with the transfer and use of intangibles are
appropriately allocated in accordance with value creation

449.  The guidance provided in Chapter VI describes the analytical framework for a transfer pricing
analysis involving intangibles. This specific guidance is needed because intangibles are an increasingly
dominant feature of the modern and increasingly digitalised economy. The challenges related to intangibles
are partially derived from the fact that intangibles are often some of the most valuable assets in the MNE
group, but they are not physical assets so the ownership of intangibles can be easily transferred within the
MNE group, which have an impact on income allocation and makes it one of the most risky areas in transfer
pricing. The transfer pricing analysis of intangibles may start with the identification of the legal owner. This
step is followed by the identification of the parties performing functions, using assets, and assuming risks
related to the development, enhancement, maintenance, protection and exploitation of intangibles (the so-
called DEMPE functions). Next, the analysis entails to cross-check the consistency of the agreements
based on the conduct of the parties. Upon the i

length price for the relevant transactions identified will be established, where possible. In exceptional

cases, transactions may have to be reec har act eri sed as would be necessar

conditions.

Ownership of intangibles and DEMPE functions

450.  While determining legal ownership and contractual arrangements is an important first step in the
analysis, these determinations are separate and
length principle. For transfer pricing purposes, legal ownership of intangibles, by itself, does not confer any
right ultimately to retain returns derived by the MNE group from exploiting the intangible, even though such
returns may initially accrue to the legal owner as a result of its legal or contractual right to exploit the
intangible. The return ultimately retained by or attributed to the legal owner depends upon the functions it
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performs, the assets it uses, and the risks it assumes, and upon the contributions made by other MNE
group members through their functions performed, assets used, and risks assumed.?*3 In other words,
legal ownership of intangibles by an associated enterprise alone does not determine entitlement to returns
from the exploitation of intangibles.

451. Further, the | egal owner would generally be expec
length, including design and control of R&D, management and control over budgets, control over strategic
decisions related to intangible development, decisions regarding defence and protection of intangibles, on-
going quality control. If outsourced to associated enterprises, the party performing such important functions
should not generally be treated as the tested party in applying one-sided methods for pricing transactions
related to the development of intangibles. Associated enterprises performing important value-creating
functions related to the development, maintenance, enhancement, protection and exploitation of the
intangibles can therefore expect appropriate remuneration. An associated enterprise assuming risk in
relation to the development, maintenance, enhancement, protection and exploitation of the intangibles
must exercise control over the risks and have the financial capacity to assume the risks,?* including the
very specific and meaningful control requirement.

452.  The entitlement of any member of the MNE group to profit or loss relating to differences between
actual (ex post) and a proper estimation of anticipated (ex ante) profitability will depend on which entity or
entities in the MNE group in fact assumes the risks as identified when delineating the actual transaction
(see Section D.1 of Chapter I). It will also depend on the entity or entities which are performing the important
functions in relation to the development, enhancement, maintenance, protection or exploitation of the
intangibles or contributing to the control over the economically significant risks and for which it is
determined that armdés | ength remuneration of %hese f u

453, In terms of the contribution of assets (including funds), appropriate compensation should be
provided. In the specific case of funding, it is important to differentiate between the financial risk, which
relates to funding the investment, and the operational risk, which relates to the activities for which the
funding is provided. For example, an entity merely providing funding but not performing functions or
assuming the financial risk should receive lower remuneration (not more than a risk-free return) than a
funder that performs the relevant functions and assumes the financial risks. Accordingly, an associated
enterprise providing funding and assuming the related financial risks, but not performing any functions
relating to the intangible, could generally only expect a risk-adjusted return on its funding. In addition, it is
to be expected that the higher the development risk and the closer the financial risk is related to the
development risk, the more the funder will need to have the capability to assess the progress of the
development of the intangible and its consequences.

Framework for analysing transactions involving intangibles

454.  As stated above, the general principles of Chapters | - Ill of the OECD Guidelines apply to
transactions involving both (i) transactions involving transfers of intangibles or rights in intangibles, and (ii)
transactions involving the use of intangibles in connection with the sale of goods or the provision of
services. Realistic alternatives for each of the parties need to be taken into account in these transactions,
from the perspective of both parties to the transaction.

243 see paragraph 6.42 of the OECD Guidelines.

244 The framework for analysing risks contained in Chapter | depends on a very specific and meaningful control
requirement, which takes into account the capability to perform relevant decision-making functions together with the
actual performance of such functions.

245 see paragraph 6.72 of the OECD Guidelines.

TRANSFER PRICING IN BRAZIL: TOWARDS CONVERGENCE WITH THE OECD STANDARD © OECD/RFB 2019



142 |

455.  The framework for analysing transactions involving intangibles between associated enterprises
requires taking the following steps, consistent with the guidance for identifying the commercial or financial
relations provided in Section D.1 of Chapter I:

1 Identify the intangibles used or transferred in the transaction with specificity and the specific,
economically significant risks associated with the development, enhancement, maintenance,
protection, and exploitation of the intangibles;

1 Identify the full contractual arrangements, with special emphasis on determining legal ownership
of intangibles based on the terms and conditions of legal arrangements, including relevant
registrations, licence agreements, other relevant contracts, and other indicia of legal ownership,
and the contractual rights and obligations, including contractual assumption of risks in the relations
between the associated enterprises;

1 Identify the parties performing functions,?4¢ using assets, and managing risks related to developing,
enhancing, maintaining, protecting, and exploiting the intangibles by means of the functional
analysis, and in particular which parties control any outsourced functions, and control specific,
economically significant risks;

1 Confirm the consistency between the terms of the relevant contractual arrangements and the
conduct of the parties, and determine whether the party assuming economically significant risks
controls the risks and has the financial capacity to assume the risks relating to the development,
enhancement, maintenance, protection, and exploitation of the intangibles;

i1 Delineate the actual controlled transactions related to the development, enhancement,
maintenance, protection, and exploitation of intangibles in light of the legal ownership of the
intangibles, the other relevant contractual relations under relevant registrations and contracts, and
the conduct of the parties, including their relevant contributions of functions, assets and risks,
taking into account the framework for analysing and allocating risk under Section D.1.2.1 of
Chapter I,

1 Where possible, determine armbés |l ength prices for
contributions of functions performed, assets used, and risks assumed, unless the guidance in
Section D.2 of Chapter | applies.

Comparability

456. In applying the principles of Chapters I - lll, comparability of the transactions being examined is a
critical concern. Because intangibles often have unique features, the comparability analysis is especially
important in matters involving intangibles.

457. Some comparability factors are especially relevant for intangibles, including exclusivity,
geographic scope, useful life, stage of development, rights to enhancements, revisions and updates, and
expectation of future benefits.

458.  Important risks to be considered concern those related to future development of intangibles, to
product obsolescence and intangible devaluation, to infringement of intangible rights, product liability and
similar risks.

459.  Other comparability concerns involve reliability of any proposed adjustments to comparable
intangibles and the use of comparables drawn from databases.

246 Including specifically the important functions described in paragraph 6.56 of the OECD Guidelines.
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Transfer pricing methods

460.  Selection of the transfer pricing method should follow the general principles of Chapter Il. Guidance
on aggregation of transactions and the use of more than one method is particularly relevant. Any of the
OECD-recognised methods may be used in appropriate circumstances. Valuation techniques are also
useful tools.?*7

461. The selection of the most appropriate transfer pricing method should be based on a functional
anal ysis that provides a clear understanding of
transferred intangibles interact with other functions, assets and risks that comprise the global business.
The functional analysis should identify all factors that contribute to value creation, which may include risks
borne, specific market characteristics, location, business strategies, and MNE group synergies among
others.

462.  The transfer pricing method selected, and any adjustments incorporated in that method based on
the comparability analysis, should take into account all of the relevant factors materially contributing to the
creation of value, not only intangibles and routine functions.

463.  The transfer pricing methods most likely to prove useful in matters involving transfers of one or
more intangibles are the CUP method and the transactional profit split method. Valuation techniques can
be useful tools.248

464.  Caution regarding the use of some methods is recommended. In particular, the use of cost-based
methods is discouraged, since there is rarely any correlation between the cost of developing intangibles
and their value or pricing once the intangibles are developed. Their after-development value is most likely
significantly higher. In some limited circumstances methods based on the estimated cost of reproducing
or replacing the intangible may be used. For instance, the development of intangibles used for internal
business operations (e.g., internal software systems). One-sided methods (i.e. the TNMM and RPM
methods) are not typically useful to directly value intangibles, but may be used in some residual valuation
approaches.249

6.1.3. Transfer pricing rules for transfers of hard-to-value intangibles

465. A rigorous transfer pricing analysis by taxpayers is required to ensure that the transfer or use of

hard-to-val ue i ntangibles are pri ce-o-vaue intangibred 8HTMI)covegd h .

intangibles or rights in intangibles for which, at the time of their transfer between associated enterprises,
(i) no reliable comparables exist, and (ii) at the time the transactions was entered into, the projections of
future cash flows or income expected to be derived from the transferred intangible, or the assumptions
used in valuing the intangible are highly uncertain, making it difficult to predict the level of ultimate success
of the intangible at the time of the transfer.

466.  Under this approach, if the taxpayer cannot demonstrate that its pricing is based on a rigorous
transfer pricing analysis, tax administrations are permitted to consider ex post outcomes as presumptive

247 see paragraph 6.136 of the OECD Guidelines.

248 Supplemental guidance on the transfer pricing methods most likely to be useful in connection with transfers of
intangibles is provided in Section D.2.6 of Chapter VI of the OECD Guidelines. The revised guidance on the application
of the transactional profit split method, while not being prescriptive, clarifies and significantly expands the guidance on
when a profit split method may be the most appropriate method. OECD (2018), Revised Guidance on the Application
of the Transactional Profit Split Method, www.oecd.org/tax/transfer-pricing/revised-guidance-on-the-application-of-
the-transactional-profit-split-method-beps-action-10.pdf.

249 see paragraphs 6.142 and 6.143 of the OECD Guidelines.
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evidence about the appropriateness of ex ante pricing arrangements. Exemptions may apply based on
unforeseeable developments, materiality, time period and advance price arrangements.

6.2. Description of existing rules and practices in Brazil and gap analysis

467. There appears to be no legislation, guidance or case law regarding the transfer pricing aspects of
intangibles in Brazil. In the absence of special rules, the general transfer pricing rules apply to intangibles.
However, the concepts of development, enhancement, maintenance, protection, and exploitation
(DEMPE) functions and risk control are not reflected therein. Further, the available transfer pricing methods
may potentially prove difficult to apply to transactions involving the use or transfer of intangibles.

6.2.1. Definition of intangibles for transfer pricing purposes

468.  Brazilian transfer pricing rules are applicable to transactions involving fgoods, services and rigfits
As there is no specific definition of these terms in the transfer pricing legislation, the definitional elements
contained in private law are used to inform their meaning.

Definition derived from company law

469. There is also no express definition of an intangible asset under private law in Brazil. Under private
law jurisprudence and doctrines, goods may be classified as tangible or intangible, also called corporeal
or incorporeal goods respectively. In this context, company law, when classifying the accounts for the
purpose of the balance sheet of companies, indicates that the rights related to incorporeal assets which
a r esediin the maintenance of the company or are used withindhjs puspbsecladsified as intangibles.?5?

470. Moreover, the interpretative rules contained in pronouncement n° 04 of the Brazilian Accounting
Committee (Comité de Pronunciamentos Contabeis, CPC) define the accounting treatment of intangible
assets. The pronouncement states that an intangible asset is a non-monetary asset without physical
substance, identifiable, controllable and capable of generating future economic benefits. 252

471.  While the existing definitions of intangibles could be also interpreted broadly to cover most types
of intangible assets, it is not entirely clear how the accounting rules and principles (e.g. recognition of
assets, measurability, transferability and controllability), for the purposes of which the company law
contains the definition of intangibles, would interact with the types of intangibles that are not necessarily
separately transferable or measurable. Due to these reasons, the definition of intangibles contained in the
current rules may not be as broad as the one put forward in the OECD Guidelines because the strict legal
interpretation and potential accounting recognition rules may not reflect all intangible assets for the
purposes of transfer pricing.2>3This narrow definition currently present in Brazil may prevent the recognition
of intangible assets for transfer pricing purposes and thus prevent appropriate allocation of income under
the current transfer pricing framework.

250 Articles 18 and 19 of Law 9,430/1996 refer to imports and exports of goods, services or rights.

251 Article 179, items IV and VI, of Law 6,404/76.

252 gee  the fintegral pronouncementsdo of the Comité de Pronunciamentos Contdbeis at:

www.cpc.org.br/CPC/Documentos-Emitidos/Pronunciamentos.

253 For example, the accounting standards generally would not allow the recognition of internally generated intangibles.
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