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In the modern age of large corporations, the business value chain, which usually comprises a range of
functions such as devising and implementing a business strategy, research and development, production,
marketing, sales and logistics,  spans a number of group companies operating in different countries. This
apportionment is based on business needs and national rules for permanent establishments. Since an
enterprise group involves multiple companies, they conduct intragroup transactions and charge transfer
prices, giving rise to tax risks.

Principles for fair allocation of group profits

The  number  one  burning  question  globally  is  how  to  fairly  allocate  a  group’s  total  profits  between  the
countries where it operates to give each of those countries an opportunity to charge income tax on the
part  of  profits  that  is  due  to  it.  So  transfer  pricing  reviews  typically  focus  on  corporate  profits.  A  group
restructuring, on the other hand, usually changes functions the companies perform within the group as
well as their fees, so that the group’s profits are reapportioned between the companies and the countries,
which tends to pose transfer pricing risks.

Key transfer pricing risks in a group restructuring are as follows:

When a company’s functions change, the correct fee for performing the new functions is not
adopted;
The restructuring results in a new fee being set for the company, yet its functions and risks
remain unchanged;
An arm’s length fee is not set for the transfer of functions, risks or assets from one company
to another.

Accordingly, if a company is involved in a group restructuring there are four basic questions we should
answer to assess potential transfer pricing risks:

How do the company’s functions, assets and risks differ before and after the restructuring?1.
Has the company’s fee been revised for the functions performed, risks assumed and assets2.
used if changes have been made? And the other way round, did the fee remain unchanged if
no change was made?
Did the restructuring result in some functions, assets or risks being transferred from one3.
company to another?
Should the transfer of functions, assets or risks attract a fee and how large should it be?4.

The Piaggio case

Let us take a look at an example of international case law – the Piaggio restructuring case of 2007, which
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did not have a court ruling announced until 2020.

Piaggio is an Italian group of companies that manufactures and sells scooters and motorcycles. In France it
has SAS Piaggio France, a company that helps the group distribute its goods in France. Before 2007 SAS
Piaggio  France  was  the  group’s  official  wholesale  representative  in  France,  with  a  revenue  of  EUR  87
million. In 2007 the group decided to undertake a restructuring and converted SAS Piaggio France into a
sales agent. Before 2007 the company purchased goods from the parent company in Italia and sold on to
unrelated customers, keeping a profit from the sales according to the wholesale function. After converting
the company into an agent, the group had the sales contracts with its French dealers resigned to the
Italian parent company, while SAS Piaggio France received a small fee for helping organise sales. So the
company’s annual revenue dropped from EUR 87 million to EUR 6 million.

This situation is quite common if a group wants to minimise its total tax burden because the conversion of
wholesalers  into  sales  agents  is  able  to  substantially  cut  the  company’s  profits  and  tax  liability.  While
groups are not banned from doing this we need to remember the four key questions for assessing transfer
pricing risk.

So the first question the tax authority will ask during a tax audit of the restructuring would be: What has
really changed? If the company’s fee is to be reduced so drastically there must be some real changes
made  in  the  company  as  well  as  to  its  staff  count  and  functions.  If  the  company’s  business  shows  no
substantial  change  the  tax  authority  will  find  it  easy  to  challenge  the  new  fee-setting  approach  and  to
assess lost profits.

In the case of SAS Piaggio France the French tax authority detected changes but the questions they asked
were different. Did the restructuring result in some functions, risks or assets being transferred? And should
a fee be received for the transfer? The changes to the way Piaggio’s French and Italian companies did
business resulted in all the business contracts with SAS Piaggio France customers being resigned to the
group’s Italian company. So the French tax authority found that the restructuring resulted in SAS Piaggio
France transferring not only the wholesale function but also an intangible asset – its customer base – and
the associated potential profits to its related Italian company free of charge. So the French tax authority
assessed close to EUR 8 million of income SAS Piaggio France had lost.



Key takeaways

First, we need to find out whether the restructuring is likely to bring about a reduction in the company’s
profits. Such a situation will nearly always lead to the conclusion that the company should have received
an additional fee for the functions, risks or assets transferred as a result of the restructuring. The market
value of a function, risk or intangible asset can be calculated by enlisting the help of valuation experts who
can  estimate  a  fee  based  on  past  financial  performance  and  on  the  company’s  forecasts  for  the  future
development of this line of business.

Second, any company that plans to take part in a group restructuring should find out whether the group
has carried out an in-depth transfer pricing analysis to mitigate potential tax risks. If those risks are
substantial, approval for the proposed reorganisation should be sought from the tax authority before it is
implemented.


