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1 INTRODUCTION

Transfer pricing refers to the prices at which and other conditions under which an enterprise transfers
physical goods, intangible assets or services, among other things, to an associated enterprise™ 2 (i.e.
in essence an enterprise from the same group). Given the large number of multinational groups, or
multinational enterprise (MNE) groups, operating in the global economy today, this is a very important
issue in international tax law.

Switzerland, like many other countries around the world, applies the principle of separate entity
taxation (separation principle). This approach sees each company with legal personality that is part
of a multinational group being treated as a taxpayer in its own right and taxed individually on the profits
it makes.

Under the separation principle, transfer pricing applied between associated enterprises must comply
with the arm's length principle. This principle requires transactions between entities of a multinational
group to meet the same conditions as those which would be agreed between independent enterprises.
Otherwise, the profits which would have accrued to one of the entities if the arm's length principle had
been complied with may be adjusted and included in the profits of that entity and taxed accordingly.?

The arm's length principle is based on the notional idea that the taxable income of a multinational
group should be allocated among its various constituent entities.

Example

A company based in Country A pays royalties to a parent company that owns a brand and is based in
Country B. Given that royalties represent a deductible expense for the company in Country A and
taxable income for the parent company in Country B, their determination has a direct impact on the
profits made by the group in Country A, or in Country B. Under the arm's length principle, these
royalties must be set at a price that would be agreed between two independent enterprises, in order
to ensure appropriate allocation of the group's profits between Country A and Country B.

Non-compliance with this principle results in tax implications, which are set out below in section 2.3.

The separation principle and the arm's length principle are opposed to the unitary approach and global
formulary apportionment. In the unitary approach, a multinational group is an integrated economic
unit whose consolidated profit would be allocated among this unit's various constituent entities on the
basis of a predetermined formula based on some combination of factors, including costs, assets,
payroll and sales (global apportionment). This approach has not yet gained currency between
jurisdictions.*

1 OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations 2022, abbre-
viated below as "OECD Guidelines", § 11.

2 The notion of "associated enterprises" is defined in art. 9 para 1 of the Model Tax Convention on In-
come _and on Capital, published by the OECD (OECD Model). Two enterprises are deemed to be
associated when one enterprise participates directly or indirectly in the management, control or capital
of the other enterprise (parent company and direct or indirect subsidiary), or when the same persons
participate directly or indirectly in the management, control or capital of the two enterprises (sister
companies).

3 OECD Guidelines, § 1.6 ff.

4 OECD Guidelines, § 1.16 ff.



https://www.oecd.org/en/publications/oecd-transfer-pricing-guidelines-for-multinational-enterprises-and-tax-administrations-2022_0e655865-en.html
https://read.oecd-ilibrary.org/taxation/model-tax-convention-on-income-and-on-capital-condensed-version-2017_mtc_cond-2017-en#page36
https://www.oecd.org/en/publications/model-tax-convention-on-income-and-on-capital-2017-full-version_g2g972ee-en.html
https://www.oecd.org/en/publications/model-tax-convention-on-income-and-on-capital-2017-full-version_g2g972ee-en.html
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This publication will focus exclusively on transfer pricing in an international context, namely on prices
applicable to transactions between companies from the same group that are based in different
countries.
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2 ARM'S LENGTH PRINCIPLE

2.1 General remarks

The arm's length principle is used to determine transfer prices between associated enterprises for tax
purposes. This principle requires transactions between associated enterprises, regardless of their
type, to meet the same conditions as those which would be agreed between non-associated third
parties under comparable circumstances.

2.2 Legal basis

221 Underpinnings in international tax law

In international tax law, the normative basis for the arm's length principle can be found in the provisions
of the double taxation agreements (DTAs) signed between the different states, and specifically in the
provisions based on art. 9 of the OECD Model.

The arm's length principle is explained in the OECD Guidelines. This OECD document, whose most
recent version was published in 2022, defines the methods for implementing the arm's length principle
in order to assess the establishment of transfer prices between associated enterprises. It is
internationally recognised by OECD member countries. Although its contents are not legally binding,
Swiss tax authorities and courts increasingly refer to it and apply it as a way of interpreting the arm's
length principle under Swiss law.5

2.2.2 Underpinnings in Swiss tax law

Swiss tax law does not include specific legislation on transfer pricing. The arm's length principle is
implemented in Switzerland on the basis of art. 58 para. 1 of the Federal Act of 14 December 1990 on
Direct Federal Taxation (DFTA) and art. 24 para. 1 of the Federal Act of 14 December 1990 on the
Harmonisation of Direct Taxation at Cantonal and Communal Levels (DTHA) in the case of profit tax,
and art. 4 para. 1 let. b of the Federal Act of 13 October 1965 on Withholding Tax (WTA) in the case
of withholding tax. This article will only address these two taxes.

Furthermore, there are various administrative guidelines referring to the establishment of transfer
prices between associated enterprises. For example, circular No. 4 of the Federal Tax Administration
(FTA) of 19 March 2004, entitled "Taxation of service companies”, reminds the cantonal tax authorities
of the need to take into account the OECD Guidelines when taxing multinational enterprises.

5  For example, Federal Supreme Court decision (FSCD) 140 |l 88, recital 4.2; FSCD 143 Il 185, recital
41.


https://read.oecd-ilibrary.org/taxation/model-tax-convention-on-income-and-on-capital-condensed-version-2017_mtc_cond-2017-en#page36
https://www.fedlex.admin.ch/eli/cc/1991/1184_1184_1184/fr#art_58
https://www.fedlex.admin.ch/eli/cc/1991/1184_1184_1184/fr
https://www.fedlex.admin.ch/eli/cc/1991/1184_1184_1184/fr
https://www.fedlex.admin.ch/eli/cc/1991/1256_1256_1256/fr#art_24
https://www.fedlex.admin.ch/eli/cc/1991/1256_1256_1256/fr
https://www.fedlex.admin.ch/eli/cc/1991/1256_1256_1256/fr
https://www.fedlex.admin.ch/eli/cc/1966/371_385_384/fr#art_4
https://www.fedlex.admin.ch/eli/cc/1966/371_385_384/fr
https://www.estv.admin.ch/dam/estv/fr/dokumente/dbst/kreisschreiben/2004/1-004-DV-2004.pdf.download.pdf/1-004-DV-2004.pdf
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There are also administrative guidelines establishing safe harbour transfer prices for financial
transactions, namely the FTA circular letter No. 203 of 7 February 2023, entitled "2023 interest rates
recognised for tax purposes on advances or loans in Swiss francs" and FTA circular No. 6 of 6 June
1997, entitled "Hidden equity of capital companies and cooperatives (art. 65 and art. 75 of the DFTA)".
Non-compliance with these guidelines creates a rebuttable presumption of non-compliance with the
arm's length principle. However, taxpayers have the option to demonstrate that the transaction
complies with the arm's length principle.

2.3 Principal implications in Swiss tax law of non-compliance
with the arm's length principle

2.3.1 Profit tax

If a Swiss company does not comply with the arm's length principle when paying excessive
remuneration to its shareholders (e.g. parent company) or to close associates (e.g. sister company)®
abroad (or by receiving inadequate remuneration from them), the inappropriate portion of this
remuneration is considered to be hidden profit distribution and is reintegrated into the taxable
income of the Swiss company pursuant to art. 58 para. 1 of the DFTA and art. 24 para. 1 of the DTHA.

In cases where excessive remuneration is paid by a Swiss parent company to a foreign subsidiary (or
inadequate remuneration is received from it), this is a hidden capital contribution, equivalent to
depreciation for the Swiss parent company unjustified by commercial use, and can be reintegrated
into the taxable profit of the Swiss parent company on the same basis.

2.3.2 Withholding tax

In terms of withholding tax, the excessive portion of remuneration paid to its shareholders (e.g. parent
company) or to close associates (e.g. sister company) abroad (or the inadequate portion of the
remuneration received from it) is considered to be a significant monetary benefit subject to withholding
tax under art. 4 para. 1 let. b of the WTA.

6 Swiss domestic law does not recognise the notion of associated enterprises that is found in DTAs. We
therefore refer to the notions of shareholders and close associates, used for both profit tax and with-
holding tax. According to the Federal Supreme Court (FSC), a close associate is "a natural or legal
person having a close personal relationship, e.g. family ties or ties of friendship, with the shareholder,
the holder of interests, or the company's bodies" (in particular, FSCD 2C_177/2016 of 30 January
2017, recital 4.3).


https://www.estv.admin.ch/dam/estv/fr/dokumente/vst/zinssaetze/2023.pdf.download.pdf/2-203-dv-2023-f.pdf
https://www.estv.admin.ch/dam/estv/fr/dokumente/dbst/kreisschreiben/2000/W97-006.pdf.download.pdf/W97-006.pdf
https://www.fedlex.admin.ch/eli/cc/1991/1184_1184_1184/fr#art_58
https://www.fedlex.admin.ch/eli/cc/1991/1256_1256_1256/fr#art_24
https://www.fedlex.admin.ch/eli/cc/1966/371_385_384/fr#art_4
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3 COMPARABILITY ANALYSIS

3.1 General remarks

The comparability analysis is central to the application of the arm's length principle. It involves
reviewing on the one hand the controlled transaction (i.e. the transaction between associated
enterprises for which an arm's length price is to be determined), and on the other hand the potentially
comparable uncontrolled transactions (i.e. transactions between independent enterprises).” In recent
decisions, Swiss courts have referred to the comparability analysis in the context of the application of
the arm's length principle and more particularly in the context of an analysis of hidden profit
distributions or significant monetary benefits.®

The OECD provides a description of the typical process that can be followed when performing a
comparability analysis. This is made up of nine steps set out below. This process is considered an
accepted good practice, but it is not compulsory, so other search processes may be acceptable as
long as their results are guaranteed to be reliable.®

In the context of the comparability analysis, it is necessary to accurately delimit the controlled
transaction by identifying the following characteristics (comparability factors):°

e the contractual terms of the controlled transaction;

o the functions performed by each of the parties to the transaction, taking into account assets used
and risks assumed (functional analysis);

e the characteristics of property transferred or services provided;
¢ the economic circumstances of the parties and of the market in which the parties operate;

o the business strategies pursued by the parties.
These characteristics are relevant both for accurately defining the controlled transaction (in particular

in the second and third steps of the typical process, detailed below in sections 3.2.2 and 3.2.3), and
for making comparisons with uncontrolled transactions (sections 3.2.4 and 3.2.5).""

3.2 Steps in the comparability analysis

3.21 Step 1: Determination of years to be included

The comparability analysis should ideally (i.e. if appropriate data is available) be based on data for the
year under review and previous years. Comparative analyses based on data too far removed in time
from the year under review will generally not be accepted by the Swiss tax authorities.

7 OECD Guidelines, § 1.33 and § 3.1.

8 Federal Administrative Court decision A-4976/2022 of 4 September 2023, recital 2.6.4.6; decision of
the Cantonal Supreme Court of Geneva ATA/222/2019 of 5 March 2019.

9  OECD Guidelines, § 3.4.
0 OECD Guidelines, § 1.36.
" OECD Guidelines, § 1.33 and § 1.39.
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3.2.2  Step 2: Broad-based analysis of the taxpayer's circumstances

The broad-based analysis is a fundamental step in the comparability analysis. It consists of reviewing
the taxpayer's economic circumstances, as well as those of the market in which it operates, including
in particular the geographic location, the extent of competition, the levels of supply and demand,
consumer purchasing power, regulatory factors, costs of production, transport costs, the market level
(retail or wholesale), and so forth.'?

If the controlled transaction and potentially comparable transactions take place in environments that
have differences that have a material effect on price, the corresponding data cannot be used as is.
Appropriate adjustments should be made or the relevant transactions should be excluded from the
comparability analysis.'3

3.2.3 Step 3: Review of the controlled transaction and choice of the
tested party

A review of the controlled transaction is essential to choose the tested party (if any), select the most
appropriate transfer pricing method and identify comparables. As a general rule, the arm's length
principle should be applied on a transaction-by-transaction basis. This review is based in particular on
a functional analysis, i.e. an analysis of the functions performed, assets used and risks assumed by
the various parties to the controlled transaction.’ The functional analysis is based on the activities
and capabilities that are actually deployed by the parties. Generally speaking, the greater the functions
performed, the assets used and the risks assumed by a party, the higher their remuneration should
be."®

When the selected transfer pricing method is a resale price, cost plus or transactional net margin
method (set out below in sections 4.1.2 and 4.2.1), the tested party should be chosen from among the
parties involved in the controlled transaction. The tested party is the party to which the appropriate
financial indicator (e.g. the cost margin under the cost plus method) will be applied. In principle, the
tested party will be the one for which the most reliable comparables can be found, i.e. most often the
one that has the least complex functional analysis.'®

Let us imagine that Company A manufactures a product that it sells to Company B, an associated
enterprise, using valuable, unique intangible assets (e.g. patents) that belong to the latter and following
technical specifications set by the latter. The tested party for this transaction would likely be
Company A, which is involved in this transaction only as a custom manufacturer,'” and which therefore
has a less complex functional profile than Company B.

2. OECD Guidelines, § 1.130 ff. and § 3.7.
3 OECD Guidelines, § 1.130.

4 OECD Guidelines, § 3.4 and § 3.20.

5 OECD Guidelines, § 1.51.

6 OECD Guidelines, § 3.18.

7 Contract manufacturers undertake on-demand manufacturing for another entity and do not own the
raw materials or manufactured products.
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By contrast, if Company A manufactures another product for which it uses valuable, unique intangible
assets which it owns and which it sells to Company B, which acts as just a distributor, then the tested
party would likely be Company B.'®

3.24  Step 4: Internal comparables

Comparable uncontrolled transactions are transactions between two independent enterprises that are
comparable to the controlled transaction. These can, first and foremost, be internal comparable
transactions, i.e. comparable transactions between one party to the controlled transaction and an
independent party, if one exists.'® This is the case if, for example, a taxpayer manufactures a product
which it sells to an associated enterprise and also to an independent enterprise. Where they exist,
internal comparables must satisfy the various comparability factors set out in section 3.1, in the same
way as external comparables.?°

3.2.5 Step 5: External comparables

Comparable uncontrolled transactions may also be external comparables, i.e. comparable
transactions between two independent enterprises, neither of which is a party to the controlled
transaction.?! There are various information sources for accessing potential external comparables,
including commercial databases such as Bloomberg, Loan Connector and TP Catalyst.

Tax administrations may have non-public information about transactions carried out by other taxpayers
which could provide (secret) external comparables. The OECD advises against using such data when
applying a transfer pricing method against a taxpayer.?? In practice, the FTA does not use such
information, as Swiss tax secrecy legislation would mean that it could not be disclosed to support the
FTA's position in any litigation proceedings.

3.2.6 Step 6: Selection of the most appropriate transfer pricing
method

The most appropriate transfer pricing method in any particular case is selected in accordance with the
principles set out in section 4.

3.2.7 Step 7: Identification of potential comparables

Selecting or rejecting comparable transactions involves first determining the key characteristics that
must be met for any uncontrolled transaction to be regarded as potentially comparable, based on the
comparability factors identified above.??

8 OECD Guidelines, § 3.19.
®  OECD Guidelines, § 3.24.
20 OECD Guidelines, § 3.28.
21 OECD Guidelines, § 3.24.
22 OECD Guidelines, § 3.36.
23 OECD Guidelines, § 3.4.
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The OECD presents two approaches that can be used to identify potential comparables?* and that can
in practice be combined as part of the same comparability analysis:

o the "additive" approach, where a list of independent enterprises conducting transactions that are
potentially comparable to the relevant transaction is spontaneously drawn up; this approach
requires a good knowledge of the market and access to the requisite information about these
third-party enterprises;

o the "deductive" approach, drawing on a wide set of companies that operate in the same sector of
activity and perform similar broad functions, generally starting with a database search.

3.2.8  Step 8: Comparability adjustments

When there are significant differences between the controlled transaction and a potentially comparable
transaction in relation to comparability factors, it is sometimes possible, rather than rejecting this
comparable altogether, to make comparability adjustments in order to eliminate the effect of any such
differences.?®

By contrast, if the adjustments required are too numerous or substantial, this may indicate that the
third-party transactions are in fact not sufficiently comparable.?®

Example

For example, in the context of the application of the transactional net margin method (see
section 4.2.1), it may be necessary to make an adjustment to take account of differences in working
capital levels between a tested party and a comparable.?’

3.2.9  Step 9: Determination of the arm's length remuneration

The application of a transfer pricing method generally involves selecting a number of comparables
whose remuneration makes it possible to establish a range of figures all having the same reliability
(arm's length range).?® When this range includes a sizeable number of comparables having
comparability defects, there may be a need to use different statistical tools in order to enhance the
reliability of the analysis.?®

In practice, the interquartile range is the most frequently used method. This refers to the difference
between the first quartile (value below which 25 % of the data falls when arranged in ascending order)
and the third quartile (value below which 75 % of the data falls when arranged in ascending order). As
a general rule, and provided that the analysis has no comparability defects, all values falling within the
interquartile range are in accordance with the arm's length principle.

24 OECD Guidelines, § 3.40 ff.

25 OECD Guidelines, § 3.47 ff.

26 OECD Guidelines, § 3.51.

27 OECD Guidelines, Annex to Chapter Ill.
28 OECD Guidelines, § 3.55.

29 OECD Guidelines, § 3.57.
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4 TRANSFER PRICING METHODS

4.1 Traditional transaction methods

411 Comparable uncontrolled price method

The comparable uncontrolled price (CUP) method compares the price charged for property or services
transferred in a controlled transaction with the price charged for property or services transferred in a
comparable transaction between independent enterprises in comparable circumstances.®® This
method may be used where none of the differences between the transactions being compared could
materially affect the price, or if comparability adjustments can be made to eliminate the effects of such
differences.?!

Given that the comparable uncontrolled price method presupposes a high degree of similarity between
the controlled transaction and the comparable uncontrolled transaction, it is particularly appropriate
when there are internal comparables (e.g. when a taxpayer manufactures a product that it sells to an
associated enterprise and also to an independent enterprise), for commodities at quoted prices (e.g.
oil, metals, agricultural products) or for interest rates.

Even when the controlled transaction and the comparable transaction relate to the same property or
service, differences between the terms of each transaction (e.g. as regards transport or volume) may
have an influence on prices, thus requiring comparability adjustments to be made, as set out in
section 3.2.8.32 If comparability adjustments do not improve the reliability of the results, a different
transfer pricing method should be used instead.

4.1.2 Resale price method

The resale price method (RPM) begins with the price at which a product that the taxpayer has
purchased from an associated enterprise is resold to an independent enterprise. This resale price is
then reduced by an appropriate gross margin, representing the amount out of which the reseller would
seek to cover its selling and other operating expenses and make an appropriate profit in the light of
the functional analysis. The arm's length price corresponds to what is left after subtracting the gross
margin and after adjusting for other costs associated with the purchase of the product (e.g. customs
duties).®?

30 OECD Guidelines, § 2.14.
31 OECD Guidelines, § 2.15.
32 OECD Guidelines, § 2.25f.
33 OECD Guidelines, § 2.27.
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This method is primarily used to determine the transfer pricing applying to distribution companies,
which purchase a product from an associated enterprise for resale to third parties. The appropriate
gross margin may be determined by reference to internal or external comparables.3* The required
degree of product similarity is less than under the comparable uncontrolled price method, as product
differences are less likely to have as material an effect on profit margins as they do on price. In the
context of the resale price method, the functional analysis is, among the various comparability factors
mentioned in section 3.1, more crucial than the characteristics of the transferred property.3°

41.3 Cost plus method

The cost plus method (CPM) involves determining the costs incurred by the taxpayer in a controlled
transaction and adding an appropriate cost plus mark-up to this cost, in light of the functions performed
and the market conditions.3¢

This method can be used to determine the transfer pricing applying to production companies with
certain functional profiles (in particular, such companies producing semi-finished goods, e.g. metal
parts intended to undergo further processing) or services, where property is transferred or services
are provided to an associated enterprise.?” In terms of determining the appropriate margin, the
remarks under the resale price method also apply to the cost plus method.

4.2 Transactional profit methods

4.21 Transactional net margin method

Unlike the traditional methods that involve determining the price of a transaction between associated
enterprises, transactional profit methods examine the profits that arise from such a transaction.®

The first transactional profit method described by the OECD Guidelines is the transactional net margin
method (TNMM). This method involves determining the net profit that a taxpayer realises from a
controlled transaction, by reference to a net profit indicator that the same taxpayer (internal
comparables) or a third party (external comparables) earns in comparable uncontrolled transactions.3°
Net profit indicators include return on assets, operating income to sales, and other measures of net
profit.40

Comparables should ideally perform similar functions and operate in the same economic sector and
market as the taxpayer in the context of the controlled transaction. However, the degree of similarity
required in the comparability analysis is lower than for traditional transaction methods.

34 OECD Guidelines, § 2.28.
35 OECD Guidelines, § 2.29 ff.
3  OECD Guidelines, § 2.45.
37 OECD Guidelines, § 2.45.
38 OECD Guidelines, § 2.62f.
39 OECD Guidelines, § 2.64.
40 OECD Guidelines, § 2.68.
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The transactional net margin method is very frequently used in practice, due to the wide range of
public data available regarding indicators of net profit earned by independent enterprises.

4.2.2 Profit split method

The second transactional profit method described by the OECD Guidelines is the profit split method
(PSM). This method involves identifying the profits (and also losses) made under a controlled
transaction and splitting them between the various associated enterprises involved in the transaction
on the basis of their respective contributions, so as to approximate the division of profits that would
have been agreed between independent enterprises.*!

The profit split method is appropriate when each party to the transaction makes unique and valuable
contributions (e.g. unique and valuable intangible assets) to it,*? or when they perform business
operations with a high degree of integration (i.e. interdependence between the parties).*® For example,
this method could conceivably be applied to a transaction in which two associated enterprises jointly
develop a pharmaceutical product, with each of them in this context using patents that they own.*4

The allocation of profits generated by the controlled transaction between the associated enterprises
is carried out as part of the contribution analysis. The profits are divided between the enterprises
involved in such a way as to approximate the split that independent enterprises would have made,
either on the basis of comparable data where available, or using intragroup data (e.g. assets, costs).

4.3 Other methods

The methods recognised by the OECD Guidelines should be given priority, with other methods being
used only when justified by the facts and circumstances of the individual case. In such circumstances,
taxpayers are free to apply methods not described above to establish prices, on condition that those
prices are in accordance with the arm's length principle.*®

41 OECD Guidelines, § 2.114 f.

42 OECD Guidelines, § 2.119 and § 2.130 ff.

43 OECD Guidelines, § 2.120 and § 2.133 ff.

44 OECD Guidelines, Annex Il to Chapter Il, p. 467 f.
45 OECD Guidelines, § 2.9.
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5 SPECIAL AREAS OF APPLICATION

5.1 General remarks

In Chapters VI to X, the OECD Guidelines include special considerations relating to certain specific
transactions. These considerations apply in addition to the general principles (i.e. the arm's length
principle, the comparability analysis and the transfer pricing methods) mentioned above. The following
sections provide a brief overview of these considerations in relation to the specific transactions most
frequently encountered in practice.

5.2 Intangible assets

Chapter VI of the OECD Guidelines sets out specific principles for applying the arm's length principle
to transactions involving intangible assets.*

Intangible assets (such as patents, know-how, trade secrets and trademarks) refer to items which are
not tangible or financial assets, which are capable of being owned or controlled for use in commercial
activities, and whose use or transfer would be remunerated had it occurred in a transaction between
independent parties in comparable circumstances.*’

The functional analysis that needs to be conducted for transactions related to intangible assets
involves determining which parties perform functions, use assets and manage risks related to the
development, enhancement, maintenance, protection and exploitation of the intangible assets in
question.®® In practice, these functions are called "DEMPE functions" (where DEMPE stands for
development, enhancement, maintenance, protection, exploitation). Thus, the income related to
intangible assets does not necessarily have to be assigned to their legal owner.4® Each member of the
group must receive appropriate remuneration for the DEMPE functions they perform.%°

In transactions involving the transfer of intangible assets in cases where comparable uncontrolled data
is unavailable, it may also be possible to use valuation techniques to estimate the arm's length price
for those intangible assets. In practice, among the most widely used methods are income-based
valuation techniques, especially valuation techniques premised on the calculation of the discounted
value of projected future cash flows derived from the exploitation of the intangible assets in question.®’

Chapter VI of the OECD Guidelines also contains a section on hard-to-value intangibles (HTVI).

46 OECD Guidelines, § 6.2.
47 OECD Guidelines, § 6.6.
48 OECD Guidelines, § 6.48.
49 OECD Guidelines, § 6.47.
50 OECD Guidelines, § 6.48.
5" OECD Guidelines, § 6.153.
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5.3 Intragroup services

Chapter VII of the OECD Guidelines focuses on the special considerations applying to intragroup
services. These include a broad range of administrative, technical, financial and commercial
activities.>?

It is important to note that for the particular category of intragroup services that qualify as low value-
adding intragroup services, the OECD has developed a simplified approach.53

Low value-adding intragroup services are services which are of a supportive nature, are not part of
the group's core business, do not require the use of unique and valuable intangible assets and do not
involve the assumption or control of substantial or significant risk.5* Several activities that may
constitute such low value-adding services are listed as examples, including accounting, management
of customer and supplier accounts, human resources and legal and tax services.®® The OECD's
simplified approach is to allow the application of a 5 % profit margin for all low value-adding services
provided by a group entity, without there being a need to justify this with a comparative analysis.%®

5.4 Financial transactions

The latest version of the OECD Guidelines, published in 2022, incorporates fresh guidance on financial
transactions, adopted by the OECD in 2020. They are covered in the new Chapter X of the OECD
Guidelines, entitled "Transfer pricing aspects of financial transactions".

Chapter X features specific guidance on the application of the arm's length principle to intragroup
financial transactions, especially treasury activities (including intragroup loans, cash pooling and
hedging arrangements) and financial guarantees, as well as captive insurance companies.

In particular, the OECD Guidelines reaffirm the use of credit ratings in the context of intragroup
financial transactions. The creditworthiness of a borrower is one of the main factors that an
independent bank takes into account when determining an interest rate.>” The credit rating,
determined according to the criteria implemented by the main credit rating agencies (Moody's,
Standard & Poor's and Fitch), is a measure of a borrower's future creditworthiness. This measure is
useful for identifying comparables and thus serves to determine arm's length remuneration.

Furthermore, the OECD reaffirms that any implicit support must be taken into account in assessing
the creditworthiness of a company in intragroup relations. Implicit support is defined as the support
which a company receives in meeting its financial obligations just because it belongs to a group. It has
an impact on a company's creditworthiness, and therefore also on the credit rating that it receives.
However, the benefit derived by a company from any implicit support should not be subject to
remuneration.%®

52 OECD Guidelines, § 7.2.

58 OECD Guidelines, § 7.43 ff.
5 OECD Guidelines, § 7.45.
5 OECD Guidelines, § 7.47.
5%  OECD Guidelines, § 7.61.
57 OECD Guidelines, § 10.62.
58 OECD Guidelines, § 10.77.
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6 DOCUMENTATION

As regards the transfer pricing documentation that taxpayers are required to supply to tax
administrations, the OECD Guidelines envisage an approach based on a three-tiered structure: °

o the master file, which provides an overview of the group's business and its transfer pricing policy;

o the local file of each group entity, which provides detailed information on the intragroup
transactions to which it is a party;

¢ the country-by-country report (CbCR), which provides aggregate information relating to the
global allocation of the income of the group in question and of the taxes which it pays in each
country.

In Switzerland, the only obligation concerning transfer pricing documentation relates to the country-
by-country report. Groups whose parent company is taxable in Switzerland and which generate
turnover exceeding CHF 900 million are required to prepare a country-by-country report (art. 6 of the
Federal Act of 16 June 2017 on the Automatic International Exchange of Country-by-Country Reports
from Multinational Enterprises [CbCRAA]), which is then automatically submitted to the tax authorities
of the countries involved in the CbCR. Otherwise, Swiss law does not include any specific
requirements, e.g. to prepare master and local files. However, under the requirement to cooperate set
outin art. 126 of the DFTA and art. 39 of the WTA, taxpayers must, upon request from the competent
tax authority, provide the information and documents required for taxation purposes. This also applies
to transfer pricing, in terms of demonstrating compliance with the arm's length principle.

5% OECD Guidelines, § 5.16 ff.


https://www.fedlex.admin.ch/eli/cc/2017/645/fr#art_6
https://www.fedlex.admin.ch/eli/cc/2017/645/fr
https://www.fedlex.admin.ch/eli/cc/2017/645/fr
https://www.fedlex.admin.ch/eli/cc/1991/1184_1184_1184/fr#art_126
https://www.fedlex.admin.ch/eli/cc/1966/371_385_384/fr#art_39
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7 PROCEDURAL ASPECTS

7.1 Competent authorities

In Switzerland, no single authority is responsible for all cases involving transfer pricing. Questions in
this area are therefore dealt with by different authorities depending on the context in which they arise.

The cantonal tax authorities are responsible for transfer pricing in the context of the collection of profit
tax (art. 2 of the DFTA and art. 2 para. 1 let. b of the DTHA). The FTA is responsible for collecting
withholding tax (art. 1 para. 1 of the WTA). Each of these authorities exercise their competence not
only during the taxation procedure but also before (rulings, see section 7.2.1) and after (audits).

The State Secretariat for International Finance (SIF) is the competent tax authority for financial,
monetary and tax matters vis-a-vis foreign countries. In this capacity, it is solely responsible for
negotiating advance pricing agreements (APAs, see section 7.2.2) and mutual agreements (see
sections 7.3.2 and 7.4) with partner states.

7.2 Rulings and advance pricing agreements

7.21 Rulings

Generally speaking, a ruling is binding information from the tax authority on the tax treatment of a
planned, specific and tax-related matter, and is issued in response to a query from a taxpayer. The
Swiss tax authorities review applications for rulings on all aspects of taxation, including transfer pricing.
Here, this involves confirming that the terms of a proposed transaction between associated enterprises
comply with the arm's length principle and therefore have no impact on profit tax or withholding tax.

Rulings relating to profit tax fall within the competence of the cantons,®® while those relating to
withholding tax are handled by the FTA.6! Given that the same transaction may have implications for
both profit tax and withholding tax, it is recommended that an application for a ruling be filed both with
the competent cantonal tax authority and with the FTA at the same time. Ruling applications must be
accompanied by appropriate supporting documentation (e.g. a transfer pricing study) demonstrating
compliance with the arm's length principle as set out in the OECD Guidelines.

60 FSCD 2C_807/2014 of 24 August 2015, recital 3.4.2; FSCD 2C_529/2014 of 24 August 2015, recital
3.3.2.

6" For more information about the requirements to be met regarding ruling applications, see Communi-
cation-011-DVS-2019-f of 29 April 2019, "Formal procedure for advance tax rulings regarding direct
federal tax, withholding tax and stamp duty" (in French).



https://www.fedlex.admin.ch/eli/cc/1991/1184_1184_1184/fr#art_2
https://www.fedlex.admin.ch/eli/cc/1991/1256_1256_1256/fr#art_2
https://www.fedlex.admin.ch/eli/cc/1966/371_385_384/fr#art_1
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=&cad=rja&uact=8&ved=2ahUKEwiTqIjp5e2CAxWa76QKHQqXChYQFnoECAsQAQ&url=https:%2F%2Fwww.estv.admin.ch%2Fdam%2Festv%2Ffr%2Fdokumente%2Festv%2Fsteuersystem%2Fmitteilungen%2FMitteilung-011-DVS-2019-d.pdf.download.pdf%2FMitteilung-011-DVS-2019-f.pdf&usg=AOvVaw1b1Q4ILIy5u8YMSg_kNpk0&cshid=1701418533611648&opi=89978449
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=&cad=rja&uact=8&ved=2ahUKEwiTqIjp5e2CAxWa76QKHQqXChYQFnoECAsQAQ&url=https:%2F%2Fwww.estv.admin.ch%2Fdam%2Festv%2Ffr%2Fdokumente%2Festv%2Fsteuersystem%2Fmitteilungen%2FMitteilung-011-DVS-2019-d.pdf.download.pdf%2FMitteilung-011-DVS-2019-f.pdf&usg=AOvVaw1b1Q4ILIy5u8YMSg_kNpk0&cshid=1701418533611648&opi=89978449
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7.2.2 Bilateral or multilateral advance pricing agreements

Bilateral or multilateral APAs also aim to determine, in advance of transactions between associated
enterprises and on the request of such enterprises, the transfer pricing for those transactions.®?
However, unlike rulings (which are unilateral), they are jointly negotiated and granted by the competent
authorities of several states, in order to secure the tax situation of associated enterprises in all the
countries affected.

In Switzerland, only SIF negotiates APAs with partner states.®?
7.3 Primary and corresponding adjustments

7.3.1 Primary adjustment

A primary adjustment is defined by the OECD as the adjustment of a company's taxable profits made
by a first tax authority as a result of the application of the arm's length principle to transactions with an
associated enterprise abroad.®* In Switzerland, primary adjustments are carried out only by cantonal
tax authorities, given their competence for profit tax.

Example

Let us take the example of Company A in Switzerland, paying licensing royalties of CHF 50,000 to its
brand-owning parent company abroad, Company B. Company A subtracts CHF 50,000 from its
taxable profit as an expense justified by commercial use. The cantonal tax authority deems that the
price of CHF 50,000 does not comply with the arm's length principle, and that the price which would
be agreed between two independent enterprises would be CHF 30,000. The authority thus
reintegrates CHF 20,000 into Company A's taxable profit. This constitutes a primary adjustment.

7.3.2 Corresponding adjustment and the mutual agreement
procedure

According to the OECD, the corresponding adjustment is the adjustment to the tax liability of the
associated enterprise in another state, made by the tax administration of that state, corresponding to
a primary adjustment made by the tax administration in the first state. When a corresponding
adjustment is made in Switzerland following a primary adjustment made by a foreign state, it also falls
within the competence of the cantonal tax authorities, insofar as it falls under profit tax.

The corresponding adjustment helps to remedy the economic double taxation generated by the
primary adjustment. Specifically, to take the same example as above, the primary adjustment made
by the Swiss tax authority led to the reintegration of CHF 20,000 into the taxable profit of Company A.
However, if nothing is done by the foreign tax authority, this CHF 20,000 continues to be considered
taxable profit for Company B. The corresponding adjustment then involves, for the foreign tax

62 OECD Guidelines, § 4.134.

63 The application for the initiation of a mutual agreement procedure or an advance pricing agreements
(APA) is made using the appropriate form.

64 OECD Guidelines, p. 24.


https://www.sif.admin.ch/en/mutual-agreement-procedure-dta
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authority, reducing the taxable profit of Company B by CHF 20,000, in order to bring it into line with
the taxable profit of Company A.

In practice, the corresponding adjustment is generally carried out in the context of a mutual agreement
procedure. The mutual agreement procedure is provided for by art. 9 para. 1 of the OECD Model in
order to enable state parties to the DTA to resolve problems relating to the application of the DTA, in
particular when they lead to double taxation. The mutual agreement procedure is initiated on the
request of the taxpayer, but it is then conducted between the competent authorities of the states
involved, without the taxpayer being a party to it.%° Since 1 January 2022, the mutual agreement
procedure has also been regulated in Swiss domestic law by art. 2 to 23 of the Federal Act of 18 June
2021 on the Implementation of International Tax Agreements (ITAIA).

When the competent authorities reach a mutual agreement and this is accepted by the taxpayer, the
mutual agreement becomes binding on the tax authorities of the states involved (art. 15 para. 1 of the
ITAIA). For example, if the mutual agreement envisages that the arm's length price for royalties paid
by Company A to its parent company, Company B, is CHF 40,000, Switzerland will consider this
CHF 40,000 a deductible expense for Company A, and the foreign state will deem this same amount
to be a taxable profit for Company B.

7.4 Secondary adjustment

The OECD Guidelines define a secondary adjustment as an adjustment that involves imposing tax on
what the OECD calls a secondary transaction.®® In the Swiss tax system, this secondary transaction
corresponds to the significant monetary benefit paid to the associated enterprise as a result of a
transfer price that is excessive in the light of the arm's length principle. The withholding tax on this
significant monetary benefit constitutes the secondary adjustment. In Switzerland, secondary
adjustments are made exclusively by the FTA, due to its competence for withholding tax matters. The
FTA may make a secondary adjustment regardless of whether the competent cantonal tax authority
has made a primary adjustment with regard to the same intragroup transaction, and the reverse is
also true.

In the example given in section 7.3.1, the secondary adjustment made by the FTA would correspond
to the collection of withholding tax on CHF 20,000 as a significant monetary benefit paid by
Company A to Company B.

65  OECD Model, Commentary on Article 25 concerning the mutual agreement procedure, § 60.
66 OECD Guidelines, p. 25.


https://read.oecd-ilibrary.org/taxation/model-tax-convention-on-income-and-on-capital-condensed-version-2017_mtc_cond-2017-en#page36
https://www.fedlex.admin.ch/eli/cc/2021/703/fr#art_2
https://www.fedlex.admin.ch/eli/cc/2021/703/fr
https://www.fedlex.admin.ch/eli/cc/2021/703/fr
https://www.fedlex.admin.ch/eli/cc/2021/703/fr#art_15
https://www.fedlex.admin.ch/eli/cc/2021/703/fr#art_15
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The FTA and SIF have developed a practice relating to secondary adjustment, in the event that a
mutual agreement procedure has been initiated following a primary adjustment made by the
competent cantonal tax authority. The mutual agreement concluded by SIF with the foreign state may,
in some circumstances, envisage that the secondary adjustment will be made (in other words, the FTA
will levy withholding tax on the amount of the primary adjustment confirmed by the mutual agreement
procedure) only in the absence of any repatriation (i.e. reimbursement) made by the foreign company
for the Swiss company at the level of the confirmed adjustment.

* %k kkk



	1 INTRODUCTION
	2 ARM'S LENGTH PRINCIPLE
	2.1 General remarks
	2.2 Legal basis
	2.2.1 Underpinnings in international tax law
	2.2.2 Underpinnings in Swiss tax law

	2.3 Principal implications in Swiss tax law of non-compliance with the arm's length principle
	2.3.1 Profit tax
	2.3.2 Withholding tax


	3 COMPARABILITY ANALYSIS
	3.1 General remarks
	3.2 Steps in the comparability analysis
	3.2.1 Step 1: Determination of years to be included
	3.2.2 Step 2: Broad-based analysis of the taxpayer's circumstances
	3.2.3 Step 3: Review of the controlled transaction and choice of the tested party
	3.2.4 Step 4: Internal comparables
	3.2.5 Step 5: External comparables
	3.2.6 Step 6: Selection of the most appropriate transfer pricing method
	3.2.7 Step 7: Identification of potential comparables
	3.2.8 Step 8: Comparability adjustments
	3.2.9 Step 9: Determination of the arm's length remuneration


	4 TRANSFER PRICING METHODS
	4.1 Traditional transaction methods
	4.1.1 Comparable uncontrolled price method
	4.1.2 Resale price method
	4.1.3 Cost plus method

	4.2 Transactional profit methods
	4.2.1 Transactional net margin method
	4.2.2 Profit split method

	4.3 Other methods

	5 SPECIAL AREAS OF APPLICATION
	5.1 General remarks
	5.2 Intangible assets
	5.3 Intragroup services
	5.4 Financial transactions

	6 DOCUMENTATION
	7 PROCEDURAL ASPECTS
	7.1 Competent authorities
	7.2 Rulings and advance pricing agreements
	7.2.1 Rulings
	7.2.2 Bilateral or multilateral advance pricing agreements

	7.3 Primary and corresponding adjustments
	7.3.1 Primary adjustment
	7.3.2 Corresponding adjustment and the mutual agreement procedure

	7.4 Secondary adjustment


