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Abstract:

The article presents the risk analysis of transactions concluded between related entities as an essential
element of the capital group’s transfer pricing policy. Risk has been presented as a phenomenon that
occurs in every business activity. The importance of its identification for making both operational
and strategic decisions by related entities was pointed out. Attention was paid to the significance
of verification of potential areas determining the risk in question and ways to limit it. In addition,
elements of transfer pricing policy have been presented which should be followed by related entities
to limit the negative effects of risk. It was emphasized that creating a transfer pricing policy in the
capital group and knowledge of certain tax tools is only a starting point for their proper application,
which depends on the assumed goals of the group of related entities and the conditions under
which transactions are carried out.
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1. INTRODUCTION

Today, an increasing part of world trade takes place within capital groups. This
way of doing business, besides many positive aspects resulting from possible synergy of
activities, poses a huge organizational challenge. In addition, the fact that transac-
tions between these entities are subject to the obligation to set prices according
to market conditions cannot be ignored.

Issues related to the correctness of determination of the transfer price have
become in recent years one of the most important areas of interest for tax authorities
around the world. This is due to the need to monitor transactions that may lead
to erosion of the tax base. In this respect, related parties, when making decisions
on the course of transactions, use specific tools, the application of which makes it
possible to limit the risk of setting a price deviating from market principles. One
of them is the transfer pricing policy, the aim of which is to properly shape, from
the point of view of the company’s objectives as well as tax regulations, the rules of
executing transactions between related parties. Its crucial element is a properly con-
structed, logically consistent functional analysis of the transaction, which should in par-
ticular take into account the assets involved and the risks incurred by its participants.

The purpose of the publication is to present the essence and scope of the transfer
pricing policy, including in particular the risk element in a transaction with an
affiliated entity. The article presents the principles of developing this policy. Attention
was drawn to the necessity of taking into account not only the conditions of the
tax law, but also the organizational conditions resulting from the specificity of the
capital group.
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The legal regulations and the literature on the subject
lack a comprehensive list of necessary elements of the
transfer pricing policy, and the requirement of its pos-
session in particular countries is an obligation imposed
by the legislator, e.g. in Poland and the Czech Republic,
the fulfillment of which is a practical problem for capital
groups. These issues have been linked to an element of risk
borne by affiliated entities. Moreover, the article proposes
a solution for determining its amount by the participants
of the transaction. The article uses research methods such
as literature studies and analysis of accounting documen-
tation of capital groups.

2. THE ESSENCE OF TRANSFER PRICING POLICY

The transfer pricing policy is a tool that defines the
action in the field of transactions with affiliated entities,
determined by the decision center, aimed at achieving
the objectives of the capital group as a whole through the
transfer of goods between these affiliated entities. These ob-
jectives should be primarily consistent with the superior
arm’s length principle. Therefore, it can be concluded that
the transfer pricing policy is one of the management tools
between the affiliated entities for the accomplishment of
certain objectives and tasks of a higher degree while main-
taining the arm’s length principle.

Its primary role is to properly present the existing rela-
tions within the capital group, identify added value chains
and present the methods of calculating the remuneration re-
ceived as part of intra-group transactions.(Stone i in., 2020)
It is worth emphasizing that the transfer pricing policy does
not have to have a formalized form, e.g. in the form of a
prepared document. These can only be verbal arrangements
determining the rules of the transaction. However, some of
the authors, e.g. J. Mika, claim that due to the fact that it is
a basic tool that can be used to manage transfer pricing risk
in a group of affiliated entities, it is appropriate to develop
it in a formal manner.(Mika, 2019) Moreover, such a docu-
ment should contain information concerning, among oth-
ers, the way of documenting transactions, information on
data circulation in the group, assignment of specific tasks
concerning transfer pricing risk management by particu-
lar entities, verification and control of adopted assump-
tions, compliance of transfer pricing with tax regulations.
It should be noted that the guidelines concerning the con-
tent of the transfer pricing policy were included in BEPS
reports. The issues concerning the relation between the pro-
cess of creating added value in the group and the transfer
pricing policy have been defined primarily in Actions 8-10

It should be emphasized that the intention of the trans-
fer pricing policy is, from the point of view of the compa-
ny’s objectives, as well as tax regulations, appropriate shap-
ing the principles of transactions between affiliated entities,
carried out through the following processes:
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« standardization of the transaction execution
process,

« standardization of the valuation of asset or benefit
transfer, and,

+ standardization of principles and rules for
control of transaction execution.(Stamblewska-
Urbaniak & Zbroinski, 2019)

The implementation of the indicated processes rests
with the person the transfer pricing policy is addressed
to, in particular the management of the capital group, the
management of individual related entities, the staff of
financial departments (divisions), the staft of operational
departments (divisions) and the staff of human resources
management departments.(Kaniewska-Srodecka, 2018)

Undoubtedly, depending on whether the capital
group functions as an operating, management or finan-
cial group, the scope of standardization of transfer pricing
principles in the transfer pricing policy may vary. Greater
transparency of operations can be expected in an operational
capital group, which will result in detailed price calcula-
tion methods and applied margins. In the management
and financial group, due to greater autonomy of compa-
nies’” operations, as well as the desire to protect business
secrets, there may be greater resistance to disclosure of
the principles of calculation and determination of margins
in transactions. A similar relationship exists with regard
to the functional profile of related parties. It results from
the fact that distributors with developed functions, being
in the central division of the capital group, may oppose
the imposition of pre-defined margins.(Jost i in., 2014)
In such cases, the transfer pricing policy should refer
to internal pricing procedures established by the subsidi-
aries. Furthermore, for the parent company, individual
entities may act as centers of responsibility. This depend-
ence is visible in vertically organized capital groups, where
manufacturing entities act as contract manufacturers or
toll manufacturers. In such a situation, the parent com-
pany acts as a unit setting and imposing prices in transac-
tions.(Kabalski, 2001)

The scope of this policy should include a description of
the course of the transaction from the moment of its plan-
ning to the stage of final development of transfer pricing
tax documentation. An example of its scope of informa-
tion on the basis of legal regulations in force in Poland is
presented in table 1.
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Tablel. An exemplary scope of information included in the transfer pricing policy of the capital group.

Entity obliged to establish ~ The entity obliged to the

Transfer prici li
rans ezll;r;?nntg potiey principles of transfer application of transfer Comment
pricing policy pricing policy principles
The objective is, among others, to
Trflnsfer pricing policy Parent company Pare.nt company, Ver%fy onan ongoing an'd continu.OI.ls
objectives affiliated entities basis the risk of questioning the validity
of the established transfer pricing.
It is essential to continuously moni-
Legal regulations Parent company Affiliated entities tor and analyse changes in national

legislation and OECD guidelines.

Capital structure of capital
group

Parent company,
affiliated entities

Parent company,
affiliated entities

The recommendation is to create an
organigram presenting the structure
of the capital group.

Identification of value-added
chains

Parent company,
affiliated entities

Parent company,
affiliated entities

In this respect, the key
value-added chains that exist, i.e.
those with a revenue of at least 5%
of the group’s

revenue, should be indicated.

Characteristics and objec-
tives of activities of entities
in the group

Parent company,
affiliated entities

Parent company,
affiliated entities

Both the parent company and the
affiliated entity should constantly
provide information on the updated
nature of the activities undertaken.

Principles of identification of
affiliated entities

Parent company,
affiliated entities

Parent company,
affiliated entities

It is necessary to implement an
order for each verification of the re-
lationship between the participants
in the ransaction and to immediately
provide information in this respect
to the dedicated entity or other
entities in the group.

Principles of identifying
transactions in the capital

group

Parent company,
affiliated entities

Parent company,
affiliated entities

A separate agreement should be
drawn up for each transaction.

Principles of performing
functional analysis of the
transaction

Parent company,
affiliated entities

Parent company,
affiliated entities

Functional analysis is a synthesis of
three analyses: analysis of functions
performed, analysis of assets engaged
and analysis of risks involved.

General principles of
establishing transfer pricing

in transactions

Parent company

Parent company,
affiliated entities

Each time it is necessary to check
whether the established price is
consistent with market principles.

Principles of preparation
benchmarking

Parent company

Parent company,
affiliated entities

It should be determined how to
obtain comparative data.

Creation of a schedule of
activities related to reporting
on transfer pricing

Parent company,
affiliated entities

Parent company,
affiliated entities

The deadlines for the preparation of
documentation and tax declarations
should be specified, along with the
schedule for their submission to the
tax administration.

Principles of intra-group
communication

Parent company,
affiliated entities

Parent company,
affiliated entities

Rules should be established for
providing the circulation of
information needed to prepare
transfer pricing tax documentation.
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It is worth noting that the organizational effort made to
prepare a coherent transfer pricing policy allows to achieve
measurable effects in the form of an efficient transfer pric-
ing system. Moreover, it should be stressed that due to the
complexity and variability of the economic environment,
it is not possible to cover all possible circumstances in the
policy in question. Therefore it should be constantly
assessed in terms of its validity and usefulness.

3. RISK AS PART OF TRANSFER PRICING
POLICY

One of the key elements of the transfer pricing policy
is the need to conduct a functional analysis, including the
risks incurred by the parties to the transaction. This aspect
should not be omitted by business entities, as it constitutes
a component determining the amount of remuneration
fixed by affiliated entities.

In the case of this element, the transfer pricing policy
should include a detailed description of the risks taken
by the parties to the transaction. The presented distribu-
tion of risk between the participants of the transaction
should be as close as possible to the one between entities
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on the independent market. In this respect, with refer-
ence to the BEPS Action Guidelines 8-10 proposed by the
OECD countries, it is indicated that it is appropriate to
reflect the supply chain course of the transactions and to
allocate profit or loss to the entity that has incurred the
risk. The emphasis is placed on the actual conduct of the
transaction participants, and then the provisions of the
agreement concluded between the parties are analysed.
(OECD, 2017)

This is because, in the case of cross-border transac-
tions, risk can be transferred by defining imaginary func-
tions of entities. In this respect, the OECD guidelines
indicate that a risk analysis will not be complete unless
a comprehensive functional analysis of the transaction is
carried out. Therefore, it is fundamental that the descrip-
tion of risk in the transfer pricing policy should include is-
sues of how the risk is distributed among the participants
of the transaction, their functions and the results of an-
ticipated events that may potentially occur in connection
with the execution of a given transaction. In this respect,
the OECD guidelines propose to conduct a risk analysis
in the so-called six steps. These are presented in table 2.

Table 2. Risk analysis of economic operations proposed by the OECD

Description

Step 1 Identification of economically significant risks

Step 2 Analysis of the content of the agreement and indication of the risks transferred in the transaction

Step 3 Performing a .functional analysis, det.ermining the. actual risk m’anageme:nt. anfi determining which of the entities
controls the risk, accepts the beneficial and negative effects of its materialization.

Step 4 Interpretatio.n of the obtairlle.:d analysis results. and the.ir confrontat.i(.)n wit.h the act.ual st.ate determined by the
actual behaviour of the entities and the financial capacity of the entities to incur a given risk.

Step 5 Allocation of risk to an entity which controls it and has sufficient financial capacity.

Step 6 Performing valuation of the transaction taking into account properly allocated risk and functions performed

during its control.

Source: Own elaboration based on:(OECD, 2017)

The identification of risk and the response to it should
be verified on a case-by-case basis. Sometimes assigning
participants to the management function of a specific risk
will not result in a thorough analysis, as some of them re-
sult from the nature of the transaction. In addition, when
a specific risk occurs, both the negative and positive eftects
of its materialization should be considered. Sometimes,
it is appropriate to apply a solution consisting in risk
management and control by an external entity. In such
a case, this entity decides to perform functions concern-
ing its limitation and monitoring within the scope of the
received order.

Transaction participants who incur its risk should also
have appropriate experience and competence in this mat-
ter. In addition, it is closely related to obtaining the neces-
sary information that will allow them to estimate the risk.
It should be emphasized that risk control should not be
reduced to the direct implementation of a specific action
each time, as failure to respond to a given risk may consti-
tute a fully conscious decision that allows for the creation
of a favorable financial result.

Nevertheless, entities deciding to implement economic
activities must bear in mind that events causing certain
threats will be a critical element. As a consequence, the
materialization of excessive risk may result in the failure
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to achieve the objectives set. Therefore, it is important to
verify the risks which have a significant impact on the
financial condition of the entities, as it is they who may
modify the business objectives set by the affiliated entities.

Moreover, in the scope of planned transactions, affili-
ated entities, when analyzing the content, should divide
the risks into those arising directly from the agreement
and those that can be predicted based on the interpreted
facts specified in the agreement.(Cecchin i in., 2013) An
example of a situation where the assumption of a specific
risk is appropriate is when the participants of an agree-
ment set payment dates depending on receiving remu-
neration of one of the participants from another entity
in the supply chain. The risk assessment in this respect
should be carried out ex ante.

It should also be borne in mind that the appropriate
allocation of risk affects the pricing aspects of the agreement.
The importance of this issue can be observed when an
entity transfers the risk to the buyer as a result of fluctua-
tions in raw material prices. In comparison with the case
when an entity decides to bear the risk in its entirety, it
should be considered that it may agree to make a lower
profit.(Kosieradzki i in., 2019)

With these issues in mind, it should be considered
that aspects verifying the risk incurred in a transaction
should be included in the transfer pricing policy. These
issues require a thorough rethinking by those who enter
into transactions on an international scale and continuous
monitoring of their relevance to the circumstances.
Although risk is only one of many elements influencing
the amount of the transaction price, omitting it may
distort its correct estimation.

Table 3. Weights of processes and sub-processes.

4. DETERMINING THE AMOUNT OF RISK
INCURRED BY AFFILIATED ENTITIES -
CASE STUDY.

As indicated above, carrying out a risk analysis should
be a critical element of transfer pricing policy. For its
proper allocation in a transaction, the so-called respon-
sibility assignment matrix (also called the RACI matrix).
(Jacka & Keller, 2009) This matrix is formed by an acronym
indicating four aspects that should be taken into account
in the analysis by economic operators:

 Responsible - responsible for performing a specific
task,

o Accountable - supervising the correctness of
project implementation,

o Consulted — counselling other entities partici-
pating in the project,

 Informed - having information about the execu-
tion of the project, but at the same time having
no direct influence on the decisions made.

The RACI matrix is one of the proposals to determine
the risk incurred by the parties to the transaction. Its
applicability, purpose and design is presented on the
example of entities A and B, which entered into an agreement
to jointly develop a new product.

In the initial stage of the project, entities A and B estab-
lished three main processes and matching sub-processes.
Next, appropriate weights were assigned, thus illustrating
the key activities for the success of the project.

Weights for
process factors 40% 25% 35%

Main Sub-process Project Computerization Supp} Y Weights of
process management logistics subprocesses
R&D Development of the concept 10% 3% 1% 14%
activity Designing the prototype 5% 3% 0% 8%

Implementation support 10% 0% 0% 10%
Production Preparation of the machinery stock 5% 6% 5% 16%

Organisation of raw material supply 0% 3% 10% 13%

Component production 2% 3% 4% 9%

Prototype quality control 3% 1% 2% 6%
After-sales  Customer acquisition 0% 1% 6% 7%
service o

Settlement of product distribution to customers 0% 3% 5% 8%

Product certification 5% 2% 2% 9%
Summation 40% 25% 35% 100%

Source: Own elaboration
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The classification presented above allows to adjust the  activities defined as a sub-process to entities A and B. For
weight to a specific sub-process. In the next stage, the this example, the RACI weights are assigned according to
RACI matrix is constructed, whose intention is to relate  the following digital designations, i.e. R-4, A-3, C-2, I-1.

Table 4. Assignment of weights for entities A and B.

i Weight Weight
Main Sub-process R A C I 8 R A C I ©18
process A B
R&D Development of the concept 4 0 0 O 80% 0 0 o0 1 20%
activity Designing the prototype 4 0 0 0 67% 0 0 2 0 33%

Implementation support 4 0 0 O 67% 0o 0 2 0 33%
Production  Preparation of the machinery stock 0 0 2 0 33% 4 0 0 O 67%
Organisation of raw material supply 0 0 2 0 33% 4 0 0 O 67%
Component production 0 0 0 O 0% 4 0 0 O 100%
Prototype quality control 0 0 0 1 20% 4 0 0 O 80%
After-sales  Customer acquisition 4 0 0 O 57% 0 3 0 0 43%
service Settlement of product distributi
ettlement of product distribution to 4 0 0 0 579% 0 3 0 0 43%
customers
Product certification 4 0 0 O 57% 0 3 0 0 43%

Source: Own elaboration

Then, a comparison is made of the obtained RACI  the functional analysis of the transaction chain by the par-
weights belonging to the sub-process weights of the ticipants of the transaction. It is worth noting that this
obtained weights presented in the last column of table 4.  is not a profit distribution defined as a transfer pricing
The obtained results present the profit distribution reflecting  calculation method.

Table 5. Determination of shares between entities A and B.

Weights for process factors

Main process

Sub-process Share of entity A Shre of entity B
R&D activity Development of the concept 11% 3%
Designing the prototype 5% 3%
Implementation support 7% 3%
Production Preparation of the machinery stock 5% 11%
Organisation of raw material supply 4% 9%
Component production 0% 9%
Prototype quality control 1% 5%
After-sales service Customer acquisition 4% 3%
Settlement of product distribution to customers 5% 3%
Product certification 5% 4%
Summation 47% 53%

Source: Own elaboration
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The above example shows the distribution of risk
between the parties to the transaction. Therefore, the
RACI matrix is one of the solutions that allows to present
the way of its allocation. As far as the issue of the risk
assessment is concerned, it should also be borne in mind
that the party managing the risk may bear the highest costs
of its materialization. In this respect, however, as a result
of undertaking risk control, it should also be adequately
remunerated for it. Moreover, it should be noted that the
risk element is an essential aspect for the construction of
an appropriate business strategy by related parties, as it
determines the transaction price.

5. CONCLUSION

The proper management of intra-group transactions
is an issue which all members of a given capital group
should be responsible for. Any weakness in this respect
results from a failure to ensure adequate accountability,
strategy and transparency in the proper setting of intra-
group transaction conditions. The growing interest of tax
authorities in transfer pricing issues means that capital
groups should demonstrate greater discipline, better in-
ternal control and accountability. Failure to comply with
existing and emerging laws and regulations may pose a
threat to the business activities of entities and increase
the risk in the area of tax sanctions. Businesses should
take into account existing risks related to non-market
conditions of intra-group transactions. Entities that ap-
ply non-market prices or do not have proper tax records
are exposed to the risk of upward adjustment of income
from intra-group transactions. The above risks mean that
in many companies, having a transfer pricing policy and
procedures for managing intra-group transactions
becomes a tool for the maximum reduction of tax risk,
and also allows for consistent management of intra-group
transactions. Therefore, the transfer pricing policy is
becoming for entrepreneurs an increasingly important
element in the process of determining the terms of intra-
group transactions. One of the elements of the transfer
pricing policy is the indication of the risk incurred by the
parties to the transaction. Its incorrect definition may affect
the overall results of the functional analysis, which cannot
be ignored when calculating the transaction price.
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