Transfer Pricing
for Manufacturers

by Mimi Song

Transfer pricing is more than just atax compliance issue—it’s a strategic tool that can mean the difference
between optimizing tax benefits and incurring costly penalties. Global manufacturers, with theircomplex
supply chains and high fixed costs, are especially vulnerable to missteps. Every stage—from R&D to
sourcing materials, production, and distribution—must adhere to the arm’s length principle, ensuring that
related-party transactions are priced as if between independent entities.

With regulatory landscapes shifting and tax authorities increasing scrutiny, the need for precise cost
allocation and adherence to fair market pricing has never been more critical. This white paper explores
manufacturers’ unique transfer pricing challenges and offers practical guidance for navigating them.

Whetheryou’re a tax director or CFO, you'll find actionable strategies here to minimize risks, improve
compliance, and protect profitability.



Manufacturers: Parsing the Differences—and the Similarities

While manufacturers may share a general designation, their transfer pricing challenges vary significantly.
Different types of manufacturers face distinct operational and compliance issues depending on their
industry context. Forexample, pharmaceutical companies must manage R&D investments and scale
productionin a highly regulated environment, while automotive firms deal with outsourced components
and complex supplier relationships. Meanwhile, the electronics sector constantly adapts to rapid
innovation across global supply chains.

Understanding the nuances among different manufacturer typesis key to addressing these
challenges effectively:

1. Full-fledged manufacturers handle the entire production process, from R&D to sales, taking on
significant risks and capturing all residual profits orlosses. In the automotive industry, General Motors
exemplifies this model, managing the vehicle lifecycle from design to distribution.

2. Contract Manufacturers produce goods based on another company’s specifications, assuming
limited risks. Foxconn, in the electronics sector, assembles devices like iPhones without engagingin
R&D or branding.

3. Toll Manufacturers processraw materials into finished products, bearing minimal risk. Lonza, a major
pharmaceutical player, manufactures drugingredients for companies to their specifications, focusing
on costrecovery plus a margin.

4. Licensed Manufacturers produce goods using licensed technology or brands, paying royalties to the
licensor. G-lll Apparel Group is a prominent example in the fashion industry, producing clothing for
brands like Calvin Klein and Tommy Hilfiger under licensing agreements.

5. Continuous Manufacturers rely on highly automated processes to produce large volumes at high
efficiency. Procter & Gamble’s consumer goods productionis a classic example.

Choosing the Right Transfer Pricing Method

Every manufacturer, whether full-fledged or specialized, faces unique pricing challenges—and no single
transfer pricing method fits all. The right method depends on the company’srole, risks, and industry.
Here's a general overview of the most-used methods for manufacturers and how they align with different
functions. Keep in mind, methods can vary depending on the specific transaction.
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Comparable Uncontrolled Price Method (CUP)

Best suited for: Full-fledged Manufacturers
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Objectivity

Uses actual market prices from comparable transactions, offering a strong
defense against tax audits.

Standardization

Ideal for standardized products where comparable market datais available,
making it effective for manufacturers like GM who manage the entire process.

Accuracy
Provides a clear pricing benchmark when valid comparables exist.

Finding true comparables can be difficult, especially inindustries with
unique products or contracts.

Difficulties in adjusting for differences in product specs, market
conditions, orcontract terms canlead to compliance risks.

Transactional Net Margin Method (TNMM)

Best suited for: Contract Manufacturers
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Flexibility

Compares net profit margins across similarindependent companies, making it useful
when gross margins are harder to determine. Works well in diverse industries.

Widespread Use

Frequently appliedin contract manufacturing (e.g., Foxconn), and serves
as a fallback method when other methods aren’t feasible.

Less precise than CUP since it focuses on overall
profitability, not specific transactions.

Selecting theright comparables is essential to avoid compliance
issues, particularly inindustries with varying profit margins.
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Cost-Plus Method (CPM)

Best suited for: Toll Manufacturers

@ Simplicity
Straightforward approach where a markup is added to production costs—
ideal forroutine operations, such as Lonza’s pharma manufacturing.

@ Predictable Pricing
Works well where cost structures are clear and production functions are simple.

@ Determining an appropriate markup can be subjective, creating compliance
risksif it doesn’t align with dustry norms or current market conditions.

() Errorsin cost allocation orinconsistencies across
regions can trigger disputes with tax authorities.

Resale Price Method

Best suited for: Licensed Manufacturers

@ Practicality

Effective when products are resold with minimal modifications,
suchasinlicensed manufacturing (e.g., G-Il Apparel Group).
Starts from the resale price and deducts a gross margin.

Applicability

Works best whenresale prices are transparent, and products
don’tundergo significant transformation.

@ Challengingif the reseller adds significant value or customizations,
as determining the gross margin then becomes subjective.

() Market variations or product differentiation can complicate its
application, risking tax disputes over margin discrepancies.
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Documentation Requirements: Think Like an Auditor

No matteryourindustry orrole, one practice is fundamental: view your transfer pricing through a tax
auditor’slens. Are your documents aligned and telling the same story? Anticipate questions from
tax authorities in every jurisdiction and provide clear, consistent evidence of compliance. Thorough
documentationis your best defense in proving adherence to the arm’s length principle.

Here are the key elements of strong transfer pricing documentation:

Transfer Pricing Policy

Your transfer pricing policy sets the foundation for compliance. It should clearly define your pricing
methods, documentation protocols, risk management, and procedures for reviewing and adjusting
prices over time. Including this in your documentation shows that transfer pricing is integrated into your
broader tax strategy and sets the stage for constructive engagement with tax authorities.

Functional and Economic Analysis

The OECD’s transfer pricing guidelines recommend multinationals provide a thorough business and
economic context for theirintercompany transactions. Two core components shape this analysis:

@ Functional Analysis

This analysis outlines how value is created across your supply chain and is central to tax
reviews. Itidentifies the functions performed, risks assumed, and assets used by each entity
involved inintercompany transactions. In turn, this establishes the basis for profit and risk
allocation, ensuring each party’s compensation reflects theirrole and exposure.

@ Economic Analysis

Building on the functional analysis, the economic analysis demonstrates that your transfer
pricing reflects market conditions. It should include:

* Anoverview of the relevant industry landscape, market dynamics, and competitive factors
influencing your pricing decisions.

* Adetailed financial analysis of intercompany transactions, supporting the arm’s length
nature of your pricing and justifying your chosen method.

A comparability orbenchmarking study is
essential here, comparing yourintercompany
transactions withindependent third-party data
to ensure compliance with the arm’slength
standard. This process identifies comparable
transactions, establishes the appropriate transfer
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ICAs (Intercompany Agreements)

Intercompany agreements are legal documents formalizing the terms of transactions betweenrelated
entities, ensuring transparency and compliance with the arm’s length principle. They’re often the first
documents tax authorities request during audits—so any misalignment with your broader transfer pricing
documentation canraise immediate concerns. Here are five key principles to follow to ensure your ICAs
are on solid footing:

1. Clarity and precision: Clearly define each party’sroles, assets used, and risks assumed, such as
currency fluctuations or market changes. Precise terms help prevent later disputes.

2. Alignment: ICAs should align with your functional and economic analysis, accurately reflecting your
operations. Misalignment can signal potential discrepancies—and that means audit risks.

3. Pricing terms: Clearly outline the pricing methodology, including any adjustments or markups.
Transparent terms ensure compliance with the arm’s length standard.

4. Local compliance: Your ICAmust comply with the transfer pricing rules in eachjurisdiction. Keepiin
mind that regulations vary widely and evolve frequently.

5. Regularupdates: Regularly review and update your ICAs to stay aligned with changing business
functions, market conditions, or legal requirements. Proactivity strengthens your compliance posture.

BEPS Compliance

Many countries have adopted the OECD’s Base Erosion and Profit Shifting (BEPS) Action Plan 13 into local
legislation. Taxpayers complyingin such countries that meet certainrevenue thresholds mustinclude
three additional tiers of documentation for compliance with international transfer pricing regulations:

@ Master File

A 30,000-foot overview of the enterprise, laying out its structure, business description,
intangibles, intercompany financial activities, and financial positions. This helps tax
authorities understand the larger context of its intercompany transactions.

&~J LocalFile

Detailed information on specific intercompany transactions relevant to each jurisdiction—
including comparability analyses and the selected transfer pricing methods.

@ Country-by-Country Report (CbCR):

Aggregated information on globalincome allocation, taxes paid, and economic activity
indicatorsin each taxjurisdiction. The CbCR assists tax authorities in assessing transfer
pricing and BEPS risks at a high level.
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Blind Spots, Pitfalls and Perils

Even with the best intentions, manufacturers often fallinto compliance traps that expose them to audits,
penalties, and reputational risks. Here are five common blind spots to watch out for:

1. Inconsistent documentation: A frequentissue in transfer pricing. Forinstance, an entity may be
described as a full-fledged manufacturerin the functional analysis, while the economic analysis treats
it as alimited-risk contract manufacturer—discrepancies that give tax authorities easy grounds for
inquiries and possibly, adjustments.

2. Misalignment between contracts and operations: There’s often a gap between what’s outlinedin
intercompany agreements (ICAs) and actual business practices. If contracts specify certain functions orrisks
that don’treflect the reality on the ground, tax authorities may challenge the transfer pricing arrangement.

3. Failure to update policies: Business models evolve, whether through restructuring, new market
entries, or disruptions like COVID-19. Your transfer pricing policies, ICAs, or functional profiles must
be updated accordingly. It's alltoo easy to lose track and face unexpected scrutiny. So check your
alignment—regularly revisit and revise your policies.

4. Inadequate benchmarking and comparability analysis: Usingincomplete orinsufficient data for
benchmarking weakens your transfer pricing analysis. Comparability factors—such as product
features, geographic markets, and economic conditions—must be carefully considered.

5. Overlooking local requirements: Each country has its own transfer pricing regulations, reporting
formats, and deadlines. Failing to account for these local nuances canresultin penalties, even if
your overall policy is sound. This highlights the need forregular communication between global
headquarters and local offices.

Turning Compliance
Into Advantage

Transfer pricing compliance-for manufacturers
or otherwise-is not just about playing defense:
it’s about balancing strategic opportunity

with regulatory compliance.

Arobust transfer pricing framework does more than
optimize taxliabilities and cash flow. It enhances
supply chain efficiency, reduces duty costs, and
minimizes the ever-present risk of double taxation.
More importantly, it aligns with broader business
goals, enablinginformed decision-making.

By focusing on alignment—between pricing
policies, intercompany agreements, and actual
operations—manufacturers can turn compliance
into an advantage, optimizing performance and
positioning themselves for sustainable growth.
Whetherit’'s entering new markets, restructuring
global operations, or navigating anincreasingly
complexregulatory landscape, getting transfer
pricing right offers a powerful strategic edge.
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