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Abstract

This paper explores the disparities existing between multinational corporations (MNCs) and tax administrations
in terms of transfer pricing strategies. Because transfer pricing is actually considered the main tax issue in the
international taxation, tax authorities’ regulations have an important role when it comes to transfer pricing policies.
In one hand, the manipulation of transfer prices (applied by MNCs) results in important losses in a country’s tax
revenue, and thus, create inequalities between nations. In another hand, transfer pricing tax adjustments (applied
by tax authorities), result in significant costs for MNCs. Accordingly, these two parties are forced to work together
in order to find a fair consensus. The OECD has introduced the Advance Price Agreement (APA), which can be
concluded between a MNC and one or many tax administrations. It provides certainty to the MNC regarding the
transfer pricing method selected. However, this process can be hard to achieve for MNCs, which need to openly
collaborate with many tax authorities, and therefore, expose themselves to important risks. In this respect, this
exploratory qualitative study mobilises both the Agency Theory and the Stewardship Theory when analysing this
dichotomous relationship between tax administrations and MNCs in respect of transfer pricing strategies.
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Introduction

Transfer pricing has largely been a subject of many management sciences researches, various disciplines have
studied the transfer pricing problematic, in particular: economics, taxation, law and accounting. This is because, it
is actually considered as the main tax issue (OECD, 2017). In fact, the different tax regimes adopted by the
countries, encourage multinational companies to implement tax optimisation practices, through their subsidiaries.
Accordingly, transfer pricing is considered the main tool for tax optimisation. Tax administrations and
multinational enterprises can sometimes have contrasting objectives when it comes to transfer pricing strategies.

In one hand, the international trade evolution is forcing companies to locate their activities in various countries
around the world. These companies aim to ensure strong economies of scale, increase productivity and
competitiveness, and also optimise the costs’ structure. Accordingly, in order to achieve these organisational goals,
MNCs choose certain methods to fix their transfer prices. These methods are set by laws and regulations, to
maintain fairness between all the parties. Consequently, before choosing a transfer pricing method, MNCs should
consider tax implications of each jurisdiction, however, a MNC may manipulate its transfer pricing strategies, in
order to legally shift its profits to low tax jurisdiction, and reduce its global profit.

In another hand, due to the recent financial crises, many countries have adopted some measures of austerity
to rebalance their public finances such as tax rises and public expenditure cuts etc. Therefore, the political and
public attention has inevitably drawn to companies which tend to avoid paying their fair share of taxes. This
avoidance is generally executed by the mean of manipulating the transfer prices of the intercompany transactions.
Tax authorities are encouraged to adopt international guidelines (OECD, 2017) in terms of their internal transfer
pricing policies, in order to limit illegal profit shifting practices.

As aresult, it is important for tax administrations and MNCs to agree on transfer pricing models to be applied.
These methods must be based on the arm’s length principle . MNCs select the best method to use for a certain type
of an intercompany transaction, according to their business models, and on the basis of different analysis. The
selected method should undoubtedly be compliant with the tax regulations. However, it can be rejected by the
concerned tax administration depending on the internal tax policies of the jurisdiction. Thus, the opposition
between the tax administrations and the MNCs, may influence the transfer pricing strategies. Furthermore, it has
been noted that there is a difference between developed and emerging countries in transfer pricing treatments. In
fact, emerging countries may adopt low regulated tax policies, in order to attract foreign investment (that generate
more value in the economy, by creating jobs and increasing the country’s corporate tax revenues). These measures
may impact MNCs when implementing their transfer pricing policies, by choosing to put the entities that create
the highest value in those types of jurisdictions.

Transfer pricing is considered an art and not an exact science, this leads to have different interpretation on
what is the best transfer pricing practice. A company’s top priority is the business, then follows tax. In this respect,
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a multinational enterprise would choose the jurisdiction in which the business will do well first, then consider the
tax implications. However, because the tax authorities draw a critical attention to intercompany transactions prices,
MNCs need to make sure their transfer prices structures are compliant. The OECD has introduced different
measures to make sure transfer pricing rules are being respected, and reduce conflicts that may rise between the
MNCs and the tax administrations. The Advance Price Agreement is an arrangement that can be concluded
between a MNC and one or many tax administrations, in order to provide certainty that the transfer pricing method
selected is the most convenient one to be used. Tax administrations encourage MNCs to adopt this process,
however, it can be considered as problematic for MNCs for different reasons.

This article is, therefore, an exploratory research which objective is to study first, the importance of transfer
pricing for both MNCs, the tax administration’s impact on transfer pricing choices, and determine whether APAs
can be considered an option to reduce disagreements between tax administrations and multinational enterprises.

1. Literature Review
The theoretical literature on transfer pricing finds its basis in the studies of Hirshleifer (1956), Horst (1971) and
Copithorne (1976). According to Hirshleifer, a transfer price should be determined in order to maximise the
MNC’s overall profit. He argues that transfer prices are equal to marginal costs of production. Copithorne studies
the topic of transfer pricing in an international context and government policy. He argues that these prices are not
related specifically to the global profit maximisation, and that the value is closely related to the organisational
objectives of the management. Horst argues that MNCs use transfer pricing for intercompany transactions in order
to minimise the overall taxes due. From this perspective, he confirms that multinational firms determine the level
of transfer prices only to maximise the profit after tax. An important number of researches has been conducted on
the basis of different theoretical perspectives and empirical approaches. Both the theory and the literature on this
subject have been examined in the framework of the Organisational theoryl (Watson and al, 1975), and also the
Contingency theory2 (Solomons, 1965).

Transfer pricing has become the most major concern for MNCs and tax administrations internationally
(Mulyani, 2010). It has been a subject of many academic research for the past decades (Luft & Libby 1997,
Kachelmeier & Towry, 2002). The complexity of transfer pricing has led researchers to study it under many
different approaches, such as: control, accounting, modelling, organisational structure, corporate strategy and
finally taxation. Transfer pricing literature3 can be divided into two main categories: taxation and management.
Taxation approach includes optimisation, compliance and audits, whereas management approach4 includes
managers’ motivations and objectives, as well as resources efficient allocation. In order to have a full
understanding of our research’s object and its purpose, it is essential to develop some opinions and the theoretical
background of transfer pricing practices.

1.1. Transfer pricing: MNCs motivations
Transfer prices are the prices at which tangible and intangible assets, goods and services, raw materials, and
technology are transferred from one entity to another related entity at arm’s length (Davidmann 1996, Aranoff
2000). Therefore, each company needs to implement a transfer pricing strategy. These policies are set depending
on the company’s overall objectives. However, MNCs implement transfer pricing strategies for three main reasons:
the efficient use of internal resources, the achievement of the financial and organisational management strategies,
and finally, the tax compliance (Urquidi, 2008). Setting a transfer pricing strategy allows MNCs to increase their
market shares globally (Nielsen and Schjelderup, 2001). Conversely, abundant literature argues that MNCs set
their transfer pricing strategies for purely fiscal reasons (Kimberly 1998, Choe and Hyde 2004, Korn and Lengsfeld
2004). It is clear that transfer pricing is considered, essentially, the main tax issue from the international taxation
perspective. However, many MNCs aim to ensure that their transfer pricing practices remain compliant with the
different tax regulations of the countries where they operate. The tax regimes disparities allow MNCs to adopt tax
optimisation objectives when setting their transfer prices. In this regards, some MNCs may adopt aggressive tax
optimisation practices, or even, tax evasion. Through, transfer pricing, a MNC can abusively transfer its profits to
a low tax jurisdiction, the aim is to maximise its consolidated profit after tax. It should be noted that because this
practice is illegal (but remains feasible), many tax authorities are adopting legal and tax measures in order to
restrict illegal profit shifting from one jurisdiction to another. Many researchers (Urquidi and Thompson 2010,
Sikka and Willmott, 2010) show that the large tax revenue losses resulting from the aggressive use of transfer
pricing by MNCs have led the tax authorities to focus their tax audits on transfer pricing aspects. They have
claimed that tax authorities around the world have begun to assess the intragroup transactions during their tax
audits5. It is then clear that the existence of manipulation of transfer prices evidence by MNCs, has caused the
implication of tax administrations when it comes to MNCs’ transfer pricing strategies. However, it is unfair to
automatically relate transfer pricing to manipulation for profit shifting objectives6.

In fact, Cravens (1997) has argued, that the main reason of setting a transfer pricing system is for competitive
advantage purposes, this is explained by the fact that transfer prices have a large impact on the entity’s global
performance, and generally contribute to the achievement of the different objectives. Generally, foreign
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subsidiaries are considered as profit centers, therefore, their managers’ outputs are measured and depend on the
profits made by these subsidiaries. Consequently, transfer pricing can be controlled internally, both to motivate
these entities’ managers and to monitor their performance. Dunning (2000) has developed some MNCs’ motives
for transfer pricing, these have been completed in Chang (2010) contributions, they can be classified into, firstly,
internal motifs such as: the economic profit maximisation, the price adjustment assistance, the anti-dumping
policies control avoidance, costs cuts (taxes, salaries, operational costs), the new subsidiaries assistance and
support, and also the competitiveness strengthening. Secondly, external motifs, such as: tax optimisation (overall
consolidated tax and customs duties minimsiation), global profit maximisation, currency risk limitation, profit and
capital correct allocation, and also increase the company’s assets value.

Lin (2006) suggests that the main reasons of applying transfer pricing strategies are as follows:

- Enhanced market competitiveness: in order to improve a new product’s competitiveness in a new foreign
market, a company should set a competitive price. Therefore, MNCs tend to set lower transfer prices of
products transferred between its related entities, to be able to ensure a low price for the new product.

- Flexible transfer of internal funds: In order to simplify their global fund management, MNCs tend to
transfer funds from a local subsidiary of a host country through high transfer in and low transfer out prices.

- Alleviate tax burdens: In order to reduce tariff costs of the importing subsidiary, a MNC may apply low
transfer prices practices. They can also aim to reduce the global income tax, in this case, MNCs may take
advantage of the parent-subsidiary or subsidiary-subsidiary adjustments and also of their transfer pricing
strategies.

According to Liu (2017), the main reason of setting a transfer pricing policy is to maximise the overall profit.

The issue is that MNCs should respect the transfer pricing regulations, and therefore, they are not free in respect
of their intercompany exchanges and transactions.

1.2. Transfer Pricing: Tax administrations motivations
Although there are many non-tax related reasons for a MNC to adopt transfer pricing strategies, some can be in a
position where a transfer pricing manipulation would result to an illegal profit shifting, and therefore to a tax
evasion. Tax authorities are aware of the transfer pricing policies’ importance. Many countries are adopting unified
approaches when dealing with transfer pricing audits and controls. The OECD has introduced guidelines and
developing methods to be used. These can be regrouped into five methods: Comparable Uncontrolled Price, Cost
Plus, Resale Price, Profit Split and Transactional Net Margin Method. These are all founded on the arm’s length
principle. Depending on the nature of the transaction, a MNC can choose one of these methods when fixing a
transfer price. Many countries are adopting these measures in their transfer pricing internal policies and regulations.
The aim is to avoid profit shifting practices, and limit tax evasion. The difficulty when setting control and audit
procedures, is the complexity of MNCs’ nature, operating in a perplexing and changing environment. The tax rules
intended for these entities differ from one country to another. Therefore, these cannot be treated separately, but
should be analysed in wide international context (OECD, 2011). It should also be noted that the progressive work
accomplished by the OECD in respect of transfer pricing updates, is specifically designed to reduce confrontations
between MNCs and tax administrations. It is for that respect, that so many countries inspired their internal transfer
pricing policies on the basis of the OECD guidelines. Furthermore, differences between countries can, most of the
times, be seen as an advantage for MNCs. These use the differences existing between the different jurisdictions,
in order to shift profits and minimise their costs, especially, their tax charges. This is the main reason why countries
are now unifying their transfer pricing rules.

It is undeniable that tax administrations play an essential role in transfer pricing strategies. The unique
motivations for tax administrations in respect of transfer pricing strategies, is to protect their tax revenue, by
limiting profit shifting practices and aggressive tax optimisation practices. Recently, international taxation has
focused its attention on transfer pricing policies, this is because transfer pricing drives the relocation of corporate
profits, tax evasion and capital flight. It has important unfair consequences in the context of global wealth
distribution (Oyelere and Emmanuel, 1988; Gramlich and Wheeler, 2003; Baker, 2005). In this respect, the
American tax administration considers the subject of transfer pricing as one of the most challenging topics it faces
(The Times, 2010). It is also said that transfer pricing has an important impact on national tax policies, this is
mainly due to the economic importance of intragroup exchanges, which constitute the majority of international
trade (Sava and Tureatca, 2017). In addition, international tax evasion practices are in continuous growth. In this
respect, the OECD has conducted an analysis affirming that less than 10% of capital companies represent about
80% of global profits. Consequently, many researchers and financial analysts are encouraging the necessity of
adopting unified solutions to the shared transfer pricing problematic. From this perspective, many specialised
institutions are presenting transfer pricing models to be adopted in respect of different commercial, financial or
patrimonial transactions. The aim is to protect national interest in relation to each jurisdiction, without prejudice
to free competition (Sava and Tureatca, 2017). This is the main challenge facing the different countries, which are
now adopting measures aiming to maintain a unified transfer pricing approach.

93



Research Journal of Finance and Accounting www.iiste.or JILLE
2222-1697 (Paper) ISSN 2222-2847 (Online) IS'E
Vol.11, No.24, 2020

MNCs and tax authorities have different motivations in respect of transfer pricing strategies. Although, these
companies have many non-tax related reasons to adopt a certain transfer pricing policy, they should respect transfer
pricing regulations, and maintain tax compliance in respect of these strategies. A MNC can be free in choosing its
transfer pricing method, based on the organisational and financial objectives set. However, the tax administration
makes sure that the transfer pricing tax compliance is well respected. The complexity for the MNC is to set its
organisational goals under the fiscal and legal transfer pricing framework. Whereas, the difficulty for tax
administrations is to distinguish between a fair tax optimisation and an aggressive tax optimisation or tax evasion.
This contradiction between organisational motives (especially tax optimisation objectives) sought by MNCs when
fixing transfer prices to their intragroup transactions, and regulation motives (especially profit shifting and tax
evasion prevention) assured by tax administrations, drives these both parties in finding mutual solutions to avoid
conflictual positions.

1.3. Advance Pricing Agreement: a solution?

In order to limit the oppositions between tax administrations and MNCs in respect of transfer pricing practices.
Many jurisdictions have opened the way to negotiations, by implementing different procedures, such as the
Advance Price Agreement?7 (APA). According to the OECD (2017), an Advance Price Agreement is an
arrangement which determines in advance, for intragroup transactions a number of criteria, particularly, the
selected transfer pricing method, the comparables, as well as the adjustments to be made, as part of the
determination of transfer prices for a given transaction in a determined period. Generally, an APA is initiated by
MNC s, it is based on negotiations between the multinational related entities and one or many tax administrations
related to the jurisdictions in which these multinational carry their activities. In fact, APAs complete the existing
traditional mechanisms set in order to resolve transfer pricing problematics, such as audits and tax investigations
conducted by tax authorities. APAs can therefore be useful when the traditional approaches fail to resolve disputes
that may exist between MNCs and tax administrations in respect of transfer pricing policies. APAs generally deal
with factual issues and methods adopted, whereas, traditional approaches tend to be limited to legal issues based
on facts presented by the questioned entity. APAs measures go through the whole process of setting a transfer
pricing strategy, from the comparables selection in terms of comparability analyses to the determination of the
best method to be used.

Therefore, when the arrangement’s conditions are well respected, APAs provide assurance that the treatment
in accordance with the transfer pricing agreement is respected by both the MNC and the tax administration for the
period covered (generally four years). However, this agreement only guarantees, that the selected transfer pricing
method will not be subject of a tax administration audit. This being said that this agreement, does not prevent the
tax administration to audit other aspects of the MNC’s transfer pricing strategies (Borkowski, 2008). Also, the
primary motive of setting an APA is the elimination of a potential double taxation (OECD, 2017). It is clear that,
from transfer pricing perspective, the jurisdictions aim to maximise their tax revenues that may be shared with
other jurisdictions. Hence, implementing an APA with the different concerned jurisdictions avoid the double
taxation risk. APAs are a useful tool that resolve many legal, administrative and conventional problematics in
respect of transfer pricing (Brem, 2005). Therefore, according to Brem (2015), the APAs’ motives can be
summarised as:

- Simplify key negotiations, practices and cooperatives between tax administrations and MNCs,

- Resolve all transfer pricing problems in an affective and prospective way,

- Use all tax administrations and MNCs resources in an efficient way,

- Provide more predictability to MNCs.

Concluding an APA remains beneficial for MNCs, that aim to secure their transfer pricing choices and
policies. This agreement saves a lot of time and costs, and ensures that the selected transfer pricing method is
correct. Thus, collaborations between tax administrations and MNCs become flexible, and are based on trust. This
also guarantees a risk limitation of penalties and transfer pricing adjustments (Harden and Biggart, 2004; Markham,
2005; Ernst & Young, 2008). APAs can also be considered as an opportunity, because they can reduce and even
eliminate tax audits and controls performed by tax authorities. This means that all the process is primary
accomplished in the beginning by mobilising the efforts of both MNCs and tax administrations. From this
perspective, tax administrations can therefore, reduce their costs related to transfer pricing policies audits (Harden
and Biggart, 2004).

An APA can take three forms, it can be unilateral, bilateral or multilateral. A unilateral APA concerns an
arrangement with one country’s tax authority, a bilateral APA concerns an agreement with two countries’ tax
authorities, and finally, a multilateral APA is an arrangement between a MNC and more than two tax authorities8.
Borkowski (2008) has shown through his research, that bilateral and multilateral APAs are easily negotiated with
tax administrations that already have double tax treaties conventions.

It is clear that implementing APAs can be considered as a primary mean of ending international conflicts,
even before it begins (Adams and Coombes, 2003). Because MNCs are operating in a complex environment
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regulated by the international taxation regulations, they are encouraged to conclude these arrangements, in order
to secure their intragroup transactions. However, in order for the negotiations to be efficiently successful, MNCS
need to be cooperative and provide tax administrations all the requested documents and information (generally
sensitive information). MNCs get two options, either choose their transfer pricing models and argue their methods
during tax administrations’ audits, or collaborate with the tax administration in order to define together the best
method to use, and avoid being redressed on transfer pricing policies.

However, many organisations remain distrustful towards APA procedures. Although, it’s very encouraged to
collaborate with the tax administration, some MNC’s stay cautious, when it comes to exposing all their information
to the tax authorities, especially when the sensitive information is shared between many jurisdictions and misused
on some areas. Transfer pricing regulations can also be weak and unstructured in some countries (especially in the
emerging countries), this situation doesn’t support MNCs to choose negotiation procedures. Thus, although APAs
may present many advantages for both MNCs and tax administrations, this process may also encounter many
complications. In fact, APAs engage a lot of costs and resources for both parties. The negotiations require transfer
pricing, economic, tax, and financial specialists, which increase human resources costs for instance. The entire
process requires also an important amount of time, therefore, MNCs need to be aware of the time that needs to be
invested in the APA’s conduct.

APAs have been introduced in order to resolve many transfer pricing complications, due to the opposition
between the tax administrations and the multinational organisations. These entities are in a position where they
have to assume the different environment risks (mainly tax risks), or adopt a participative procedure and proceed
with the negotiation in order to close advance price arrangement with the different tax authorities involved.
Therefore, they secure internal group transactions pricing policies, and maintain an effective tax compliance. It
should be noted that many countries have adopted this procedure in their transfer pricing policies, due to it bright
input in reducing conflicts in terms of transfer pricing strategies. The procedure of APAs can be easily undertaken
in regulatory structured economies. Conversely, it can be very hard to implement in a country where transfer
pricing legislation is fragile, such as emerging countries.

2. Theoretical Guidance
Tax administrations largely influence multinational organisations functional behaviors. Thus, the existence of this
close link between both parties, create a sort of complex relationships, that can either result in agreements or
conflicts. Transfer pricing strategies is one of the most important topics argued between MNCs and tax
administrations. Because both of them have, sometimes, contradictory motivations in regards to transfer pricing
policies (particularly, when MNCs set tax optimisation as their main transfer pricing strategy’s objective). It is
evident that the key goal of a company’s internationalisation strategy is to maintain an efficient economy of scale,
especially by minimising the tax costs. In this respect, the confrontation with the different tax authorities involved
is highly attainable. It is crucial to study this relationship under both the Agency theory and the Stewardship theory.
The Agency Theory has been abundantly used in many researches in respect of different disciplines, such as
accounting (Demski and Feltham, 1976), economy (Spence and Zeckauser, 1971), finance (Fama, 1980),
marketing (Basu, Srinivasan and Staelin, 1985), political sciences (Mitnick, 1986), organisational behavior
(Kosnik, 1987), and also sociology (Eccles and White, 1985). According to this theory, each organisation is
constituted by a number of contacts9. These contracts define the relationships maintained between the Principal
and the Agent. The participants classify these relationships under many categories, for instance: the agency
relationships. In order to qualify a connection as an agency relationship, three conditions need to be completed.
Firstly, informational asymmetry, this is explained by the fact that one party has some information that the other
one does not. Secondly, the uncertainty of the results, this means that all the participators are similar, and remain
all responsible for the results’ accomplishment. And finally, roles disparities, this means that each party possess
their own responsibilities directed by the Principal through determined rules. Jensen and Meckling (1976) define
an agency relationship as “a contract under which one or more persons (the principal(s)) engage another person
(the agent) to perform some service on their behalf which involves delegating some decision-making authority to
the agent”.

From a transfer pricing strategy perspective, MNCs possess relevant information that tax administrations
ignore, such as: the functional analysis results, the comparables sources, the intragroup transactions conditions and
all the information in relation to the organisation’s different activities. The tax administrations can also be provided
different transfer pricing information by other tax authorities, in respect of the audited MNCs. Accordingly, the
existence of the informational asymmetry results in creating a sort of complexity in the relationship between MNCs
and tax administrations. The discrepancy in terms of both parties’ objectives10 result in creating conflicts between
them. The conflicting objectives create undoubtedly opportunistic behaviors. The Agency theory is based on
objectives’ incongruence in respect of the principal and the agent. Consequently, the risks associated with
achieving the objectives of the contract set between the two parties increase. It is evident that the dichotomous
relationship, between tax administrations and MNCs operating in a complex environment and structuring their
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intragroup transactions prices, is to be placed and explained under the Agency Theory. However, when both tax
administrations and MNCs collaborate together in setting regulated transfer pricing strategies, the Stewardship
Theory can be used in order to explore this process. This theory may be considered as an alternative or a
complementary theory to the Agency theory. The Agency theory focuses on the conflictual relations that exist
between two parties, whereas, the Stewardship theory focuses on the cooperation and the collaboration between
the two parties (Sundaramuthy and Lewis, 2003). In this respect, this theory aims to explain the existing
relationship from a non-economic perspective. The Stewardship theory suggests that the two parties’ objectives
converge (Sundaramuthy and Lewis, 2003; Kluvers and Tippett, 2011). Therefore, the two participants (for
instance the tax administration and the MNC) work together in order to meet the common objectives set.
Accordingly, both parties operate in collaboration towards each other without adopting opportunistic behaviors
and personal interests (Stout, 2003). This theorises the commitment to wellbeing, growth, and the completeness
of others (Caldwell and Karri, 2005). Generally, the Stewardship theory highlights the perspective that individuals
act continually under considerations of fairness, justice and concern for others’ interests11 (Buchanan, 1996).
Similarly, to the Agency theory, the Stewardship theory emphasizes the need to align the objectives of the agent
with those of the principal (Arthurs, 2003). However, the Stewardship theory assumes that the objectives of the
two parties are automatically aligned (Pastoriza and Arinio, 2008). Ultimately, while the Agency theory postulates
individualism, the Stewardship theory advocates collectivism.

In respect of transfer pricing strategies, MNCs may operate to satisfy tax authorities wellbeing and
motivations. By avoiding abusive profit shifting and aggressive tax optimisation practices, a multinational
enterprise set its transfer pricing policies in order to mainly assure tax compliance towards all the tax
administrations. Thus, MNCs operate in accordance with the international taxation principles based on equity and
integrity, to reduce the inequalities between jurisdictions, and help in the fair distribution of wealth. Accordingly,
MNCs may align their transfer pricing strategies in correspondence with the international guidelines and
regulations as set by the OECD and the UN for instance. Therefore, according to the Stewardship theory, MNCs
avoid practices based on transfer pricing manipulation. They tend to agree with the tax administrations and initiate
collaborative procedures such as agreements based on mutual engagement and trust. Both parties interact in perfect
harmony in order to attain their inseparable goals.

Based on this two theories, our study suggests a theoretical framework (below), to analyse the connection
between tax administrations and MNCs regarding transfer pricing strategies, assuming that each with their own
motives, may interact with each other in order to find a fair consensus that should be based on trust and mutual
engagement.

-Transfer pricing regulations -Organisational objectives: costs
(Clausing. 2003); cuts, resource allocation (Urquidi,
-Guidelines (OECD, 2017); 2008):

-International taxation principles -Tax optimisation (Matsumura
(Wilnont, 2010) and al, 2012)

Agency Theory

TMRA(-lm;mt:;;';w“ MNC
(Revault, 2 ) (Dunning, 1989)

Stewardship Theory
Transfer Pricing

(Copithorne &
Horst, 1971)

l

Advance Price Agreement

A

3. Research strategy and design
We adopted a qualitative exploratory study based on semi-structured interviews. The exploratory methods respond
to “why” and “how” research questions. In management researches, empirical methods (different observation
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forms, interviews, investigations etc.) are often used in order to explore and establish new theoretical objects rather
than testing them (Snow and Thomas, 1994). This study is conducted under exploratory research, it consists in
going back and forth between our theoretical knowledge on one hand, and through interviews’ findings on the
other hand. The aim of the study is to explore whether the Advance Price Agreement can be considered as a
solution to reduce conflicts between tax administrations and MNCs in terms of their transfer pricing policies.
However, it is first convenient to examine the importance of transfer pricing for MNCs, and explore the impact of
the tax administrations controls and audits on transfer pricing policies. The objective is to comprehend the conflicts
that may rise between the both parties, and finally, see whether the APA may be a solution.

In order to complete the study, we have concluded 20 depth interviews, and analysed documents in relation
to transfer pricing from both the tax administration’s perspective and the MNC’s perspective. The interviews were
in form of open discussions, to encourage the interviewees to willingly talk about our subject, based on the
experiences they had when working in transfer pricing. These selected interviewees have firstly been contacted
via email, explaining the purpose of our study, and they were all immediately responsive. We have then fixed dates
to schedule our meetings. The respondents’ selection has been accomplished on the basis of their high implication
about transfer pricing practices in different countries (both developed and emerging ones). In fact, we have
contacted various multinationals’ tax heads, transfer pricing specialists of big 4 firms, international transfer pricing
advisors. They all have quite interesting profiles of an average of 20 years of experience in transfer pricing,
practicing in different countries (USA, France, Canada, Morocco, Singapore, UAE, Italy, India, Nigeria, Austria,
Ireland, England, Egypt, Norway, Luxembourg, Netherlands). They are responsible of implementing transfer
pricing policies by accomplishing all types of analyses and selecting the transfer pricing method. They also deal
with the tax administrations during transfer pricing audits. Moreover, they have all addressed APAs with the tax
administration. In that respect, they have been part of the APA process, which provides them enough with the
necessary knowledge about APAs’ relevancy.

Based on our literature review and theoretical framework, we have established our interview guide containing
open questions, in order to open our discussions regarding the importance of transfer pricing, transfer pricing
motives for both MNCs and tax administrations, the tax administration’s impact on transfer pricing strategies set
by MNCs, the reasons of conflicts raised between both parties about transfer pricing, and finally the significance
of the APA conclusion in reducing controversy between MNCS and tax administrations.

The interviews were performed in an average of one hour and thirty minutes. Accordingly, the interviewees are
resented in the table below:

Interviewee | Function Duration

I1 Head of Transfer Pricing in a multinational Law firm, Morocco 2h

12 Senior Tax Manager in a big 4 firm lh

13 Transfer Pricing Partner in a big 4 firm 1h30 mins

14 Transfer pricing Head in a consultancy firm 45 mins

I5 Transfer Pricing Head in a big 4 firm lh

16 International Tax Advisor in a consultancy firm 1h30

17 Transfer Pricing Head in a big 4 firm 2 hours

18 Transfer Pricing Lawyer in a big 4 firm 1h30 mins

19 Tax Head in a telecommunications multinational 1h

110 Tax Lawyer in a consultancy firm 1h30 mins

11 Group Head of Tax in a manufacturing and distribution Multinational 1h30 mins

112 Senior Tax Officer in a tax administration 1h30 mins

113 MNCs Control Head in a tax administration 1h30 mins

114 Regional Director in a tax administration 1h45 mins

115 Tax inspector in a tax administration lh

116 Tax and Law expert and advisor 1h30

117 Head of Transfer Pricing Strategy and Operations in a Pharmaceutical | 1h
Multinational

118 Transfer Pricing and International Taxation Attorney 1h40

119 Transfer Pricing Group Head in a telecommunications and IT multinational 1h20 mins

120 Global Tax Policy Director in a technology and media multinational 1h

4. Research findings and discussions
Our interviews addressed open questions, while focusing on four important aspects. First, the definition of transfer
pricing importance nowadays. Then, the impact that may have the tax administration (via its audits and regulations)
on MNCs’ transfer pricing strategies. This control, leads sometimes to conflicts between both parties for reasons
that may differ from one case to another, however, the interviewees provided us with answers through practical
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experiences with the tax administrations. Lastly, through the discussions, we assessed whether the APA can be
considered as an efficient tool to reduce these oppositions between tax administrations and MNCs when dealing
with transfer pricing issues.

4.1. Transfer Pricing Importance

The international business environment evolution has resulted in many changes in respect of the international tax
environment. In fact, competition was born between the different countries, when these jurisdictions adopted
different tax regimes and business environments. In this respect, companies are able to choose the country in which
operating their activities would be the most beneficial. “These companies have noticed that there is a different tax
system from one jurisdiction to another ... so, this opens up to the possibility of tax optimisation. As long as there
is competition between tax systems, we open the way to optimising an effective tax rate... by increasing revenues
on one side and reducing expenses on the other” (I1). Therefore, because the tax environment largely impacts the
MNCs functional strategies, these can use transfer pricing mainly for tax optimisation purposes, “Transfer pricing
is clearly the main international taxation issue caused by multinational enterprises... they are considered as the
big boom... because 2/3 of international trade is intragroup, this means that the trade that generates real value
represents only 1/3, the remaining is intragroup” (I12). Even if there are many non-tax related transfer pricing
motivations for MNCs (new markets access, competitiveness, production increase), the manipulation of these
prices results in colossal damages. “The OXFAM valued the shortfall for tax administrations at 20 billion dollars
annually due to transfer pricing manipulation... the work of the OECD and the G20 are performed in this respect...
their main objective is to limit the international tax fraud, particularly in terms of transfer pricing policies” (11).
However, transfer pricing policies are not always implemented strategically, “Some organisations treat their
transfer pricing policies as a simple tax compliance practice... by setting up transfer pricing documentation and
Justifying the method adopted. Others treat it as a useful supply chain tool or treasury function tool. Naturally,
there are also MNCs that use transfer pricing policies as a tool to manage effective tax rates” (114).

It is, indeed, very crucial for MNCs to implement a well-structured transfer pricing strategy for different
reasons, whether the goal is to remain compliant with the different tax regulations, or achieve financial objectives.
Because transfer pricing combines different jurisdictions, the issue occurs when there is a dispute between the
concerned countries. In this situation, “it’s the MNC that gets scratched between the two tax authorities, and “often
the MNC doesn’t care that much about the price as long as the tax administrations agree that there is no economic
double taxation...So avoiding any sorts of disputes with the tax authority regarding transfer pricing is a major
driving force for multinationals to adopt transfer pricing strategy, you see that with the Advance Price Agreements
procedures” (16).

Transfer pricing exists because multinational enterprises exist, it is therefore a subject that cannot be
underestimated or neglected. MNCs are aware more than ever of the importance of setting the right transfer pricing
policy for their intercompany transactions. This would assist them in the correct profit allocation along the different
jurisdictions. Transfer pricing can also be perceived as a performance risk management tool, depending on how
an entity within the group is performing the business activity. Then, there are, obviously, the different tax
implications that need to be considered, in order to comply with each country’s internal transfer pricing regulations.
Although, many countries try to adopt a unified approach in respect of transfer pricing, there are few countries, for
instance Brazil, that hold specific transfer pricing rules. It is important to note that “the multinational looks at itself
as a single organisation, not as hundred entities... that is just a legal fiction” (I19). This approach doesn’t
necessarily fall under the tax administrations scope, that can adopt many different interpretations.

4.2. Tax Administration’s impact on MNCs’ transfer pricing strategies:

“The tax administrations should not impact the transfer pricing strategies of the multinational” (112). Transfer
pricing should be looked at as a discipline, that tax administrations only regulate by enforcement and audit
activities. Undoubtedly, there are diversions in the ultimate goals of the both parties, that would automatically
create tensions, and therefore, oppositions. For this reason, MNCs must take into consideration the tax authorities
of all parties that are engaged in a certain transaction from the moment where they are deciding the exact scope of
work and the remuneration and pricing policy. This would, clearly, ease all their business operations in the different
countries, and especially, make them aligned with the expectations of all tax authorities.

However, it is evident that business drives tax and not the opposite way. This being said, that companies adapt
their business to the tax implications. “I think I have never seen any company change its strategy just because of
the aggressive approach of the tax authorities...even if the tax administration here in India is very aggressive.”
(17). In fact, the impact depends on the size of the country. “The tax authorities in the bigger countries such as the
US, have bigger impact” (117), a MNC would definitely consider the tax regulations in a big country (for instance,
OECD countries) as these tend to have advanced transfer pricing regulations and audits. Countries where the
transfer pricing legislation is not pushed to a high level (for instance, few African countries and Middle East
countries) would not impact MNCs’ transfer pricing policies. “Before designing our transfer pricing strategy, we
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first look at the country where it is better to operate, because of course tax authorities impact transfer pricing
strategies because each country has its own regulatory.... for example, when we are dealing with China or Russia,
they do not recognize year-end adjustments, this pushes us to implement a policy that we should be able to manage
(19) In addition, “for example, in Brazil, there is the safe harbor rule, so in this case there isn’t much to do except
sticking to the safe harbor rule” (I116). These elements, evidently, influence the choice of the transfer pricing plan
to implement.

Transfer pricing has gradually developed, there are new transfer pricing perspectives and new assessments
regularly in order to frame transfer pricing practices. These developments and improvements are pretty much
driven by the tax authorities. “I¢ is some sort of cat-and-mouse game between the MNC and the tax authorities ...
these try to set new rules every time the MNC comes up with a new way to shift profits, and this goes on and on
for many decades” (110). These new rules come together with assessments and adjustments, this is something that
makes MNCs respect the rules. They know that there are important financial and reputational risks, if they don’t
follow the transfer pricing guidelines.

Therefore, tax authorities play an important role in the definition of transfer pricing policies by MNCs. These
need to make sure that their transfer pricing strategies are compliant with the transfer pricing rules of each country.
“The most important tax issue for all jurisdictions is undeniably transfer pricing, because that is where the

Jurisdictions have most of gains” (I8). Some tax administrations are considered aggressive, others not so much.

“Unfortunately, now with the COVID-19 crisis, tax authorities will become more aggressive, because they need
to increase their tax revenues due to the financial crisis.” (I119). This means that there will be more transfer pricing
audits, and therefore more assessments and tax adjustments. “The administrative factor is very important in this
situation” (118).

2

4.3. Conflicts reasons between tax administrations and MNCs

All the respondents argued that there is a real conflict between MNCs and the tax administration in terms of transfer
pricing policies, “they have different objectives, tax authorities want to maximise their own tax base, sometimes
at the cost of MNCs...sometimes at the cost of other countries.” (15). From this perspective, several international
organisations (such as the OECD and the UN) have introduced a number of measures and have recommended to
many countries to incorporate these procedures into their internal regulations, in order to soften the oppositions
between both parties. Therefore, align all the countries in one unified approach. Yet, countries may differ on the
approach used in their internal transfer pricing rules, “in case of developing economies, tax authorities can get
very aggressive, and that is the practical reason of conflicts” (I11). The real consensus begins with adopting a
structured and fair legislation first, then argue about the transfer pricing method selected during the audits, “the
conflict is about the different interpretation of the facts... sometimes they agree on the facts but differ on the rules,
but usually it’s about the facts.” (113). One important source of the confrontation is the miscommunication, “the
best way to reduce conflicts is to have an open relationship with the tax authorities based on mutual trust, respect
and willingness to be pragmatic... well, this is the ideal and may not be possible in every jurisdiction” (118).
Documentation, functional analysis, used data are all components that need to be communicated between the two
parties in order to determine and agree on the right transfer pricing method. “The tax administration abuse of its
power, sometimes they would reject the transfer pricing method, without even requesting the documentation...
This leads the MNC to loose trust when dealing with the tax administration” (12).

“Transfer pricing is a full of interpretation, it is not a black on white procedure” (115), this leads to adopting
different point of views on what is the correct approach to use. Conflicts may concern different aspects: the
functional analysis, the economic analysis, the comparables’ selection etc. “In my opinion, the main reason of
conflict is the selection of the wrong comparables...it can also be the use of the wrong transfer pricing
methodology” (120) In fact, there are countless reasons of conflict, but what really accentuates this opposition is
mainly the miscommunication between both parties, “no matter how well we do, we are always afraid of the bad
intentions of the tax administration” (117). “it is very hard for us (tax administration) to obtain the right
information about transfer pricing during our audits, the reason is that the transfer pricing documentation is still
not required...this pushes us to question every single transaction... in the other hand, the MNC does not accept
the fact that we reject a price for example for management fees. We also try to not make them angry, as they are
doing so much for our economy” (I14). 1t is clear that conflicts’ nature differs from one jurisdiction to another, it
mainly depends on how structured and advanced the transfer pricing legislation is. “The tax administration is so
aggressive, they reject transfer pricing methods all the time” (17).

Another reason may be the lack of transfer pricing experts in the tax administration, this is particularly
concerns the emerging countries, where transfer pricing rules have just been set up recently. “It is very hard for
us to discuss advanced transfer pricing matters with inspectors who don’t really have a technical background to
understand our approach, this happens a lot in few African and Asian countries, where transfer pricing legislation
is not sophisticated” (18). This can considerably impact the MNC choice of implementing its operation in this kind
of countries, “we should think a lot before choosing a country.... The attitude of the tax administration towards
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transfer pricing audits is very important, as it would have significant impacts on our operations in that country”
(119).

The conflict between the tax administrations and MNCs exist, however, many solutions to reduce these
divergences may be adopted. The OECD has introduced the Advance Price Agreement as one of the tools to reduce
the divergence that may occur between both parties. In fact, the MNC has the possibility to request to conclude an
APA, in order to secure the transfer pricing method.

4.4. APA’s accuracy in reducing controversy

MNC:s seek after all, the risk avoidance. By concluding an Advance Price Agreement, they limit tax and financial
risks. They make sure the transfer pricing method used for a certain type of intercompany transaction is being
accepted by all the tax administrations involved. Therefore, it is clear that Advance Price Agreement are introduced
in order to reduce conflicts between the tax administration and the MNCs. “The absolute purpose of the APAs is
definitely to reduce conflicts between these conflicts, however the changes in circumstances should be kept in track”
(15). “In fact, APA scheme has been very successful in India, it is much better than the regular course of tax audits.
APAs as a dispute mechanism has been really good in India in terms of resolving tax disputes” (I7). “I am
delighted to see that Morocco has introduced the APA option, because it’s time for us to adopt a similar approach
as the developed countries, if we want to encourage foreign investment... and maintain MNCs activities here” (12).
“The APA is a very useful tool to reduce controversy with the tax administration, or the ICAP concept, which is a
program where multiple countries agree to start a cooperative compliance with certain multinationals around the
world, and in this program MNCs are able to secure the transfer pricing policy...have access to sign an APA with
all the tax authorities of the countries that are participating to the ICAP this means that you will be able to have
all the tax authorities of the countries participating in the ICAP sitting in the same table and agreeing on the risk
assessment based in the transfer pricing policy and risk profile” (19). “If a particular company for any reason is
highly likely to be audited then it seems to me to make a lot of sense for them to have an APA and try to get an
agreement in advance with the tax administrations, because ultimately neither the government nor the
multinational can afford for every case to go to court” (I15). Many countries have introduced the option to
conclude APAs in their internal transfer pricing legislations, as encouraged by the OECD. APAs present, in fact,
many advantages for MNCs. However, they can be very costly in terms of resources and time. Tax administrations
need to have dedicated transfer pricing specialists, to be able to properly examine the transfer pricing method
selected by the MNC.

Many interviewees confirmed that they don’t recommend their clients (MNCs) to use the APA approach, as
it is sometimes tricky to convince a tax administration that the method used is the correct one, and that the
functional analysis completed is accurate. It has been noted that it actually depends on the country the MNC is
dealing with. “I concluded an APA with the tax authority in the Netherlands a few years ago, it was pretty much
straightforward because the tax administration there is very sophisticated and has a lot of experience in transfer
pricing. They encourage business, so we came to an agreement very quickly. Being a group tax head in Dubai, |
wouldn’t take this option with the tax authority here... unless we really have a risky business and the margins are
low. However, if I was in India, I would prioritise the APA option as their tax administration is very aggressive.
So for me, it really depends on the country” (111).

“it depends on the risks and the country, it depends on the amount of money involved. If I have a very
important intercompany transaction between two big markets of course I would like to get an approval of the
transaction by the tax authorities. So there I try to make risk adjustments, try to differentiate between countries
where the issues are complex, and of course the attitude of countries, if the tax authority is known for being very
aggressive in audits, I will have a different approach in that country but if it is a country where the tax authority
has no interest in transfer pricing, you don’t pay too much attention” (I17). “I had at some point concluded an APA
with UK, Belgium, Spain and Italy and I would show those off to other countries to explain that the model and the
margins have been vetted by OECD tax authorities — that would usually work fine...” (I19).

Sometimes, MNCs are afraid to approach the tax administration with an APA request, because this can cause
a wild exposure, and therefore, a critical tax risk. This would therefore, increase controversy between both parties.
“Worthy to mention is that applying for an APA is not always an assurance that the case will get approved and be
a successful case so MNCs have to be prepared. The risk for applying for an APA that will not get accepted is that
we raise a flag for the tax authority on the potential problems and loopholes in the transactions and the policies
applied” (13). “Theoretically this is the best solution, but in practice it is a tool that does not work very well,
because it takes a long time and the administration lacks the resources to handle all the files. On the other hand,
it grants security, this is the key in all groups” (118).

APAs can certainly reduce controversy, but can also be the reason of conflicts. The jurisdictions need to first
create a climate of trust, and establish mutual honest understanding relationships between tax administrations and
MNC:s. This is the only way to make these agreements work and therefore cut the oppositions. “I don’t think that
there is a company that has made a prior agreement with the tax administration of a country in the Middle East.

100



Research Journal of Finance and Accounting www.iiste.or JILLE
2222-1697 (Paper) ISSN 2222-2847 (Online) IS'E
Vol.11, No.24, 2020

The approach is very difficult. The simple reason is that we do not know the outcome of the discussions with the
tax administration. We cannot approach them without having a feeling of comfort that things will be positive”
(111). “I think controversy wouldn’t exist between MNCs and tax authorities if there is a feeling of safety, which
is mainly generated by the mutual trust. Unfortunately, most of the times, the tax administration comes with the
idea that the company’s main goal is the profit shifting and the transfer pricing manipulation...” (I4). “In order
to maintain a harmonious business climate for MNCs, everybody should take a step in being transparent...when
requesting an APA, the MNCs need to be sure that the tax administration is in an open discussion approach” (16).
The Advance Price Agreement can be considered as an option to reduce controversy, however, it needs to be set
in a transparent environment, where all the parties are willing to engage in order to find the right consensus about
transfer pricing divergence. Emerging economies, in particular, need to implement structured legal and
administrative reforms to their internal transfer pricing policy first. Whereas, developed countries have to reinforce
their transfer pricing guidelines, for them to be adapted with all the new business models.

Hence, the empirical findings have completed the theoretical framework and can therefore be summarised below:

Transfer Pricing: main tax issue of the international taxation

I

A 4

. . Tax Administration control
MNCs determine transfer pricing: transfer pricing;

- supply chain tool - Protect the jurisdiction’s

- treasury function tool

S tax base

- Tax optimisation . .
- Limit tax evasion

- Limit illegal profit
shifting

- Economies of scale

Advance Price Agreement is an option to reduce controversy between MNCs and Tax
Administrations if:

e A climate of mutual trust is set between parties;

e  The tax administrations are sophisticated in terms of transfer pricing;

e The tax administrations adopt less aggressive approaches during transfer
pricing audits;

e  MNC is willing to provide all the necessary information to the tax
administration

e Both parties are transparent with each other when discussing APA conditions;

Conclusion

Because they defend different objectives, tax administrations and MNCs may be in different conflictual situations
in respect of transfer pricing problematics. The OECD is working towards finding solutions for both parties, and
to clarify what would be the best approach. The UN is also encouraging both developing countries and developed
economies, to adopt the international transfer pricing guidelines. The aim is to implement a unified approach in
the different jurisdictions. However, there are still many disparities between the countries, this is explained by the
fact that the advanced countries have been dealing with transfer pricing and MNCs for many decades (for instance
the US). Many African countries have just seen MNCs establishing their subsidiaries in their jurisdictions, this
makes transfer pricing quiet a new subject for their tax authorities.

Nevertheless, many countries are adopting the OECD guidelines in their internal respective policies. The
APA has largely been adopted in many jurisdictions, it is very successful in many countries, where MNCs prefer
to secure their transactions’ prices. However, it is still criticized in other economies, for different reasons such as
the incompetence and the aggressiveness of the tax authority. From this perspective, to make APAs work and
therefore, avoid controversy, both the MNC and the tax authority have to set collaborative approaches based on
partnerships. This will lead to the protection of the jurisdiction’s tax base, and secure compliant tax optimisations
for the MNC. Both parties need to adopt open discussions for information exchange, they need to remain objective
when discussing transfer pricing issues. In this respect, APAs would be encouraged and used widely. Concluding
APAs would, indeed, help both parties in making sure to expect the most efficient outcome from a transfer pricing
Strategy.

Actually, the challenge for the tax authorities is to adapt their legislations to the new business models related,
for instance, to technology companies. These cannot be treated the same way as the other types of companies,
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because the value within the value chain is created differently. These new business models have heightened
conflicts with the tax authorities, due to their specific functioning. Consequently, the OECD is currently working
on new transfer pricing rules adapted to these companies.
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from agency drift to forum

Notes:

! According to Emmanual and Mehafdi (1994), the theoretical organisational framework of transfer pricing
includes aspects such as the understanding of the internal trade and the diversity of objectives that a transfer
pricing system should achieve.

2 The Contingency theory assumes that the organisation’s structure is a form or “response” to an internal and
external environment. Otley (1980) has shown that “contradictory results which cannot be solved in a
universal framework, have been a source of simulation for development of contingency formulations”. As a
result, many researchers have used this theory to identify important contingent variables for transfer pricing.

3 Preliminary transfer pricing studies and publications were developed in the 1950s and 1960s.

4 For instance, Dean (1955), Hirshleifer (1956), Argyris (1957) and Heflebower (1960) studied the subject from
the management perspective.

> Wong Nassiripour, Mir and Healy (2011) argue that in order to protect their tax bases, the governments of
different countries, allow other countries’ tax administrations to control and audit all intragroup transactions,
and also penalise the company in case transfer prices are manipulated. The aim is to protect the national
interest of each jurisdiction without prejudice to free competition (Sava and Tureatca, 2017).

¢ In a multinational environment, the transfer pricing policy contributes to a large variety of goals, including profit
maximisation, cash flow, sales and marketing goals, minimising taxes, duties and tariffs, and achieving socio-
political goals related to financial restrictions, currency fluctuations and host country relations (Dunning,
1980; Leitch and Barrett, 1992).

7 The Advance Price Agreement (APA) has been introduced in the first time in 1985, when the national Japanese
Agency has negotiated its first agreement. The American tax administration has then opened the door to
agreements by implementing an APA program in 1991. Subsequently, the OECD has introduced its guidelines
regarding APAs in 1995, by developing two elements. The first one, concerns the administrative approaches,
and the second covers the APAs under the OECD mutual agreement procedure model (explaining the
procedure by which tax authorities can resolve double taxation disputes).

8 Some countries don’t accept bilateral and multilateral APAs, unless there is a double tax treaty convention
between them and the concerned countries.

° A contract can be defined as a series of clauses linking a combination of different possible primary elements to
behavioral requirements (Schwartz, 2004).
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10 For MNCs, the purpose of setting transfer pricing strategies can essentially be tax optimisation, costs cut,
competitive production, global profit maximisation etc. Whereas, for tax administrations, the main objectives
towards MNCs’ transfer pricing policies, are essentially the maximisation of the tax revenues shared between
the different concerned tax authorities. Another main goal is to reduce profit shifting practices and aggressive
tax optimisations leading to tax evasion.

' According to the Stewardship theory, organisations’ managers do not dissociate their interests from the interests
of the firms. They operate under trust, and consider the company’s objectives as their own personal goals
(Hernandez, 2012; Schillemans and Basuioc, 2015).
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