
Transfer Pricing Basics                

Most jurisdictions operate transfer pricing 
tax regimes to ensure that the economic 
contribution of assets and risks managed 
within their borders is recognised when 
calculating the local business taxes due. 

Following the Global Economic Crisis 
of 2008 governments have become 
increasingly concerned with the issue of 
double non-taxation, base erosion and 
profit shifting. Work is underway to ensure 
that profits are reported in the jurisdictions 
where they are properly created – 
however, there is much debate as to 
the contribution of intangibles (such as 
intellectual property, brands and patents) 
when considering the source of profit. 

The Organisation for Economic Co-
operation and Development (OECD) 
provides the benchmark for transfer 
pricing concepts in the form of the Model 
Convention on Income and Capital Taxes, 
and their Transfer Pricing Guidelines, 
which are regularly updated as business 
practices evolve. 

The UK has its own Transfer Pricing tax 
regime, and this requires that companies 
under common control use the ‘arm’s 
length principle’ to determine prices 
between each other. 

The arm’s length principle requires that 
conditions are made or imposed between 
two (or more) associated enterprises in 
their commercial and financial relations 
which would be made between them if 
they were independent enterprises. 

The UK operates an exemption for 
SMEs such that the more stringent 
documentation and policy requirements 
of the legislation are not enforced if the 
UK entity in question falls to be an SME 
according to the definition prescribed by 
the European Union. 

Crucially the SME exemption will not 
be available where the counterparty 
jurisdiction involved in the transaction 
under review is a country with which the 
UK does not have a double tax treaty with 
a non-discrimination clause. This means 
that transactions with jurisdictions such 
as Dubai, Guernsey, Jersey, British Virgin 
Islands and others, will not be covered 
by the SME exemption. In addition, it 
should not be forgotten that one needs 
to consider the transfer pricing regime in 
the counterparty jurisdiction as usually 
whilst there will likely be a transfer pricing 
regime, there will not necessarily be an 
equivalent to the UK’s SME exemption. 

The UK rules require that those taxpayers 
within the rules consider their related 
party transactions on a regular basis, 
consider the most appropriate pricing, 
and document their thinking. This is a 
common requirement where a country 
has transfer pricing regulations. Interest 
and penalties can be applied where a 
taxpayer fails to consider transfer pricing 
appropriately. 

Increasingly UK SMEs are encountering 
transfer pricing issues at a relatively light 
level when they form entities in foreign 
countries. Typically these are cost centres 
providing services to the main group 
trading company, such as business 
development or technical resource (R&D 
for example), or limited risk distributors 
selling into new territories.

Typical transactions which are considered 
from a transfer pricing perspective 
include:
• Intra-group trading
• Management charges
• Intra-group financing
• Business restructuring
•  Contract R&D and other intra-group 

service provision
We are helping an increasing number of 
UK SMEs perform a functional analysis 
to determine the role of each entity, 
which then allows us to consider the best 
method of allocating profits and losses. 
We are also helping them develop the 
required documentation, and are able to 
introduce UK SMEs to other members 
of The Leading Edge Alliance when 
specialist local transfer pricing advice is 
required. 

Contact us
If you would like information or advice  
on how we can help you, please contact:

John Endacott 
Head of International Services 
Tax Partner 
john.endacott@pkf-francisclark.co.uk
T 01392 667000

Transfer pricing relates to the definition of terms and conditions (including prices) for transactions  
or dealings between related parties concerning goods, services, intangibles and finance. 
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PKF Francis Clark has eight offices in the 
South West: Exeter, New Forest, Plymouth, 
Poole, Salisbury, Taunton, Torquay and Truro. 
Please visit www.pkf-francisclark.co.uk 
for contact details of your nearest office.
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