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Abstract- Transfer pricing in managerial accounting represents the price at which a subsidiary within a group sells goods or 
services to another subsidiary of a group. Transfer prices are so important in managerial accounting because it affects the cost 
and revenues among transacting subsidiaries, resulting in a positive or negative performance evaluation of the profitability and 
management of a group’s entity or subsidiary. By verifying if the transfer pricing of a transaction / contract or the strategy used 
for a period of time is within the limits of the prices used on the independent market, the management could make financial 
decisions and adjustments in order to comply with the “free market” (independent and non-related party transactions) and also 
keep a good level of profitability. The model proposed looks at the return on total cost, the amount of profit attributable to a 
unit of total cost, obtained from affiliated transactions. The model will analyze a number of 43 large taxpayer from Romania, 
which activate on the market segment of manufacture of electrical / electronic equipment, other parts and accessories for motor 
vehicles. This model combines previous researches in the field of transfer pricing of the author, grouping them into a new tool 
for managers to better assess the level of profitability and transfer pricing risk of the entity managed. 
 
Index Terms- affiliated transactions, profitability, return on total cost, transfer pricing.  
 
I. INTRODUCTION 
 
The reliability of data encountered in transactions 
related with transfer pricing is frequently disputed 
both by practitioners and by academics. Transfer 
pricing is the most important problem in international 
taxation that the governments and the international 
entities have to deal with. [1] 

As a consequence of globalization, more and more 
businesses form multinational groups which locate 
activities across countries. This structure challenges 
the tax systems incorporated worldwide as 
intercompany transactions may involve many different 
jurisdictions. While there are risks associated with the 
taxation of group income, e.g. the double taxation of 
income, a group structure also offers opportunities for 
tax planning. [2] 

Because of the increasing level and number of 
transactions between affiliated parties and the data 
used in transfer pricing, the ability of managers to 
track down income flows and outflows between the 
entity managed and its related parties becomes 
increasingly difficult. 

According to OECD (2013) Draft Handbook in 
Transfer Pricing Risk Assessment [3], a tool that 
assesses the risk on transfer pricing is very helpful for 
the tax administrations, taken into consideration the 
sources of information available, the methods of 
gathering and factors. Considering these, a manager of 
a group company/ subsidiary, could use a similar tool 
to evaluate the profitability of the transactions made 
with the affiliated entities, if the group policy is 
respected or if the transfer prices used respect the 
arm’s length principle. Nowadays a manager of a 
subsidiary needs to permanently assess and to properly 
quantify the risk found in transfer pricing transactions. 

Transfer prices determine the costs and revenues of 

the affiliated companies that enter into a transaction. If 
the transfer price is too low, the selling entity earns a 
smaller profit, while the buying entity receives goods 
or services at a lower cost. This affects the 
performance evaluation of both entities in opposite 
ways.  

The main reason why a manager has to know the 
profit margin of the affiliated transactions and if it 
follows the market trend is to not be affected by any 
adjustments on transfer pricing or an audit by the tax 
administration. 

However attempts to correct inequities and abuse in 
one area, such as tax base erosion, can have the 
collateral consequence of double taxation of domestic 
entities. [5] 

The Romanian regulation is in line with OECD 
regulation regarding transfer pricing for multinational 
entities and for fiscal administrative. It also complies 
with the line established by the European Union Joint 
Transfer Pricing Forum (EUJTPF). 

In case the value found in related parties 
transactions is different from length’ arm, the fiscal 
authority can adjust the revenues or the expenditures 
that come from related parties transaction until they fit 
the market value. The adjustment of revenues obtained 
from related parties’ transaction could be done 
considering the prescription term that each state has. 
In Romania, the prescription term is 5 fiscal years. 
[9]-[10] 

The model proposed allows a manager to assess the 
return on total cost of a transaction/activity, with an 
affiliate, at every moment or monthly as long as the 
operating expenses and revenues of that transaction / 
activity is known. Additional information about the 
inter-group loans or royalty can be analyzed and 
verified if it complies with the arm’s length principle 
or national legislation. 
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Another important feature of the model is that it 
computes the value that has to be adjusted in order to 
comply with the arm’s length value and the corporate 
tax additionally paid or that has to be paid for the 
adjustment. 
 
II. METHODOLOGY OF RESEARCH 
 
The purpose of this research is to create and test an 
efficient primary analysis for the management of 
affiliated transactions regarding to the risk 
encountered in transfer pricing. The research aims to 
construct and test a TP monitoring application that in 
which certain transactions could be signaled as 
non-compliant with transfer pricing regulations.  

The main objectives of TP monitoring application 
would be: 
- higher degree of monitoring the TP risks of an 
entities transactions with affiliated partners; 
- evaluation and recommendations regarding to the 
cooperative compliance with the arm’s length 
principle in TP; 
- evaluation of the financial impact of the necessary 
adjustments on TP. 

The application tries to measure the transfer pricing 
risks of a specific entity and to provide several 
recommendations on the changes that are needed 
regarding the profit margin obtained in related party 
transactions. 

Into the model proposed the information that 
requires to be analyzed is inputted by the operator, 
which is then compared to the information in the data 
bases attached regarding the market trend for the 
NACE activity, royalty agreement rates on the 
industry segment and National Bank of Romania 
database of loan rates.   

The information that requires to be inputted in the 
application consist of company information and 
NACE code and financial and transfer pricing 
information. With regard to the second category, the 
operator has to know the revenues and expenses 
referring to the transaction or activity, the 
inter-company loans and rate of interest and the group 
policy referring TP. 

The first financial indicator analyzed by the module 
is the Return on Total Cost (ROTC), which is 
operating profit divided by total costs, it is compared 
as follows: 

Table I ROTC comparison with Group Policy 
Indicator Group Policy TP 
The ROTC is compared with the profit margin settled 
by group policy giving the following messages 
depending on the situation 

Confirmation The ROTC is the same as the group’s 
TP policy 

Warning #1 The ROTC is under the group’s TP 
policy 

Warning #2 The ROTC is over the group’s TP 
policy 

 

For the comparison with the market trend, the results 
from a previous research [5] on manufacturers of auto 
parts and electrical components were used.  
In the previous research independent companies that 
activate on the same market were identified with the 
database TPSoft [6], the only on-line database in 
Romania constructed to help, in any moment, 
minimize the risk associated with transfer pricing files 
for any commercial entity and to prepare it for an audit 
from the fiscal administration. 

The search in the database resulted in a number of 
19 independent companies that activate on NACE 
Rev.2 code 2931 and 2932. We calculated for every 
company the ROTC indicator on every year of 
2011-2015 and the average, then the interquartile 
range, to identify the market trend and the comparison 
range corresponding to the arm’s length principle. The 
results are presented in the following table. 

 
Table II Interquartile range of ROTC for independent 

companies 
 Lower 

Limit 
1st 
Quartil
e 

Media
n 

3rd 
Quartil
e 

Upper 
Limit 

ROT
C 
2011 

2,32% 4,30% 9,36
% 

21,15
% 

46,33
% 

ROT
C 
2012 

1,59% 5,44% 8,87
% 

22,95
% 

35,72
% 

ROT
C 
2013 

0,81% 4,37% 5,96
% 

20,36
% 

44,15
% 

ROT
C 
2014 

-12,72
% 2,29% 4,29

% 
19,16
% 

35,15
% 

ROT
C 
2015 

-5,41
% 3,56% 4,62

% 
13,34
% 

45,89
% 

AV
G. 
ROT
C 

-0,97
% 3,72% 6,40

% 
19,32
% 

40,61
% 

 
The transfer pricing method that was used to 

compare the profit margins of the large taxpayers to 
the independent companies that resulted from TPSoft 
was the transactional net margin method. According to 
the OECD guidelines on transfer pricing the 
transactional net margin method examines the net 
profit relative to an appropriate base (for example 
costs, sales, assets) that a taxpayer realizes from a 
controlled transaction. 

To find out if the ROTC of the tested entity respects 
the arm’s length principle, we compared the ROTC 
value with the interquartile range of the market for the 
period 2011-2015, range from 3.72% to 19.32%.  

Even the OECD in the revised TP guidelines [7] 
recommends, at par. 3.77, the use of multiple data 
because differences in business or product life cycles 
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may have a material effect on transfer pricing 
conditions that needs to be assessed in determining 
comparability. The data from earlier years may show 
whether the independent enterprise engaged in a 
comparable transaction was affected by comparable 
economic conditions in a comparable manner, or 
whether different conditions in an earlier year 
materially affected its price or profit so that it should 
not be used as a comparable. Multiple year data and 
averages can be used in some circumstances to 
improve reliability of the range. 

 
Table III ROTC comparison with market trend 

Observations issued by the module for ROTC value 
The ROTC is compared with the range between 1st 
quartile and 3rd quartile of the 2011-2015 average, 
giving the following messages depending on the 
situation 
Confirmatio
n 

The ROTC is within the interquartile 
range 

Warning #1 The ROTC is under the interquartile 
range 

Warning #2 The ROTC is over the interquartile 
range 

 
The second transactions analyzed by the module are 
the inter-group loans, more precisely the interest rates. 
These are compared with the interest rates set by the 
NBR for every month, in order to find out if the 
affiliated entities practice normal interest rates. 

In accordance with Fiscal Code and the OECD 
regulation, the interest that is established for sums 
borrowed or lend from related parties should comply 
with the arm’s length principle. The related parties 
should provide this evidence in their transfer pricing 
file.  If the value of interest is not in accordance with 
the market value, the fiscal authorities can adjust it, 
but double taxation can occur. 

The analysis of sums lent or borrowed takes into 
account the currency on which several sums are 
borrowed or lent, the date when the contract was 
signed and the interests that cover ROBOR, LIBOR 
and EURIBOR. Even though the interest is higher than 
the interest imposed by NBR, there is a possibility the 
company to compute it based on destructibility 
threshold. This refers to the fact that the interest is 
divided into: ROBOR/EURIBOR/LIBOR, deductible 
interest that is under NBR rate and non-deductible 
interest. 

The model analyzes the intragroup loans received 
by comparing the interest rate with the NBR interest 
rates for new credits - non-financial corporations 
depending on the currency and date of the contract, 
giving the following observations: 

 
Table IV Loans received analysis 

Observations issued by the module for loans received 
Observation 
#1 

The Interest Rate set is Under the 
NBR Rate for the month 

Observation 
#2 

The Interest Rate set is equal to the 
NBR Rate for the month 

Observation 
#3 
( warning ) 

The Interest Rate is above the NBR 
Rate => the amount above the 
threshold needs to be considered as 
non-deductible expense or the rate 
has to be adjusted as the level of the 
NBR Rate for loans received or under 
in order to comply with the arm's 
length principle regarding TP 

 
For the loans given the model compares the interest 
rate with the NBR interest rates for new deposits - 
non-financial corporations depending on the currency 
and date of the contract, giving the following 
observations: 

 
Table V Loans given analysis 

Observations issued by the module for loans received 
Observation 
#1 

The Interest Rate set is Under the 
NBR Rate for the month 

Observation 
#2 

The Interest Rate set is equal to the 
NBR Rate for the month 

Observation 
#3 
( warning ) 

The Interest Rate is under the NBR 
Rate for loans given => the rate has to 
be adjusted at the level of the NBR 
Rate for loans given or above in order 
to comply with the arm's length 
principle regarding TP 

 
The final transactions analyzed by the module are 

the percentage of royalties paid by the entity to the 
group for the Intangible Property received (if any). 
The median value of the comparable transactions was 
calculated based on the public royalty licenses for the 
automotive and connected industries. The median 
value obtained was 3%.  

Table VI Royalty analysis 

Observations issued by the module for royalties paid 

Observation 
#1 

The Royalty Rate set is Under the 
Median of the Market Trend 

Observation 
#2 

The Royalty Rate set equal to the 
Median of the Market Trend 

Observation 
#3 
( warning ) 

The Royalty Rate set is Above the 
Median of the Market Trend 

 
The final part of the model helps the manager to assess 
in numbers the impact of a possible adjustment in the 
profitability indicator. 

The model calculates two sets of adjustments of the 
financial indicator, the first at the level of the group’s 
TP policy and the second at the level of the median for 
the market trend profitability. 

The adjustments are calculated by the module only 
where the adjustments have to be made (where the 
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profit margin resulted does not match the group’s TP 
margin or the range of the independent market), in any 
other case the module won’t return anything. After the 
adjustment the manager is presented the amount of 
corporate tax paid (16% of operating income) extra or 
that is needed to be paid. 

 
The formulas used in the adjustment are: 
 
(1) New Operating Income (after adjustments) = 
Operating Expenses * (1+Median/100) 
 
(2) Adjusted Operating Income = New Operating 
Income – Old Operating Income 
 
(3) Additional Corporate Tax = Adjusted Operating 
Income * 16% (rate of corporate income tax in 
Romania) 
 
III. RESULTS AND DISCUSSION 
 
The proposed model conducts not only supervise an 
important aspect that troubles subsidiary manager, but 
also provides several recommendation that can be 
applied in order to decide which way to act regarding 
the transfer pricing operations.  
Based on the recommendations the human factor will 
decide if the transfer pricing transactions have or not 
have a compliance risk with the group’s policy or the 
arm’s length principle. This is due to the fact that he 
can conduct an additional analysis based on additional 
information that he checks. 
In order to reveal the importance of the model 
proposed, we conducted an additional analysis using 
financial information from 2016 for 43 large taxpayers 
from Romania that are considered to be part of 
multinational enterprises and where selected in the 
year 2016 in the large taxpayers category. The 
companies selected have as primary activity NACE 
codes 2931 manufacture of electrical and electronic 
equipment for motor vehicles and 2932 manufacture 
of other parts and accessories for motor vehicles, 
similar to the independent entities consider. 
To calculate the ROTC indicator on the large 
taxpayers, we took into consideration the total 
incomes as operating incomes and total cost as 
operating costs. Also because the public information 
regarding financial data on companies is very few, 
especially with related parties, we assumed that all the 
transactions were made with affiliated entities. The 
ROTC resulted for every company was compared with 
the interquartile range of the period 2011-2015 from 
the independent companies. The results are presented 
in the following table.  

Table VII ROTC of large taxpayers 

Companies 
with ROTC 
under the range 

Companies 
with ROTC in 
the range 

Companies 
with ROTC 
over the range 

24 16 3 

According to the information above, we can conclude 
that 55% of the companies tested have a return on total 
cost result under the range of the market trend of the 
period 2011 – 2015 and only 7 % have a return on total 
cost above the range while 36% of the companies 
tested are within the range. 
Fig. 1 presents the ROTC calculated for every large 
taxpayer tested as well as the average interquartile 
range resulted from the independent parties. 

 
Fig. 1 ROTC value chart of large taxpayers tested 

 
Further into the analysis we calculated for every large 
taxpayer the new adjusted income, so that the new 
ROTC is at the level of the median of the interquartile 
range, the difference between the old income and the 
new adjusted income as well as the corporate tax 
income paid extra or that has to be paid.  
The calculations were made in order to commensurate 
the impact of the adjustments to the level of the 
median. 
According to the information in table 8, for the 
companies that had a ROTC value under the 
interquartile range, the lowest adjustment on operating 
income (new adjusted operating income minus old 
operating income) was 7.7 million RON (the 
equivalent of 1.7 million EUR) and the highest 
adjustment on operating income was 100.2 million 
RON (the equivalent of 21.9 million EUR). 
 
According to the information in Table VIII, for the 
companies that had a ROTC value over the 
interquartile range, the lowest adjustment on operating 
income (new adjusted operating income minus old 
operating income) was -16.3 million RON (the 
equivalent of -3.5 million EUR) and the highest 
adjustment on operating income was -64.3 million 
RON (the equivalent of -14 million EUR). 

 
Table VIII Operating income adjustments 

 ROTC under Q1 
in RON 

ROTC over Q3 
in RON 

Lowest 
adjustment 7.782.484,29 -16.389.291,88 

Highest 
adjustment 100.247.452,23 -64.370.115,63 
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Total 
adjustments 911.005.185,27 -121.369.505,81 

Corporate 
income tax 145.760.829,64 -19.419.120,93 

According to the information presented above, for the 
companies that had a ROTC value over the 
interquartile range, the lowest adjustment on operating 
income (new adjusted operating income minus old 
operating income) was -16.3 million RON (the 
equivalent of -3.5 million EUR) and the highest 
adjustment on operating income was -64.3 million 
RON (the equivalent of -14 million EUR). 
The total amount of adjustments for the companies 
with the ROTC under the range is 911 million RON 
(199 million EUR) with a corporate income tax of 
145million RON (31.8 million EUR). 
The total amount of adjustments for the companies 
with the ROTC over the range is 121.3 million RON 
(26.5 million EUR) with a corporate income tax of 
19.4 million RON (4.2 million EUR). 
 
CONCLUSIONS 
 
The present research proposes a model though which 
the risk encountered in transfer pricing could be 
properly assess and managed by a subsidiary manager. 
The model is based on financial data and group 
information that are available at the financial 
department of every company. The financial 
information used, from the large taxpayers, in the 
research is publicly available on the website of the 
Ministry of Finance. The data regarding the 
interquartile range used to which the financial 
indicator, ROTC, was compared is collected from a 
previous research on transfer pricing of the author. 
The downside of this application is related with the 
fact that it cannot be used for financial institutions and 
for the entities that belong to insurance industry due to 
the complexity of transactions and of the regulation 
that this entities have to comply with. For other 
industries this module can be used by a subsidiary 
manager to permanently assess the transfer pricing 
profit margin for the transactions with affiliated 
entities. The research reveals that out of the 43 large 
taxpayers tested, 24 of the companies have a return on 
total cost result under the range of the market trend of 
the period 2011 – 2015 and only 3 companies have a 

return on total cost above the range while 16 
companies tested are within the range. 
The module developed proved its importance 
following the research conducted and can be used by 
an entities manager to assess the risk or compliance 
with the transfer pricing regulations and/or group 
policy. Although the transfer pricing file for affiliated 
transactions is made or updated every year based on 
the master file of the group company or individual 
national analysis the module reveals the profit margin 
of the affiliated transactions during the year, important 
information that a financial manager could use in early 
base adjustments.  
Additional future research will focus on trying to 
create a transfer pricing analysis module that also 
takes into consideration other important aspects such 
in a transfer pricing comparison report such as the 
function and risk analysis and also to allow the 
manager to test different types of services or 
transactions in accordance with the activity that it is 
performing. 
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