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A Framework of Transfer Pricing Tax Strategies  for Multinational Companies and the Tax Regulations in Egypt  Professor Dr. Wagdy M. Abdallah Seton Hall University Abstract Purpose – The purpose of this paper is to build a framework for transfer pricing tax strategies by multinational companies having subsidiaries in Egypt and the guidelines issued by Egyptian Tax Authority (ETA). The purpose of this paper is fourfold: (1) to explore Egypt as an emerging economy and the importance of transfer pricing tax regulations; (2) to investigate different and similar objectives of using transfer pricing by both MNCs and ETA; (3) to examine the Egyptian transfer pricing tax regulations and discuss the pros and cons of the transfer pricing guidelines; and (4) to make recommendations for both MNCs and ETA with respect to the use and taxation of transfer pricing transactions Design/methodology/approach – The author briefly reviews the relevant literature on transfer pricing tax strategies of MNCs and the tax regulations of developing countries and presents arguments supported by prior research, leading to a needed research in the area of transfer pricing in Egypt. Findings – The author proposes that both MNCs and ETA have to be concerned about transfer pricing issues such as transfer pricing policy review, tax audits, advanced pricing agreement programs, avoidance of any conflicts with the OECD’s guidelines and detailed taxation of intangible assets combined with fair and transparent tax guidelines Research limitations/implications – This study is limited to the overall framework of the transfer pricing taxation of Egypt. There are several components need to be addressed in future research, such as documentation, taxation of e-commerce and intangible assets. Another area that might be derived from this study could be direct at using collected data for empirical studies of Egyptian subsidiaries to explain the impact of implementing the ETA’s regulations on foreign investments in Egypt. Practical implications – From a practical standpoint, this study demonstrates that both of MNCs and tax authorities have to make a compromise and agreement on many tax issues and the best way to overcome all tax dispute problems is to use the advanced pricing agreement programs and the consistency with the OECD’s guidelines. Originality/value – This study is the first most comprehensive framework of transfer pricing taxation of Egypt with a detailed analysis of how to avoid future conflicts and disputes between MNCs and the Egyptian government.
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1. Introduction  The global strategy of transfer pricing for multinational companies 9MNCs) includes the following components: (a) exploration of the scarce economic resources in Middle East countries, especially in Egypt, (b) selection of countries with low income taxes on foreign subsidiaries and their investment, (c) well-chosen countries with low tariff & quota restrictions and (d) manufacturing their products in the least cost producing countries & sell them in the bestselling markets (Abdallah, 2008). In doing do, MNCs have certain objectives of pricing their products or services transferred from the Egyptian subsidiary to another foreign subsidiary in a different country or to the parent company in the home country. However, a MNC may face a dilemma of choosing the right transfer price as their products or services transferred among their own foreign subsidiaries between two different countries with different tax rates, tax regulations, duties, tariffs and many other factors. For MNCs, in making global pricing decisions, is an important, complex, and complicated issue because these decisions have a significant impact and consequences on other functions of MNCs (Abdallah, 2004). Governmental tax authorities around the world, especially Egyptian Tax Authorities (ETA), are limited by their geographic boundaries to a national border limit and they have completely different objectives of taxing transfer pricing transactions than MNCs. ETA has completely different objectives for tax regulations for Egyptian subsidiaries on any income generated as a result of pricing the transferred products or services at a fair and acceptable price. The purpose of this research paper is fourfold: (1) to explore Egypt as an emerging economy and the importance of transfer pricing tax regulations; (2) to investigate the objectives of using transfer pricing methods and techniques by both MNCs and the ETA to know if there are any irreconcilable differences between their objectives; (3) to examine the Egyptian tax regulations on transfer pricing transactions and to discuss the pros and cons of the transfer pricing guidelines issued the ETA; and (4) to make recommendations for both corporate financial officers (CFO) of MNCs who manage Egyptian subsidiaries and the ETA with respect to the use and taxation of transfer pricing transactions. In the next section, the related literature will be reviewed. The third section presents the characteristics of Egypt as an emerging market and the need for fair and transparent transfer pricing tax regulations. The fourth section discusses the objectives of transfer pricing strategies of MNCs operating and investing in Egypt and the objectives of the taxation on transfer pricing transactions by the ETA. Conclusions, including possible areas for further research, are presented in the final section.



2. Literature Review    To date, the literature on the use of global transfer pricing by MNCs as a tool for  managerial decisions of multinational companies (MNCs) has not been discussed to the same  extent as other tools of managerial; international accounting; and tax issues. The fast  development of technology and the growing volume of intangible assets through the internet  involved in transfer pricing situations makes this research paper an important area of study.   A Framework of Transfer Pricing Tax Strategies in Egypt    
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Most research efforts of accounting scholars have addressed the issue of international transfer  pricing and intangible assets based on traditional techniques of global business in the U.S. and  different countries around the world.   Moreover; the accounting literature is full with universal  remedy but often impractical solutions (Abdel‐Khalik and Lusk, 1974; Eccles, 1985; Grabski,  1985; Leitch and Barrett, 1992; Emmanuel and Mehafdi, 1994; Anctil and Dutta, 1999; Abdallah  2001; and Abdallah 2002).  The fast growth of computer technology, removal of trade barriers,  and the legal compliance with the tax regulations of host and home countries complicate the  issue of using appropriate transfer pricing systems of intangible assets for both MNCs and tax  authorities.       In recent years, extended research has not been undertaken on the use of international  transfer pricing techniques that are founded on the use of internet.  In MNCs, however;  international taxation complicates transfer pricing and performance evaluation problems.  These problems have been addressed using traditional approaches.  Although it has attracted a  tremendous theoretical and empirical research effort to solve its technical issues, it is equally  pertinent the combination of e‐commerce and transfer pricing issues of intangibles have been  overlooked.   



3. Egypt as emerging economy and Taxation on Transfer Pricing  Transactions    After the overthrow of the former president Mubarak almost four years ago, and during  the short term of the Muslim Brotherhood's group, Egypt's economy plunged into a downward  spiral marked by rising unemployment, widen the gap between the poor and the rich,  increasing budget deficits and deteriorating foreign currency reserves (Parasie, 2014).   In 2012,  the Egyptian government undertook many difficult economic decisions, to meet the budget  deficit and the sharp increase in domestic debt (Anonymous, 2015).    Since the election of Al Sisi as the country's president in 2014, Egyptian authorities have  started several financial reforms, including cutting subsidies and freeing up resources to invest  in vital sectors such as health, education and infrastructure.    Then the economy has begun to  recover after four years of slow activity. As stated by the IMF's mission chief for Egypt Chris  Jarvis "Policies implemented so far, along with a return of confidence, are starting to produce a  turnaround in economic activity and investment" (Parasie, 2014).     Despite the Egyptian revolution in 2011, the Gross Domestic Product (GDP) in Egypt  expanded 4.30 percent in the fourth quarter of 2014 over the same quarter of the previous  year. GDP Annual Growth Rate in Egypt averaged 3.81 percent from 1992 until 2014, reaching  an all‐time high of 7.30 percent in the first quarter of 2008 and a record low of ‐4.30 percent in  the first quarter of 2011. GDP Annual Growth Rate in Egypt is reported by the Central Bank of  Egypt.   
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In 2015, the most important decisions include: raising the prices of petroleum products,  raising electricity, gas and water prices, determining the maximum and the minimum wage,  imposing new taxes including a new surtax, the "wealth tax" for the first time on individuals  whose annual income is more than one million Egyptian Pound and having the long live Egypt  donated Fund to support the Egyptian economy (Anonymous, 2015).  The above decisions were  criticized as not enough and the economic crises in Egypt may be resolved by developing a  comprehensive economic plan, rather than temporary fiscal and monetary management to  save the value of the Egyptian pound (Ibid).      With respect to taxation in Egypt, taxes are divided into two categories: direct taxation  of individual and legal business entities on their profit and indirect taxation of goods and  services.  Over the last decades, Egypt has made several changes in its corporate tax system.    However, the development and implementation of taxation on transfer pricing transactions in  Egypt has become the recent focus of both the ETA and the MNCs operating in Egypt.     International organizations consider transfer pricing a development financing issue for both  MNCs and host governments and without adequate tax revenues, Egypt's ability to mobilize  domestic economic resources for development may be significantly affected.      As the Egyptian economy is expected to grow considerably in the future, MNCs will  expand their footprint on the country. The prospect of their increased investment has elevated  the discussion about the state of taxation of transfer pricing transactions by ETA in the country.    However, over the past years, there has been considerable debate regarding the most  appropriate transfer pricing regime for Egypt.  The implementation of the arm's‐length (or  market price) standard, the central issue of the transfer pricing regimes of most countries and  the OECD transfer pricing guidelines, needs intensive and costly efforts for the ETA to be  implemented.  Alternative approaches, such as resale price or cost plus methods for  intercompany transactions, have been suggested, but these approaches, while simpler to  administer, may not have acceptance of ETA and still require agreement on the definitions of  cost and formulas of the markup or the fixed margin.    



4. Objectives of Transfer pricing for MNCs and ETA: are there irreconcilable differences? Any transfer pricing method employed must, as a necessity, help the MNC to achieve its global strategic and financial organizational objectives. Firms set out to achieve several objectives with their global transfer pricing policies. These may primarily include helping corporate management to co-ordinate branches and subsidiaries in order to achieve corporate goals and motivate managers (Oyelere and Turner, 2000.) In general, the objectives of international transfer pricing policies of MNCs may be divided into internal and external sets of objectives as illustrated in Figure (1). The first internal set of objectives includes: (1) consistency with the system of performance evaluation of foreign subsidiaries; (2) motivation of foreign subsidiary managers; and (3) achievement of goal congruence (harmonization). The second external set consists of certain objectives that are more A Framework of Transfer Pricing Tax Strategies in Egypt    
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relevant to the global business operations. These objectives include (1) reduction of income taxes, (2) reduction of tariffs and duties on imports and exports, (3) minimization of foreign exchange risks, (4) avoidance of a conflict with foreign countries’ governments, (5) management of global cash flow, and (6) competitiveness with other companies in the international markets.



Figure (1)‐ Objectives of Transfer pricing policies of Multinational Companies        



Objectives of Using     Transfer Pricing by    Multinational    Companies   



Domestic  Business  Transactions 



• • • •



Motivation for managers  Divisional Autonomy  Performance Evaluation  Goal Harmonization 



                             



International Business Transactions



• • • • •



Less Corporate Taxes  Less Duties & Tariffs   Foreign Exchange Risks  Competition  Government Relations 



Over the years, global transfer pricing has become a major global business issue of MNCs and a nightmare problem for their corporate financial officers (CFOs). MNCs, in theory, have the ability to use their global transfer pricing policies to maximize their global profits. Practically, developing these policies is the most difficult and sophisticated pricing decision. A MNC has to manage its overseas production and marketing policies in a world characterized by different taxation policies and rates, daily fluctuated foreign exchange rates, governmental regulations and interventions, currency manipulation, and other economic, political and social complicated issues. Such market characteristics create high transaction costs for a MNC when it uses its regular marketing techniques and strategies. For MNCs, they may able to create an A Framework of Transfer Pricing Tax Strategies in Egypt    
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internal market if they want to avoid these problems and any costs associated with them. Allocation of resources among domestic and foreign subsidiaries requires the top management of a MNC to set up the appropriate global transfer pricing policy for their international activities to achieve their intended objectives. Top management of MNCs and Egyptian subsidiary managers must understand the objectives for using transfer-pricing policies within their organizations. They need to know how these interrelated corporate objectives can affect each other (Knowles and Mathur 1985; 12). However, for MNCs, any manipulation of transfer pricing systems may have a significant impact on many areas of the worldwide economy, including both home and host countries (such as Egypt). The impact of transfer pricing policies includes effects on balance of payments and foreign and domestic formation of capital investment. By charging higher transfer prices on goods transferred into or services performed to an Egyptian subsidiary, the MNC can limit an Egyptian subsidiary’s export abilities or avoid controls on foreign remittance by “tapping-off excess profits” (Greenhill and Herbalzheimer 1980). Imposing low transfer pricing on sales of Egyptian subsidiaries will reduce customs duty payments paid to the ETA and help subsidiaries to compete in foreign markets against other local competitors. Moreover, local management may be remunerated, in part, by results and artificial transfer prices would undermined the objective of this and may damage the business by demoralizing management (Abdallah, 2004). For the ETA, the arm's-length (or market price) standard has been endorsed by both the OECD and the U.N. as the theoretical backbone of the world's transfer pricing regimes. However, implementing the standard, especially in Egypt, or any other developing countries, can be challenging and expensive. The lack of local comparable products and market prices is a persisting problem throughout the developing world. International organizations consider transfer pricing a development financing issue - without adequate tax revenues, a country's ability to mobilize domestic resources for development may be hampered (Curtis et al, 2012).  Although there are significant challenges associated with the implementation of the transfer pricing systems based on the arm's-length standard in Egypt, the benefits likely outweigh the perceived costs. Therefore, stable transfer pricing regimes have the potential to increase muchneeded tax revenues for Egypt and attract more foreign direct investment to the country. In 2005, Egypt was the first county of the Middle East to introduce transfer pricing tax regulation by issuing Law Number 91 and the tax rate was reduced from 42 to 20 percent. In 2008, for the first time, the ETA issued instructions for corporate taxpayers to identify their related-party transactions, select an appropriate transfer pricing method, and prepare transfer pricing studies demonstrating compliance with the arm's-length principle. Egyptian law allows taxpayers to use the comparable uncontrolled price (CUP) method, which has priority over the cost plus and resale price methods (Bell, 2009). In December 2010, with the help of the OECD, the ETA issued the country’s first transfer pricing guidelines on application of the arm's-length principle, comparability analysis, the use of transfer pricing methods, and documentation that very much follow those set forth by the OECD. The guidelines begin to expand the country's transfer pricing regulations established in 2005 and is applicable to domestic as well as cross-border related-party transactions (Zhang and Farag, 2014 and Wright, 2011). Specifically, the guidance-which includes illustrations A Framework of Transfer Pricing Tax Strategies in Egypt    



7 | P a g e  



outlines the approach a corporate taxpayer should consider in applying the arm's-length standard; addresses comparability and functional analyses; and notes factors taxpayers should consider in their analyses, such as contractual terms, economic conditions, business strategies, and government regulations (Wright, 2011). 5.



The Pros and Cons of Taxations on Transfer Pricing in Egypt Egypt's domestic tax legislation has contained basic transfer pricing provisions since its reform, and the issuance of Egypt's tax law, in 2005. However, until recently, apart from a small number of articles clarifying the scope of the transfer pricing provisions and the three principal acceptable pricing methodologies (comparable uncontrolled price, resale price and cost plus method), little clarification had been issued by the ETA as to the application of the law's transfer pricing provisions. In December 2010, the ETA released a comprehensive set of transfer pricing guidelines, produced in close partnership with the OECD. The guidelines are of particular interest in that they are the first, globally, to have been issued in the Arabic language (with an accompanying English version) and it looks likely that other Arabic-speaking jurisdictions will look to issue transfer pricing guidance in the future, they may utilize the form and content of the ETA guidelines. Before the issuance of the new guidelines in 2010, the ETA has not been particularly active in establishing specific transfer pricing audits or inspections for MNCs operating in Egypt. However, Egyptian taxpayers have, increasingly, seen company certified public accountants or auditors look to clients, requiring them to justify transfer pricing of related party transactions and show evidence of the policies used. Upon their release, the head of the ETA explicitly acknowledged the degree of subjectivity inherent to transfer pricing and stated that the ETA would work with taxpayers to achieve a clear and flexible interpretation of the law and its application. Also, the guidelines state that taxpayers who provide sufficient documentation proving that they have exerted efforts to establish transfer prices that comply with the arm'slength principle are likely to be assigned a low tax risk rating by the ETA. Such a low tax risk rating should ultimately operate to decrease the degree of tax compliance and audit defense efforts placed on the taxpayer in question. Now, the ETA should be concerned that transfer pricing tax strategies could be used by MNCs to shift income from high tax jurisdictions, such as Europe, to low tax jurisdictions. As shown in Figure (2), the proper transfer pricing regulations from the ETA’s perspective should have the following objectives: (a) increase income tax revenue for Egypt, (b) close loopholes in the Egyptian tax system, (c) eliminate all forms of tax evasion, (d) stop shifting profits from one tax jurisdiction to another, and (e) use arm’s-length rules.
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Figure (2)‐ Objectives Taxing Transfer Pricing Transactions by the Egyptian Tax  Authorities                                                



Objectives of Taxing  Transfer pricing  Transactions 



Increase Tax  Revenues  for Egypt 



Stop  Shifting  Profits 



Use Arm’s‐ Length  Rules  



Close  Loopholes 



Eliminate  Tax Evasion 



 



The guidelines issued by the ETA set out a four step process that outlines the scope of the authorities' expectations, in terms of the documentation it would expect taxpayers to have in place (ETA, 2010); the four steps include the following: (1) Identified the inter-company transactions in question and provide an overview of the nature of such transactions; (2) Showed the rationale used to select the most appropriate transfer pricing method(s); (3) Illustrated the analysis conducted in order to determine the reliability of data used; and, (4) Determined the appropriate arm's-length price and introduce a review process to identify and reflect any future variations in such price(s). However, Egyptian tax law does not require that transfer pricing documentation is submitted to the ETA along with its corresponding tax return; however, supporting documentation should be available for submission on a timely basis. It is important to know that one key area of the transfer pricing regulations which remains unclear is that of benchmark data that might be used in the documentation process. The unavailability of any country-specific, or regional, information database upon which benchmarking criteria might be based and documented. Moreover, the ETA has no intention to provide any Egyptian financial information which they have access to, to assist taxpayers. A Framework of Transfer Pricing Tax Strategies in Egypt    
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The ETA has made no announcement about the suitability of alternative benchmark data (as used elsewhere in the world) other than to state, at the launch of the guidelines, that data and documentation used for the purposes of transfer pricing compliance in other jurisdictions may be also used, where applicable, to support the transfer pricing position of Egyptian taxpayers. This may prove to be problematic in that, although in terms of the issue of tax authority challenges, inspections and audits, the burden of proof in transfer pricing, and tax compliance in general, in Egypt initially rests with the local tax authorities. However, the ETA has the power to adjust the amount of tax due on the basis of the data included in the corporate tax return and its supporting documentation. In the event of such an adjustment being found and made, then the burden of proof shifts from the ETA to the taxpayer. In the absence of readily available information it may prove a challenge for companies to defend themselves. In terms of documentation to be prepared, it should be noted that taxpayers may prepare or maintain their transfer pricing documents in languages other than Arabic. However the ETA does have the power to require an Arabic translation to be provided. Documents relating to transfer pricing should be retained for at least five years, starting from the legal deadline for filing each tax return. It should, however, be noted that keeping transfer pricing documents for a longer period is preferable, especially when such documents relate to long-term transactions. In the event that taxpayers have not complied with Egypt's transfer pricing regulations, the ETA is authorized to adjust a business entity's taxable profit if it is found that circumstances set between affiliated companies, for their related-party transactions, are not according to arm'slength standard. For any intentional understated tax liabilities, due to a non-compliance with transfer pricing regulations, could result in imposed penalties on underpaid tax which may range between 5% and 80% of the tax due, depending on the significance of the liability understated. Another important issue needs to be considered by the ETA which is the avoidance of any significant differences between the Egyptian transfer pricing tax regulations and the OECD’s internationally agreed on transfer pricing principles. This will help to avoid any disputes and competent authority procedures between the ETA and the MNCs operating in Egypt. However, there are several important key issues which are missing from the Egyptian tax regulations of transfer pricing transactions. They include: advanced pricing agreements (APA), transfer pricing tax regulations of intangible, services, e-commerce transactions, and permanent establishments. In general, it is obvious that the ETA has done a great job to allow taxpayers to understand what practical guidelines and give the space to corporate taxpayers to document their related party transactions and to comply with the new ETA regulations. However, there is still a way to go to really leave the tax landscape in Egypt with a transfer pricing regime and framework that allows the taxpayer to be confident all relevant requirements have been met and the ETA will have difficulties in implementing the guidelines because of the unavailability of a local data base of comparable, third-party information to help a transfer pricing comparability analysis. With respect to the APA programs, the ETA needs to give incentives for MNCs to use the right price by offering the APA program. The ETA should accept the fact that no matter how A Framework of Transfer Pricing Tax Strategies in Egypt    
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much it refines and expands its tax regulations on transfer pricing it will not eliminate the potential disputes over arm's length pricing. The APA process, which they formally is intended to provide a framework agreement between the corporate taxpayers and the ETA in advance and so avoid (or reduce) the debate at the time of tax audit. There are many tax authorities around the world have been actively promoting and refining the APA process both with taxpayers and other tax administrations. The International debate on APA's really began with the issue by the OECD of the revised "Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations" in July 1995. Other tax administrations who have responded by actively introducing or updating their own APA programs include: Australia; Canada; Japan; Korea; Mexico; New Zealand; Spain; the Netherlands; and the United States. Now, it is the time for the ETA to include the APA in its transfer pricing tax regulations.



  6. Concluding remarks and recommendations  This research paper investigates the transfer pricing tax strategies used by MNCs in managing and financing their Egyptian subsidiaries and the taxation of transfer pricing transactions by the Egyptian Tax Authority (ETA). The purpose of this paper is fourfold: (1) to understand the characteristics of the Egyptian economy as emerging market and the need for establishing the most appropriate transfer pricing regime in Egypt to increase new investments; (2) to investigate the objectives of using transfer pricing methods and techniques by both MNCs and the ETA to know if there are any irreconcilable differences between their objectives; (3) to examine the Egyptian tax regulations on transfer pricing transactions and to discuss the pros and cons of the transfer pricing guidelines issued the ETA; and (4) to make recommendations for both corporate financial officers (CFO) of MNCs who manage Egyptian subsidiaries and the ETA with respect to the use and taxation of transfer pricing transactions. Global transfer pricing is clearly the current hot and important topic in international taxation and it will continue to be a major issue for both MNCs and tax authorities around the world including Egypt. For every MNC across the globe, transfer pricing has become a critical issue in their strategic tax planning and executive managerial decision making. Any technique of charging abnormal transfer prices for related-party cross border transactions in the global market may result in either capital flight, import-duty fraud, or income tax evasion. The key playing factor is in the way MNCs set up their prices by creating abnormal transfer prices which will result in erasing or minimizing all the profits and paying almost nothing to local and home tax authorities. Moreover, MNCs have to be concerned about transfer pricing tax audits. Transfer pricing remains the number one tax issue for MNCs. They must pay close attention to transfer pricing issues. Another important issue is the transfer pricing policy review. How often do MNCs need to review their transfer pricing systems to be ready for any transfer-pricing audit by tax authorities? What are the main pros and cons of the currently used transfer pricing system? Moreover, one of the problems encountered by MNCs in reviewing their transfer pricing systems included lack of comparable systems and concerns about the acceptability of their pricing systems by Egyptian, American, British, French, Chinese, or other foreign tax authorities. A A Framework of Transfer Pricing Tax Strategies in Egypt    
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main advantage of an internal review of the transfer pricing system is increased confidence in the MNC’s policy and documentation. For the ETA, there ae many things need to be included in the set of guidelines of taxation for transfer pricing transactions. First of all, it needs to avoid any disputes and competent authority procedures between the ETA and the MNCs operation in Egypt. Moreover, the ETA should avoid any significant differences between the Egyptian transfer pricing tax regulations/guidelines and the OECD’s internationally agreed on transfer pricing principles. Second, the APA programs should be included in the Egyptian tax regulations of transfer pricing transactions. Third, the Egyptian transfer pricing tax regulations and guidelines should include detailed information of taxation on intangible, services, e-commerce transactions, and permanent establishments. With respect to the advanced pricing agreement (APA), the ETA needs to give incentives for MNCs to use the right price by offering the APA program. The ETA should accept the fact that no matter how much it refines and expands it tax regulations on transfer pricing it will not eliminate the potential disputes over arm's length pricing. The APA process, which they formally is intended to provide a framework agreement between the corporate taxpayers and the ETA in advance and so avoid (or reduce) the debate at the time of tax audit. There are some limitations of this study. The study is limited to the overall framework of the transfer pricing taxation of the Egyptian tax regulations. There are several components of the Egyptian tax system need to be addressed in further future research, such as the transfer pricing documentation, taxation of e-commerce and intangible assets. Another area of future research that might be derived from this study could be direct at using collected data for empirical studies of Egyptian subsidiaries of foreign MNCs to explain the consequences or the impact of implementing the ETA’s regulations and guidelines on the foreign investment in Egypt.
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