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Abstract

Generally, transfer pricing treatments do not reflect direct distinction between the type or size of the
entity. SMEs are not able to bear the high administrative burden to comply with transfer pricing rules
like as the large entities. Therefore, some European countries introduced specific transfer pricing rules
for SMEs or excluded SMEs from transfer pricing rules. Our paper focuses on transfer pricing simplified
measurements for SMEs operating in individual NACE sectors in the Czech Republic. The most
important sectors, where SMEs operate, represent agriculture, forestry and fishing; manufacturing,
construction, professional, scientific and technical activities, accommodation and food, real estate
activities, information and communication, and wholesale and retail trade, repair of motor vehicles.
The aim of paper is to propose transfer pricing rules for SMEs in the context of their specificity in order
to reflect sectoral and size-classes differences in the Czech Republic. The proposed rule is in the form
of safe harbours whose lower limits start at 2 percentage points and upper limits finish at 24 percentage
points depending on the sectors where SMES operate.
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1. Introduction

The European Commission (2003) provides the definition of the Small and medium-sized
enterprises (hereinafter SMEs) according to the number of employees and their turnover or balance sheet
total. Based on it, SMEs are categorized on micro, small and medium-sized enterprises, i.e. medium-
sized enterprises are defined SMEs as enterprises which employ fewer than 250 persons and which have
an annual turnover not exceeding EUR 50 million, and/or an annual balance sheet total not exceeding
EUR 43 million; small enterprises are defined as enterprises having less than 50 employees and turnover
or balance sheet total of less than EUR 10 million, and microenterprises as a firm with less than 10
employees and a balance sheet or turnover below EUR 2 million.

Based on the definition of SMEs used by the European Commission, SMEs account for over
99% of all companies in each European country. They operate in a wide range of sectors, further they
contribute significantly to total employment, however, their contribution differs by sectors (i.e. they
provide 89 mil. jobs, mainly in the service sector) as states European Commission (2014). Furthermore,
SMEs contribute a considerable proportion of value-added, which differs by countries (in most countries
accounting for between 55% and 75% of value-added).

At the same time, SMEs face particular challenges and tax obstacles. There are 28 different tax
systems in Europe which may inherently disadvantage SMEs due to their size and may have distortive
impacts on commercial decisions and between different business forms and different business activities.
The disproportionately high impact of regulatory requirements also creates the disproportionately high
costs of tax compliance in comparison with large enterprises (hereinafter LES). Understanding of the tax
system and proposal of SME-specific tax rules are therefore critical in the growth of SMEs. As the
taxation of SMEs, and the provision of SME-specific tax rules can, if carefully designed, play a useful
role in addressing the challenges and the disproportionately high tax compliance burdens faced by SMEs
(OECD, 2015).
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The aim of paper is to propose transfer pricing rules for SMEs in the context of their specificity
in order to reflect sectoral and size-classes differences in the Czech Republic. The proposal should also
take into account the Guidelines on Low Value Adding Intra-Group Services issued by the EU Joint
Transfer Pricing Forum and proposed modifications to chapter V11 of the OECD TP Guidelines relating
to low value-adding intra-group services based on the BEPS action 10.

2. Theoretical Background

In the international tax area there are exist a lot of issues, but one of them transfer pricing
continues to be the most important international tax issue that many enterprises face. As mentioned
(Green, 2008) transfer price in the context of the tax legislation is the price at which one entity supplies
something (goods, services, the right to use tangible or intangible assets, loans, guarantees and other
financial transactions) to another associated entity!. This associated entity usually engaged in cross-
border transactions can used special conditions resulting from their relationship for the base erosion and
profit shifting (hereinafter BEPS) as states Roji¢ek (2012). Further as Nerudova and Solilova (2011),
Swenson (2001), Szarowska (2010) and Buus (2009) add it is possible through transfer prices to reduce
tax risks and overall tax liability of the associated enterprises. To avoid this practice and to ensure the
correct application of the separate entity approach?, the OECD® member countries and other countries
have adopted the arm’s length principle, under which the effect of special conditions on the levels of
profits should be eliminated.

The authoritative statement of the arm’s length principle is incorporated in paragraph 1 of the
Acrticle 9 of the OECD Model Tax Convention on Income and on Capital and the Model United Nations
Double Taxation Convention between Developed and Developing Nations. Under this principle,
associated entities must set transfer pricing for any inter-company transaction as if they were unrelated
entities and all other aspects of the relationship were unchanged. Further, to ensure the practical
application of the arm’s length principle, the OECD issued the Transfer Pricing Guidelines for
Multinational Enterprises and Tax Authorities (hereinafter OECD TP Guidelines) which is regulatory
updated.

In applying the arm’s length principle, one of the most difficult issues that have arisen is how
determine appropriate transfer prices for tax purposes. Transfer prices are significant for both taxpayers
and tax administrations because they determine in large part the income and expenses, and therefore
taxable profits of associated enterprises in different tax jurisdictions. Moreover, applying the arm’s
length principle is a resource-intensive process, as it imposes a heavy administrative burden on taxpayers
and tax administrations, when such compliance burdens may be disproportionate to the size of the
taxpayer, its functions performed, and the transfer pricing risks assumed in its controlled transactions.
Particularly, OECD (2010) in TP Guidelines state that the application of transfer pricing rules may be
more complex for SMEs in several places and therefore too burdensome. Due to this fact, OECD
launched a project to improve the administrative aspects of transfer pricing and compliance issues in
2010, which resulted into the revision of the Section E on Safe Harbours* in Chapter IV of the OECD
TP Guidelines, and into the recommendation to implement other simplified transfer pricing
measurements. In addition, the survey of the transfer pricing simplification measures including safe
harbours indicates, that 75% of available simplification measures are directed to SMEs, small
transactions and low value adding intra-group services (OECD, 2011, 2012). Solilova and Nerudova

! Associated enterprise is an enterprise that satisfies the conditions set forth in Article 9, sub-paragraphs 1a) and
1b) of the OECD Model Tax Convention. Under these conditions, two enterprises are associated if one of the
enterprises participates directly or indirectly in the management, control, or capital of the other or if “the same
persons participate directly or indirectly in the management, control, or capital” of both enterprises.

2 In the context of the tax legislation, the separate entity approach means that all transactions between associated
enterprises will be taxed without taking into account their relationship.

3 The organization for economic co-operation and development is a unique forum where governments work
together to address the economic, social and environmental challenges of globalization.

4 A safe harbour in a transfer pricing regime is a provision that applies to a defined category of taxpayers or
transactions and that relieves eligible taxpayers from certain obligations otherwise imposed by a country’s general
transfer pricing rules. A safe harbour substitutes simpler obligations for those under the general transfer pricing
regime.
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(2015) add that 18 of EU Member States provide simplification measures in the area of transfer pricing
for SMEs, which are related mainly with the documentation, exemption from transfer pricing rules and
advance pricing agreements.

The SMEs tax preferences or SME-specific tax rules is often justified by the special place of
SMEs in the economy, particularly in terms of their contribution to employment, job creation and
innovation. Moreover, in the respect of the transfer pricing issue SMEs performing transfer pricing
analysis based on the same principles as LEs is carrying huge compliance cost of taxation mainly due
to the lack of human and financial capital. Nerudova et al. (2009) also emphasize that the compliance
costs of taxation have a regressive character with regard to firm size and are significantly higher in case
of SMEs with foreign branch or subsidiary in comparison with SMEs which are not internationalized.
Therefore, the EU Joint Transfer Pricing Forum (2011) and OECD (2013) in TP Guidelines recommend
simplification measures for SMEs to save administrative resources and reduce compliance burden.
Another solution can be in the form of payroll tax cut as mentioned Nerudova and Dobranschi (2015).

3. Data and Methodology

As state the OECD (2010) in TP Guidelines and VVan Herksenm et al. (2015), the arm's length
transfer price should reflect both the actual functions performed, risks assumed?®, assets used® (known as
comparable and functional analysis) and used business model (manufacturer, distributor, services
provider). The crucial part of the transfer pricing analysis is considered the comparable and functional
analysis resulting with selection of the most appropriate transfer pricing method and the determination
of the arm's length range. Many tax administrations and the OECD (2010) in TP Guidelines recommend
the application of interquartile range to eliminate extreme results and increase the reliability of the
comparison of the results. The interquartile range represents a range from the 25th to the 75th percentile
of the results derived from the uncontrolled transactions. Only those 50 percent of observations which
are closest to the median are considered as a reliable range of arm's length results. However, it is also
suitable to determine the 10 percent percentile and 90 percent percentile or lower and upper limit to
ensure a larger range of results. The arm's length principle is met, if the margin of the tested party
(associated enterprise) falls within this determined range.

To reach the aim of the paper, two groups of SMEs were analyzed, which were gained from the
Amadeus database’. As a first one, SMEs with a branch or a subsidiary owned between 25% and 100%
of capital, was researched. Only this group of SMEs is affected by the transfer pricing issues as they are
considered as associated companies. This group of SMEs (6,477 entities) with parent company in the
Czech Republic was analyzed in the respect of the residency of subsidiaries and their proportion on
industries. Further, the determination of profit margin was considered to receive a range of profit
margins for each industry, particularly the 101" up to 90™ percentile. Based on this approach general data
about profitability of associated SMEs is known. In following steps, only industries with more than
4.5% proportion of subsidiaries of associated SMEs were further analyzed, specifically agriculture,
forestry and fishing industry (NACE A), manufacturing (NACE C), construction (NACE F), wholesale
and retail trade; repair of motor vehicles and motorcycles (NACE G), information and communication
(NACE J), real estate activities (NACE L) and professional, scientific and technical activities (NACE
M), which are considered as the most important industry sectors, where SMEs are operating.

As a second one, SMEs without branches or subsidiaries owned more than 25% of capital, was
considered. The selected industries (NACE A, C, F, G, J, L and M) cover together 13,266 SMEs
presented as the representative dataset of independent SMEs operating in Europe for whom the arm'’s
length ranges will be determined (see Table 1). This dataset was analyzed in the respect of profitability

® Typical risks include inventory risk, market risk, operational risk, supply risk, warranty risk, credit risk, R&D
risk, foreign exchange risk and liability risk.

% The type of assets and nature of the assets are relevant factors. Important assets include working capital, plant
and equipment and valuable intangible assets. The nature of assets used includes property rights, age, market value
and so on.

" Amadeus database contains comprehensive financial and basic textual information on European companies
across Europe (44 European countries). Amadeus database used for the research covers very large, large, medium
and small companies, altogether 21,815,160 companies, version 11.01, release 244, January 2015.
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of entities, when profit margins and operating profit margins (hereinafter EBIT margins) were used for
the period between 2012 and 2014 and are defined in (1) and (2):

Profit or loss before taxation® / Sales® or Operating revenue * 100 @
Operating profit or loss / Sales or Operating revenue * 100 2

Table 1: The Representative Data Set of Independent SMEs

NACE Code No. companies

A — Agriculture, forestry and fishing 615
C — Manufacturing 3,993
F — Construction 1,677
G — Wholesale and retail trade; repair of motor vehicles and motorcycles 3,723
J — Information and communication 662
L — Real estate activities 1,468
M — Professional, scientific and technical activities 1,128
Total 13,266

Source: Amadeus, authors” processing

Furthermore, the average arm's length ranges in the form of interquartile range, 10 percent
percentile up to 90 percent percentile and lower and upper limit were determined for each selected
industry sector and time series in that dataset. The use of multiple year data, specifically 2012 to 2014
takes into account the cyclical nature of business and its application is recommended by the OECD TP
Guidelines when determining an arm's length range of results.

In addition, the comparison of median of profit margins was performed in case of independent
SMEs and associated SMEs for the researched period. Finally as the last step of the research, the
proposal of safe harbours as a transfer pricing rule for SMEs was performed, when the currently effective
Guidelines on Low Value Adding Intra-Group Services issued by the EU Joint Transfer Pricing Forum
(hereinafter EU JTPF), the proposed modifications to chapter VII of the OECD TP Guidelines relating
to low value-adding intra-group services based on the BEPS action 10 and Czech government Decree
No. D-10 about low value-adding intra-group services were considered. These Guidelines provide the
arm'’s length ranges between 3% and 10%, 2% and 5%, 3% and 7% respectively for this kind of services.

4. Results

The Czech Republic implemented into the Czech legislation the definition of SMEs in
accordance with the EU recommendation No. 2003/36/EC. However, contrary to a few areas in which
entities are categorized according their size, there is not any definition of SMEs for transfer pricing
purpose in Czech legislation. In addition, Czech Republic has no SMEs tax preferences or SME-specific
tax rules in relation to transfer pricing. Generally, transfer pricing issue is followed by the OECD TP
Guidelines and related decrees'® published by Ministry of Finance. Although, the government Decree
No. D-334 stipulates that the use of the EU Transfer pricing documentation is voluntary and in justified
cases enterprises can submit documentation in simplified form, specifically in case of SMEs where the

8 Profit or loss before taxation represents the sum of the operating profit and financial profit.

% In case that the states have defined an indicator of Sales, which is more accurate because it includes only sales
of goods sold and sales of own products and services, unlike and Operating revenue, it is necessary to use this
indicator. In that case, United Kingdom or Denmark do not specify this indicator, therefore operating revenue,
which is more comprehensive has to be used.

10 D-332 Communication by the Ministry of Finance in respect of international standards application in taxation
of transactions between associated enterprises, D-333 Communication by the Ministry of Finance in respect of
s.38nc of Act no. 586/1992 Coll., on income taxes — binding consideration over the transfer pricing policy used in
related party transactions and D-334 Communication by the Ministry of Finance in respect of the scope of transfer
pricing documentation issued by Ministry of Finance in 2006.
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creation of full-scale documentation would be too burdensome. This approach can be considered as a
simplification measure for SMEs. Moreover, in respect of the safe harbours, which do not have any
similar statements in the Czech law, government Decree No. D-10 about low value-adding intra-group
services provides the possibility to use the arm's length range between 3% and 7% for this type of
services. This approach can be considered as safe harbours.

Associated SMEs acting in the Czech Republic and having at least one subsidiary searched in
the Amadeus database cover together 6,477 subsidiaries and 3,934 Czech parent companies. The
residency of those subsidiaries is mainly in the Czech Republic (i.e. 88.70%) and in the Slovak Republic
(i.e. 8.18%), very small part (i.e. 3.16%) is presented by other EU Member countries and other countries
such as Russia, USA, Ukraine and others. Further, based on the proportion of SMEs subsidiaries in
industry sectors, can be concluded, that the most important sectors are NACE A, C, F, G, J, L and M,
when sectors of G, L and M cover more than 1,200 of subsidiaries. For details see Table 2 below.

Table 2: The Residency of Subsidiaries of the Czech Parent Companies — SMEs

No. No. other EU UK, RU, Propo_rti(_)n qf
NACE Code groups | subsidiaries Cz SK Member USA and su_b5|d|ar|es in
states others industry %

A 250 358 350 7 1 0 5.53%
B 10 13 12 1 0 0 0.20%
C 496 668 552 81 31 4 10.31%
D 24 30 25 5 0 0 0.46%

E 38 58 54 0 0.90%

F 312 482 445 31 5 1 7.44%
G 959 1,403 1,131 194 70 8 21.66%
H 70 100 74 16 1 1.54%

| 65 99 88 11 0 1.53%

J 210 304 256 40 1 4.69%
K 16 37 35 2 0 0.57%

L 605 1,298 1,238 31 25 6 20.04%
M 633 1,241 1,137 80 18 7 19.16%
N 115 176 150 18 7 1 2.72%
O 0 0 0 0 0 0 0.00%

P 47 93 87 5 0 1 1.44%
Q 32 40 39 1 0 0 0.62%

R 36 57 54 2 1 0 0.88%

S 16 20 18 2 0 0 0.31%

T 0 0 0 0 0 0 0.00%

u 0 0 0 0 0 0 0.00%

Total 3,934 6,477 5,745 530 175 30 100%

% 100% 88.70% | 8.18% 2.70% 0.46%

Note: A — Agriculture, forestry and fishing, B — Mining and quarrying, C — Manufacturing, D — Electricity, gas,
steam and air conditioning supply, E — Water supply; sewerage; waste management and remediation activities, F
— Construction, G — Wholesale and retail trade; repair of motor vehicles and motorcycles, H — Transporting and
storage, | — Accommodation and food service activities, J — Information and communication, K — Financial and
insurance activities, L — Real estate activities, M — Professional, scientific and technical activities, N —
Administrative and support service activities, O — Public administration and defence; compulsory social security,
P — Education, Q — Human health and social work activities, R — Arts, entertainment and recreation, S — Other
services activities, T- Activities of households as employers; uOndifferentiated goods- and services-producing
activities of households for own use, U — Activities of extraterritorial organisations and bodies.
Source: authors” research and Amadeus database.
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Table 3: Determination of Profit Margins of SMEs for all NACE Sectors in 2013

,\'i‘ir(‘;g‘g'gdg Per. 10 | Per. 20 | Per. 30 | Per. 40 | Per.50 | Per.60 | Per.70 | Per.80 | Per. 90
A 0.00| 071 327| 938| 1691| 3253| 5140| 96.13| 18255
B 012 067| 229| 933| 29.89| 4351| 135.00| 209.78| 247.22
C 0.00| 063| 282| 476 924| 1048| 4008| 70.95| 11859
D 0.39| 4.03| 514| 7.07| 1845| 4867| 10059| 187.32| 220.49
E 270| 361 392| 456| 516 718| 1008| 28.47| 147.98
F 002| 047| 133| 401| 1024| 2223| 37.67| 7538| 198.71
G 0.00| 055| 1.97| 499 998 1892| 3240| 62.82| 151.64
H 019| 150| 652 12.11| 19.86| 5556| 95.31| 251.63| 251.63
| 0.00| 005| 310| 379| 1480 2027| 4113| 6572| 213.45
J 0.33| 1.34| 234| 473| 725| 1452| 3447| 5567| 105.40
K 0.75| 1.27| 1659 27.57| 80.30| 163.03| 281.34| 359.40| 592.00
L 0.00| 026| 127| 373| 7.85| 1019| 47.60| 136.38| 306.43
M 003| 061 193] 428 7.81| 1405 26.90| 60.34| 136.06
N 020| 073| 161| 539| 1083 30.07| 5046| 69.98| 135.69
P 058| 228| 356| 4.26| 575 719| 898 2338| 4802
Q 019| 063| 156| 268| 831| 2508| 4439| 56.04| 70.13
R 015| 152| 230| 468| 6.36 704| 722| 1007| 19.10
s 0.00| 004| 030| 075 117 262| 642| 1151| 2024

Source: Amadeus, authors” processing

The profitability of those associated SMEs in industry sectors (see Table 3) is running from 0%
up to 592%, in case of the 10 percentile and 90 percentile.

Table 4: The Average Profit Margins of Independent SMES

NACE Code A c F G ‘ J ‘ L ‘ M
Average PROFIT margin 2014-2012

Quartile 0 -94.02 -93.92 -99.05 -97.37 -93.40| -100.00 -90.92
Quartile 1 0.20 0.24 -0.17 0.21 0.37 -1.09 0.99
Quartile 2 3.63 2.15 2.43 1.47 3.79 10.99 5.39
Quartile 3 12.81 6.40 8.12 4.29 9.81 31.96 15.21
Quartile 4 95.74 95.89 95.72 98.67 59.76 100.00 99.64
percentil 10 -8.88 -5.42 -9.35 -2.54 -7.73 -19.41 -3.77
percentil 20 -0.96 -0.49 -1.74 -0.01 -0.67 -4.38 0.41
percentil 30 0.66 0.58 0.37 0.42 0.92 0.81 1.71
percentil 40 1.81 1.26 1.31 0.89 2.18 5.33 3.28
percentil 60 6.54 3.35 4.05 2.27 5.59 18.47 8.56
percentil 70 10.44 5.11 6.55 3.49 8.15 27.08 12.53
percentil 80 15.43 8.05 10.36 5.43 12.16 37.89 18.75
percentil 90 23.22 13.25 18.45 9.20 20.26 52.90 29.90

Source: Amadeus, authors” processing

The average profit margin of the representative dataset of independent SMEs in selected
industry sectors is running contrary to the previous results between -19.41% and 52.90%. The highest
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profit margins are generated in the NACE sector L — real estate activities and the lowest in NACE sector
G (see Table 4).

As can be seen, the profitability of independent SMEs is significantly lower contrary to
associated SMEs. To overcome negative effect of financial profit or loss in the research, the EBIT
margins of independent SMEs were determined. As can be seen in Table 5 below, the average EBIT
margins are running between -7.55% and 61.57%. Again as in previous results, the largest EBIT margins
are generated in NACE sector L. However, the lowest EBIT margins are performed in NACE sector C
— Manufacturing.

Table 5: The Average EBIT Margins of Independent SMEs

NACE Code A C F G J L M
Average EBIT margin 2014-2012

Quartile 0 -82.91 -89.71 -91.53 -81.97 -92.66 -97.95 -89.82
Quartile 1 0.76 0.82 0.99 0.53 0.42 5.35 1.30
Quartile 2 5.81 3.32 4.50 2.24 4.25 23.18 5.96
Quartile 3 14.84 7.28 11.76 5.09 10.06 44.06 15.36
Quartile 4 97.14 80.72 97.81 99.76 65.14 100.00 99.60
percentil 10 -5.96 -4.26 -4.45 -1.84 -7.23 -7.55 -3.08
percentil 20 -0.09 0.18 0.25 0.19 -0.83 1.93 0.60
percentil 30 1.64 1.37 1.65 0.86 1.24 8.86 2.13
percentil 40 3.55 2.35 3.02 151 2.68 15.76 3.86
percentil 60 8.59 4.56 6.57 3.11 6.18 30.92 8.88
percentil 70 12.53 6.20 9.52 4.31 8.48 39.21 12.83
percentil 80 17.57 8.70 14.66 6.10 12.18 49.78 18.82
percentil 90 26.07 13.74 29.45 9.65 20.43 61.57 29.19

Source: Amadeus, authors” processing

In respect of median profitability is visible a significant decrease of profitability if the EBIT and
profit margins are compared. For example, in case of NACE L, it is more than double decline from
23.18% to 10.85%. Further, the variation of median profitability exists in individual NACE sectors, it
runs between 2.17% and 23.18% in case of EBIT margin and between 1.41% and 10.85% in case of
profit margin. In addition, the change of median profitability across time is not significant for both
indicators of profitability, it is usually less than one percentage point. It indicates a stable generation of
profits (for details see Table 6).

Table 6: Median Profitability of Independent SMEs

NACE Code EBIT margin median Median Profit margin median Median
2014 | 2013 | 2012 | 2014-2012 | 2014 | 2013 | 2012 | 2014-2012
A 498 | 526 | 7.20 5.26 3.22 | 287 | 479 3.22
C 3.61 | 3.28 | 3.07 3.28 246 | 211 1.88 2.11
F 452 | 447 | 452 452 250 | 2.36 | 243 2.43
G 238 | 217 | 2.17 2.17 1.61 | 141 1.38 1.41
J 444 | 434 | 3.98 4.34 399 | 3.75 | 363 3.75
L 23.06 | 23.18 | 23.30 23.18 11.30 | 10.85 | 10.83 10.85
M 6.05 | 568 | 6.15 6.05 541 | 504 | 573 5.41

Source: Amadeus, authors” processing
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The last part of the analysis of profitability before the determination of the SME-specific transfer
pricing rule is the comparison of median profit margins of independent and associated SMEs. As can be
seen in Table 7, independent SMEs generate significantly lower median profit margin in NACE sectors
except NACE L, which generates the median profit margin by 3 percentage point higher.

Table 7: Comparison of Median Profit Margins of Independent and Associated SMESs

Independent Associated
NACE Code SMEs SMEs

2014-2012 2013
A — Agriculture, forestry and fishing 3.22 16.91
C — Manufacturing 211 9.24
F — Construction 243 10.24
G — Wholesale and retail trade; repair of motor vehicles and
motorcycles 1.41 9.98
J — Information and communication 3.75 7.25
L — Real estate activities 10.85 7.85
M — Professional, scientific and technical activities 5.41 7.81

Source: Amadeus, authors” processing

The next part of the research is aimed at the proposal of the SME-specific transfer pricing rule
in the form of safe harbours for selected NACE sectors. The EBIT margin is used for the determination
of safe harbours as it is not negative influenced by losses from the financial part of business and
moreover it is related to the operating activities. Further, the Guidelines related to low value-adding
intra-group services presenting safe harbours (the arm's length ranges between 3% and 10%, 2% and
5%, 3% and 7%) were considered as a lower limit of the proposed safe harbours. As we assume, that
SMEs should not apply lower EBIT margin for their core business activities in comparison with low
value-adding intra-group services. Moreover, we assume that the upper limit of the proposed safe
harbours should be exceeding 10 percentage point based on the same reason. Therefore the proposed
safe harbours are usually running between first or second quartile (median) and third quartile or 80 or
90 percentile depending on whether the EBIT margin exceeded 2 and 10 percentage points (for details
see Table 5 above, highlighted parts).

The result of the proposed safe harbours can be seen in Table 8. Generally, lower limit of safe
harbours starts at 2 percentage points and upper limit finishes at 24 percentage points depending on the
NACE sectors. Due to the fact that NACE sector G generates the lowest EBIT margins, its safe harbour
is set between 2 and 10 percentage points.

Table 8: Proposal of Safe Harbours for Selected NACE Sectors

NACE Code Safe harbours — EBIT margin
A — Agriculture, forestry and fishing 5 15
C — Manufacturing 3 14
F — Construction 4 12
G — Wholesale and retail trade; repair of motor vehicles 2 10
J — Information and communication 4 13
L — Real estate activities 5 24
M — Professional, scientific and technical activities 5 16

Source: Amadeus, authors” processing

Determined SME-specific transfer pricing rule in the form of safe harbours should present a few
advantages for taxpayer and tax authorities. For example, safe harbours mean mainly for taxpayers and
tax administrators simplified transfer pricing approach that can reduce compliance costs and
administration costs of taxation. Further, it also means higher certainty for taxpayers and improvement
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in effectiveness of tax administration mainly due to the decrease in the number of transfer pricing
disputes, audit and MAP cases. On the other hand, there are some disadvantages, namely an application
for the specific category of taxpayers i.e. SMEs, which can create discriminations or some distortions,
for example in the form of inappropriate tax planning and transfer pricing manipulation with results of
lower tax revenues.

5. Conclusion

The SMEs tax preferences or SME-specific tax rules is often justified by the special place of
SMEs in the economy, particularly in terms of their contribution to employment, job creation and
innovation. Moreover, in the respect of the transfer pricing issue SMEs performing transfer pricing
analysis based on the same principles as LEs is carrying disproportionally huge compliance cost of
taxation mainly due to the lack of human and financial capital.

The aim of paper was to propose transfer pricing rules for SMEs in the context of their specificity
in order to reflect sectoral and size-classes differences in the Czech Republic. The proposed SME-
specific transfer pricing rule in the form of safe harbours was determined for the selected NACE sectors
depending on the number of associated SMEs operating in them. Based on it the most important NACE
sectors were chosen as follows NACE A, C, F, G, J, L and M. Further the determination of safe harbours
was performed based on the analysis of profitability of independent SMEs operating in Europe,
specifically EBIT margin was used.

The proposal of safe harbours takes into account the Guidelines on Low Value Adding Intra-
Group Services issued by the EU Joint Transfer Pricing Forum, proposed modifications to chapter VI
of the OECD TP Guidelines relating to low value-adding intra-group services based on the BEPS action
10 and government Decree No. D-10, where safe harbours are indicated for this kind of service.
Generally, in case of the proposed safe harbours lower limits start at 2 percentage points and upper limits
finish at 24 percentage points depending on the NACE sectors.
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