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Tax Types towards which Transfer
Pricing Settlements can be Applied

The present type of tax control
is applicable towards the economic
entities taxed exclusively with the
following tax types and payment type:
e Profit Tax
* VAT
e Royality (Nature
Payment).

Which Are the Controlled
Transactions?

Controlled transactions are possible:
¢ Among residents;

e Between the residents and non-
residents.

The transaction of the provision of
goodsbetweentheresidents, alienation
of intangible assets, execution of works
and/or provision of services shall be
considered controlled provided that at
the same time the following conditions
are met:

* Resident taxpayers are interrelated;
e One of the resident taxpayers is
either (1) a royalty payer and (or) (2)
benefits from the tax privileges of profit

Utilization
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TRANSFER PRICING
SETTLEMENTS BY THE TAX
CODE OF THE REPUBLIC OF

ARMENIA:

WHAT YOU SHOULD

KNOW?

A new mechanism of tax control has been introduced
by the Tax Code of the Republic of Armenia, transfer
pricing settlements (chapter 73 of the Code) which
offers an alternative method to determine the taxable
base of certain taxpayers on certain types of taxes by
the tax body. The integrity of calculation and payment
of profit tax, VAT, and royalty (as a nature utilization
payment), as well as the compliance with the arm'’s
length principle is being ascertained through this

method.

tax, VAT, and (or) royalty, and (or) (3) is
an exploiter of free economic zone.

The transaction of the provision of
goods between the resident and the
non-resident, alienation of intangible
assets, execution of works and/or
provision of services shall be considered
controlled provided that one of the
following conditions is available:

e The resident and the non-resident
are interrelated;

e« The transaction party with the
resident is registered in an offshore
country.

Interrelated are considered:

Two or more taxpayers are
considered interrelated if one of the
following conditions is available:
¢ One of the taxpayers, directly
or indirectly participates in the
management, control of the other
taxpayer or has participation (stock,
shares) in the other’s charter or share
capital;

e The same taxpayer, directly
or indirectly, participates in the
management, control of two or more

taxpayers or has participation (stock,
shares) in the other’s charter or share
capital.

When Are The Transfer Pricing
Settlements Applied towards the
Controlled Transactions?

Transfer pricing settlements are
applied when the total price of all the
controlled transactions done by the
taxpayer during the fiscal year exceeds
200 million AMD.

What Is
Settlement”?

The profit tax base, of controlled
transactions, VAT base and royalty
base, shall be defined based on arm's
length principle, i.e. they shall be based
on such prices and financial indicators
that do not differ from those conditions
that would have been applied in
the comparable non-controlled
transactions. In other words, in the
controlled transaction (for instance,
provision of goods between resident
and non-resident interrelated persons)
the price will match with the arm'’s
length principle if it does not differ from

“Transfer  Pricing
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the price of the transaction signed
between non-interrelated resident
and non-resident (if the price of the
goods, in case of non-interrelated non-
resident, has been 100 units, it shall not
differ from the price of the transaction
signed with the interrelated person,
too).

In  compliance with the Code,
the controlled and non-controlled
transactions shall be comparable. For
instance, in the case of goods - physical
characteristics, quality,availabilityinthe
market, volume, in the case of services
- its character, applied technical skills,
knowledge, and so on. The Code has

“THE PROBLEM LIES

IN THE FACT THAT
THE TAXPAYER WILL
OFTEN ACT WITH
“EYES CLOSED" SINCE
THE NECESSARY
INFORMATION TO
ADJUST THE BASE MAY
BE UNAVAILABLE.”

foreseen diverse tools and criteria for
comparability decision. It has also been
foreseen the opportunity to perform
comparability  adjustment,  which
means that between the controlled
and non-controlled transactions there
shall be eliminated such differences
which have been generated as a
consequence of different accounting
policies, differences that are due to
the launched capital, assets used, risks
incurred, the differences that are due
to the peculiarities of the geographical
markets.

There are also internal and external
uncontrolled transactions. The
internal  uncontrolled  transaction
is a transaction executed between
one of the parties of the transaction
considered  controlled and the
taxpayers considered non-interrelated;
the external is a transaction executed
between the taxpayers not considered
interrelated, no one of the parties
of which is considered a party of
controlled transaction. If the internal
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and external uncontrolled transactions
can be considered comparable with
equal reliability, then the preference
should be given to the first.

The transfer pricing methods are:

e The comparable uncontrolled price
method, in case of which the object
price of the controlled transaction
is compared with the object price of
comparable uncontrolled transaction;

e The resale price method in case of
which the extra price received from
the resale of the object of controlled
transaction is compared with the extra
price received from the resale of the
object of comparable uncontrolled
transaction;

¢ The "expense” method, in case of
which the extra price applied towards
the direct and indirect expenses done
during the provision of the object of
the controlled transaction is compared
with the extra price applied towards
the direct and indirect expenses done
during the provision of the object of
comparable uncontrolled transaction;

¢ Net profit method in which the
net profit received from the controlled
transaction towards the corresponding
base, in particular, expenses, sales,
assets, is compared with the net
profit received from the comparable
uncontrolled transaction towards the
same basev;

e Profit distribution method in which
each of the interrelated taxpayers
participating in  the controlled
transaction receives the part of the
profit or loss generated from that
transaction, which the person not
considered interrelated could expect
while participating in the comparable
uncontrolled  transaction.  Within
the meaning of the present point,
profit received from the transaction
is considered the positive difference
of the profit received from that
transaction and the expenses related
to that transaction.

The selection of the method is related
to the characteristics of the specific
transaction.

Consequences of Transaction
Incompliance to the Arm's Length
Principle

The incompliance consequences are
foreseen by the Part 3 of the Article 364
of the Code:
¢ Any additional amount of income

tax base or any reduction in tax loss
(hereinafter in this Chapter, the base of
the profit tax), which could occur to the
taxpayer, if the controlled transaction
conditions would have matched with
the arm's length principle; however,
it has not been occurred as a result of
incompliance with the arm’'s length
principle of the controlled transaction
conditions, it is included in the
taxpayer's income tax base by the tax
authority.

Example,
¢ The company A is a royalty
payer resident and provides metal
concentrate to the interrelated non-
resident (controlled transaction) on
November, 2016,
e The company A, at the same
time, provides metal concentrate
of the same type and characters to
the non-interrelated non-resident
(internal uncontrolled transaction) on
December, 2016,
* The price of internal uncontrolled
transaction is 100,000,000 AMD,
the price of controlled transaction is
70,000,000 AMD,
* In the case of internal uncontrolled
transaction, the hazardous elements
in the metal concentrate (for instance,
humidity indicators) are less than in
case of controlled transaction. That
difference by monetary manifestation
iS10,000,000 AMD,
« In case of internal uncontrolled
transaction it is necessary to carry out
additional transportation expenses in
the amount of 5,000,000 AMD.

Therefore,
e The objects of controlled and
internal uncontrolled transactions are
comparable such as the issue is about
the same metal concentrate,
e It is necessary to perform
comparability adjustment, particularly,
take into account that in case of
internal uncontrolled transaction the
hazardous elements are more, and the
transportation costs are in the amount
of 15,000,000 AMD,
e It is found out that the controlled
transaction does not comply with
the open arm's length principle
in the amount of 15000,000
AMD (100,000,000 (internal
uncontrolled transaction price) -
70,000,000 (controlled transaction
price) - 15,000,000 (comparability
adjustments)).
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Notification and Documentation
Duties

During the tax year, in case of
exceeding the limit of the controlled
transactions (200 min AMD) the
taxpayer shall present a notification
before the 20th of April of the year
following the tax year, which, in
addition to other terms, shall contain
information about the transfer pricing
methods applied with the objective to
decide the compliance of the controlled
transactions conditions with the arm'’s
length principle, including the specific
weight of the applied transfer pricing
methods in the controlled transactions.

That is to say, the taxpayer is free to
make a decision about the transaction
conditions, butin case of not complying
with their arm'’s length principle he/she
shall apply transfer pricing methods
with the objective to decide the tax
base by the procedure defined by law.

The taxpayer also has transfer
pricing documentation duty, during
30 working days after receiving the
notification from the tax body he/she
shall present documents which shall
evidence about the compliance of the
transaction with the arm’'s length
principle (information used, method
applied, and its foundation, etc.).

Compliance Adjustments in the
Scope of International Covenants
Excluding Double Taxation

It is possible that a necessity
may arise to define the compliance
of the transaction to the arm’s
length principle also in the scope of
international covenants excluding the
double taxation.

In accordance with the Code, the
comparability adjustments are done
when:

e The adjustment of the conditions
of controlled transaction, one of the
parties of which is a resident taxpayer,
has been performed or it is proposed by
the tax body of another country,

e The adjustment results in such
profit taxation in another country for
which the resident taxpayer has already
paid in the Republic of Armenia,

e The Republic of Armenia has a
certified international covenant about
excluding the double taxation with
the country making or proposing the
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adjustment.

Such regulations are assigned to
exclude partially declared cases of
taxation base in the scope of double
taxation exclusion.

In case when, according to the
certified international covenant about
the exclusion of double taxation, the
resident company or the resident
physical person is informed that
the controlled transaction taxation

bases. The problem lies in the fact that
the taxpayer will often act with “eyes
closed” since the necessary information
to adjust the base may be unavailable
(may be considered a tax or commercial
secret). In case of adjustment by the
taxation body, a number of procedural
issues are not clear yet, specifically how
the adjustment would be included in
the taxation base, in the scope of tax
check, or it is also possible within the

ARE NOT CLEAR YET, SPECIFICALLY HOW
THE ADJUSTMENT WOULD BE INCLUDED
IN THE TAXATION BASE, IN THE SCOPE
OF TAX CHECK, OR IT ISALSO POSSIBLE
WITHIN THE FRAMEWORK OF OTHER

caused as a result of the activities of
the resident partner of the country
considered a party of the international
covenant about the exclusion of double
taxation may not comply with the
provisions of the certified international
covenant on the exclusion of the double
taxation, the resident company or the
resident physical person may present
a request to the tax body and solicit
to solve the issue through mutual
agreement procedure.

The mutual agreement procedure
is integrity of means foreseen by
the international covenant through
which the authorized bodies of
the contracting states, by mutual
agreement, try to solve all kinds of
difficulties and conflicts that may arise
during the interpretation or application
of the contract. In cases not provided
by the contract, they may consult to
exclude the double taxation.

Summarizing the above, it appears
that the taxpayer has an obligation, in
cases of controlled transactions, match
them to the arm’s length principles, to
adjust the income tax, VAT or royalty
taxation bases. In case of incompliancy,
the taxation body has the opportunity
to independently adjust the taxation

framework of other administrative
proceedings. It is already natural
that while using the transfer pricing
methods we deal with different
economic concepts and calculations
which will cause many conflicts, and
in case of disagreements as a result of
the interpretation of the Tax Code, they
should be interpreted in favor of the
taxpayer.

Thus, under the conditions of
increasing strict tax administration,
in the contracts signed between the
economic entities, not only civil law
consequences shall be evaluated (risks
thatareassociated with the contractor),
but more frequently the administrative
consequences shall be evaluated
(possible problems or issues arising in
relations with the tax authorities or in
the sphere of economic competition).
Meanwhile, in the relationship with the
tax authorities the above said refers
to not only the transfer pricing, but
also to such contract provisions which
are common, that later on may cause
problems related to withdrawal of bad
debts or other issues.
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