
[2020] 116 taxmann.com 60 (Article)

Swedish TaxAgency TPruling in case of Puma - Back to Basics in “FAR” complex world!
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Transfer Pricing (“TP”) audits are often conducted from a “one sided” perspective, with limited attention being

accorded to Function, Asset and Risk (“FAR”) analysis. However, with the increase in globalization,

integration of world trade, dilution of geographical boundaries with technological advancements and emergence

of new business models, the Multinational Enterprises (“MNE’s”) have restructured and modified their

operating structures in a way to ensure decentralization and distribution of functions across geographies. The

Organization for Economic Co-operation and Development (“OECD”) TP Guidelines of 2017, has

comprehensively explained the importance of thorough FAR analysis from a holistic perspective, with a need to

accurately “delineate” a controlled transaction which require in depth dissection of economically significant

functions, ability to control risks and actual conduct of the transacting parties in a complex world of transactions.

While FAR analysis remains the cornerstone of TP, in the past it has often been undertaken at a prima facie

basis, but nevertheless in the post Base Erosion and Profit Shifting (“BEPS”) era, there is a renewed focus and a

dire need for both Taxpayers and Tax Authorities to take a deep dive into the “value chain” of business

transactions to determine appropriate allocation of functions and risks to ultimately determine the distribution of

profit pie.



In a recent international ruling in case of Puma Nordic AB (“Puma Sweden” or “the Company”), the Swedish

Tax Agency (“STA”) has gone back to the fundamentals of FAR in a very deep and methodical manner, placing

reliance on the principles articulated in the OECD TP guidelines thereby undertaking a 360 degree review of the

FAR to determine appropriate characterization of Puma Sweden as a Limited Risk Distributor.

I. Synopsis of the ruling – Puma Nordic AB

The Company is a Swedish based wholly owned subsidiary of Puma SE (ultimate parent entity of Puma Group)

and act as a distribution company whose main function involves marketing and selling of Puma products in the

local market. For the years under consideration (2015 to 2017), the Company had two transactions with its

Associated Enterprises (“AEs”), viz. (a) Purchase of goods from the Group’s sourcing company i.e. Puma

International Trading GmbH (“PIT”), and (b) Payment of license fee to Puma SE for the use of brand “Puma”

and related marketing material prepared by Puma SE. Further, as per the international marketing agreement

(“IMA”), the Company is solely responsible for indulging in promotion & marketing of brand Puma in the

Swedish market without any compensation from the Puma SE for incurring such expenses. During the period

under consideration, Puma Sweden has been incurring net losses on a year-on-year basis.

There were other expenses borne by the Company under the IMA i.e. local marketing expense for PUMA brand,

which contributed to the consistent operating losses incurred by the Company, as such expenses were not

reimbursed by Puma SE to recoup such losses. Towards this, the Company’s defense was that, since the

Company is fully responsible for implementing effective local marketing and sales strategy without any

interference from Puma SE and other Group entities, the Company is carrying a significant marketing/

distribution risk and accordingly, is an entrepreneurial entity for its region. Thus, from a TP perspective, there

could be losses which can be incurred by the Company. The Puma Group had used Comparable Uncontrolled

Price (“CUP”) method as Most Appropriate Method (“MAM”) in pricing the intra-group transactions.

During the course of TP audit, the STA conducted detailed FAR analysis for the purpose of accurately

delineating the transactions under review having regard to the information in hand through variety of documents

(including inter-company agreements, TP documentation, Group Annual Reports etc.). The key observations of

the STA based on the FAR analysis are as follows:

 Functional Analysis

The STA observed that the Company in its internal documentation described the value chain comprising of key

functions, namely,

a) design and product development,

b) purchasing,

c) manufacturing,



d) marketing and brand strategy, and

e) sales and distribution.

Accordingly, the STA in its analysis of the value chain has emphasized on identifying the Company’s

involvement in the execution, management and control of these key functions. The detailed analysis of the STA

is tabulated below:

S.

No.

Functions

Identified

Functions Executed by Functions managed &

controlled by

1. Design and

development of

product

Puma SE (employees of Puma SE

possesses required knowledge for

new designing & development)

Puma SE

2. Purchasing PIT (the purchases are made for

the Group as a whole, from the

external contracted manufacturers

identified by PIT)

PIT (with assistance from

employee of Puma SE who de-

facto makes the said function

strategic decisions for Group’s

purchases and contract terms with

external suppliers)

3. Manufacturing External contracted

manufacturer as identified by

PIT. The terms and conditions of

the manufacturing arrangement is

decided by PIT with the external

contractors.

PIT with support from Puma SE

4. Marketing &

Brand strategy

Puma SE (legal & economic

owner of Puma brand)

Puma SE

5. Local sales &

Marketing

Local group members perform

the said function in their

respective market and the cost of

the same is borne by such local

group members.

Local group members without

any interference by the parent

entity or the group members but

subject to sale of product in

manner consistent with Puma's

global image, prestige, and

reputation in accordance with the

agreement.



Based on the above analysis, the STA was convinced that the Company performs its main functions upon the

strategies and directions of Puma SE and is not involved in any decisions concerning product development,

sourcing, design and overall marketing strategies.

 Asset Analysis

The STA noted that Puma SE is the ultimate owner of IP products, copyrights, trademark, patents, design,

concept and ideas, whereas, the Company has the right to sell Puma products in the Swedish market under the

IMA and use the group’s global marketing portfolio. Also, the Company does maintain requisite inventory and

customer list, etc. which typically any routine distributor will possess.

 Risk Analysis

The STA followed six step model in analyzing the risk involved in the group’s value chain in accordance with

the OECD Guideline 2017, the summary of which is as follows:

 Step 1 - Identification of Significant risk – The STA has linked Puma group’s significant risk with

ability to create value and create long term profitability and thereby considered, (i) Brand risk (building

a strong international brand), and (ii) Product risk (Design and develop new product), as the significant

risks.

 Step 2 - Allocation of risks on the basis of contractual obligation – On examination of the IMA, the

Company implicitly endures the outcome of the business risk which also includes Brand and Product

risk that may materialize in the local market.

 Step 3 - Actual conduct of parties in relation to risk identified – On scrutiny of internal pricing

documentation, it appears to STA that, it is Puma SE who has the capacity to take decision regarding the

identified significant risks and has the financial capacity to bear the outcome of such risks.

 Step 4 - Assess based on the above three steps, whether the contract terms are in agreement with

the actual actions of the parties – Based on the analysis of the above three steps, the STA concluded

that even though the business risk contractually lies with the Company, the Company lacked control

over the brand risk and product risk which indicates that the Company do not have the capacity to take

active decision on how to handle these significant risks. Further, Puma SE has the capacity to make

decision on the Group’s significant risks which is proved by the facts that Puma SE has been the party

that made strategic and important decisions on the Group’s significant risks.



 Step 5 - Allocate the significant risks to the party bearing the same in case the actual actions of the

parties in Step 3 do not match with the terms of agreement in Step 2 – Based on the analysis of

actual actions of parties in Step 3, the STA concluded that Puma SE has full control over the Group’s

significant risks and Puma SE will be the party which will bear the financial implications arising out of

such risks.

 Step 6 – Pricing of intra-group transactions based on the risk allocation in Step 5 – Based on the

outcome of Step 5, it is clearly evident that the Company is nothing but a routine limited risk distributor

which performs less strategic and complex functions. Accordingly, the Company should not have borne

the outcome of the Group’s significant risks which has resulted in continues operating losses to the

Company. The STA was of the view that the Company should have earned a standard margin that a

routine distributor would have earned. Further, the STA considered that the two intra-group transactions

are strongly connected and hence should be assessed in aggregation and benchmarked accordingly.

Conclusion of the ruling

On the basis of FAR analysis, the STA concluded that Puma SE performs the key functions of adding value to

Puma brand and also has the ability to make decision concerning the identified significant risks of the Group.

Further, Puma SE has the financial capacity to bear the significant risks in case such risks are materialized. The

Company is neither involved in key decision-making functions, nor has the control over the significant risks.

With accurate delineation of the transaction undertaken based on detailed FAR analysis, STA was of the view

that the key business risks (including brand risk and product risk) should be allocated to Puma SE thereby

leading to an assessment of Puma Sweden bearing limited risks vis-à-vis the claim of the Company bearing

significant risks and hence, the losses. Further, in the judgement, STA also touched upon the concept of

“Option Realistically Available”. STA opines that in an independent scenario and having regards to the risk

bearing capacity of the Company, any third party would have renegotiated the pricing of the products, or may

have terminated the distribution agreement to opt for any other brand rather than incurring recurring losses

thereby connecting the dots of appropriate remuneration for the functions and risks.

Having determined the characterization of Puma Sweden akin to a Limited Risk Distributor, the STA thereby

considered Transactional Net Margin Method (“TNMM”) to benchmark the margins between independent

companies and the Company, resulting in TP adjustment for each of the years.

II. Key takeaways and Indian experience



The key to a successful and fair TP analysis starts with a detailed understanding of value creation drivers of the

business, industry economics and accurate delineation of the transactions with regards to economically

significant functions and thorough risk allocation process. In the past, Taxpayer and Tax authorities have

proceeded with contractual terms of the agreement and surface level analysis of the FAR in order to determine

the characterization of the parties to an international transaction and thereafter undertaking benchmarking

analysis (by considering MAM) to determine appropriate arm’s length price. With the continuous evolution in

the thinking of OECD and other developed countries, India too has travelled the learning curve in polishing its

approaches towards conducting TP analysis.

In the recent years, Tax Authorities have started going beyond the contractual agreement between related parties

to try and get insight into the overall value chain of the international transactions. In order to synchronize the

contractual agreement with actual conduct of the parties, detailed inquiries and interviews are conducted with

functional/ operational personnel of the Taxpayer along with requesting for the work product deliverables, e-

mail communication records, etc. showcasing the level of involvement of each of the parties in the transaction.

Also, under the alternate dispute resolution mechanism of Advance Pricing Agreement (“APA”), Tax

authorities have invested significant time and effort in conducting discussions with Taxpayers, overseas AEs

and undertaking exhaustive site visits to understand the allocation of significant decision making functions, key

people functions and contribution to intangible property development using the Development, Enhancement,

Maintenance, Protection and Exploitation (“DEMPE”) framework as outlined in Action Plan 8 of BEPS. The

emphasis on a detailed FAR analysis is further intensified with the requirement of Master File (“MF”) and

Country by Country Report (“CbCR”). Given the details available in MF and CBCR, it is imperative that the

FAR in today’s scenario can be conducted from a holistic and synchronized perspective, rather than a one-sided

approach with no corroboration available. Further, with the introduction of E-Assessment Scheme in 2019

(which is Faceless Assessment process), a robust and self-explanatory FAR analysis is the need of the hour to

avoid unwanted disconnect in understanding and characterization.

With the evolution of TP in India, even the Indian judicial forum has from time to time reiterated the

importance of FAR analysis in its rulings. In several Taxpayer’s cases such as Mitsubishi Electric Automotive

[I] Pvt Ltd [I.T.A No. 312/DEL/2015], Phillip Morris Services India (S.A.) India Branch Office [I.T.A Nos.

5202/DEL/2012] and Intoto Software [I.T.T.A No. 233 of 2014], the judicial forum after application of FAR

analysis identified Taxpayer’s functional level intensity less than its AE and consider the Taxpayer as a limited

risk entity and thereby apply the benchmarking process accordingly. The FAR analysis not only assist in

accurate delineation of the controlled transaction but also succor to characterization of such controlled

transactions. The importance of characterization based on accurate FAR analysis forms the keystone for the



choice of the MAM for the benchmarking analysis, as evident in the current ruling wherein the STA, based on

FAR assessment determined TNMM as the MAM instead of CUP/CUT. At this stage, it will also be pertinent

to note that given the progression of Indian entities in the overall value chain contribution, there could be

situations where based on detailed FAR analysis, even a Profit Split Method (“PSM”) may be considered as

MAM instead of traditional approach of a Taxpayer to use TNMM as MAM.

The facts of this ruling has also touched upon the controversial issue of Advertising Marketing Promotional

(“AMP”) expense. Even though the same has not been discussed in this ruling, the importance of the same with

regards to the Indian litigation cannot be negated. Further, lack of clearly spelt-out distinguishing factors

between limited risk distributor and normal risk bearing distributor, makes the equation more complicated.

As per the facts of the ruling, the Company was incurring AMP expenditure without any compensation from

Puma SE. The fact that the Company need to incur AMP expenses as per the contractual obligation without

adequately getting compensated for the same cannot be a justified reason and accordingly is open for further

investigation by the Tax Authorities. It is imperative to mention that the Taxpayer should cover their positions

on AMP expenses while entering into the inter-company agreements as the same will be prone to detailed

investigation. A robust FAR analysis in this context becomes a formidable basis for safeguarding the Taxpayers

position. Further, in case of Mattel Toys (India) Private Limited [I.T.A No. 6391 & 6519/Mum/2011], the

Taxpayer was considered as a risk bearing distributor based on the AMP cost incurred by the Taxpayer.

Accordingly, the Taxpayers need to be careful not only from the contractual side but also on the amount of

spending that the Taxpayers is incurring in the market as the same may lead to different interpretation and

resultant assessment.

III. Concluding thoughts

In today’s scenario, the organizations have matrix structure and there are Regional Head Offices along with

Corporate Head Quarter who help the MNE’s maintain parental control over various entities worldwide. TP is

such a fact-based assessment that any element, i.e. functions, assets, risks, contractual arrangement, actual

conduct, global alignment of profits, etc. can have an impact on the economic analysis.

This ruling reinstates the basics of FAR analysis in the current world of complex transactions and provides

guidance as to how a TP analysis should be conducted by both the Taxpayers and the Tax officers. The onus

lies with Taxpayer to undertake a detailed TP analysis for which the FAR assessment is the keystone followed

by its alignment with Group’s MF and CbCR, so that its passes the test of time during the audit by the Tax

authorities. Not taking anything away from the efforts of the Tax Authorities in this ruling, in the post BEPS

era and with volume of information available with Tax authorities by way of MF, CbCR experiential learnings

from APAs and cases resolved under Mutual Agreement Procedure, the facts cannot be hidden by any Taxpayer.



Thus, the Taxpayers should invest adequate time and effort, and endeavor to accurately delineate the controlled

transactions based on the contractual terms and the actual conduct of the parties to prepare a robust TP

documentation to establish and defend its position during TP audit/ litigation forum.
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