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L Objective

Provide practical application of location
specific advantages concept in various
real-world situation and insight in
guantification of LSAs and apportionment
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u Location Savings Arise When “Relocating” Manufacturing
Functions From High Cost To Low Cost Countries

= Location savings emerge when companies transfer production
or operation sites from a high cost environment to a low cost
environment.

= Location savings = net savings from difference of total unit
production cost due to difference in productivity-adjusted
Input cost (e.g. labor cost necessary for producing one unit) in
a specific location, compared to an alternative location or
locations
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m Court Cases

Cases Fiscal Years Background Qutcome
Eli Lily & Co v US 1971-1972 US parent purchased pharmaceuticals from Location savings:
Puerto Rican subsidiary and resold them in the 100% to low cost
US. Combined profits split as follows: returns manufacturer
to routine functions (production -100% to
Puerto Rico- and selling-100% to US),
Location Savings (100% to Puerto Rico) and
return on intangibles (55% Puerto Rico for IP—
45% US for marketing intangibles).
Sundstrand Corp. 1977-1978 Location Savings estimated with the costs of Location savings:
& Subs v Comm. setting up/operating new hypothetical US 100% to low cost
factory. Manufacturing licence agreement gave manufacturer
to Singapore Sub. a “monopolistic position”: a
third party would have kept all Loc. Sav. (after
appropriate royalty for the technology license).
National 1976-1981 Mutually dependent business relationship: Mutually dependent

Semiconductor
Corp.v Comm
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NSC US needed the labour cost savings
provided by NSC Asia to remain competitive
and NSC Asia needed a high and steady
volume of orders to justify heavy investments
in equipment, etc. At arm's length, NSC Asia
could not afford to risk losing NSC US's
business by allowing NSC to suffer heavy
losses.

business relationship
implies that location
savings should be
shared b/w Parent
and Sub.
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u Court Cases

Cases Fiscal Years Background Qutcome
Bausch & Lomb 1980 Implicitly allocated Loc. Sav. to Sub. by Location savings:
v comm rejecting its characterisation as a mere 100% to low cost

subcontractor given that neither volumes nor manufacturer
prices were guaranteed.
Compag 1986-1992 Electronic circuits market is global and a world Location savings:

Computer Corp
& Subs v Comm.

Lower Tax Court
of Miunster, 16
March 2006,
IStR 2006, at 794
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price should have been produced by
competition within the market; moreover
Compagq Asia had market power resulting from
its ability to meet the product quality and
flexibility requirements of its customer. Thus
relevant market was the US and Court
accepted CUPs paid by Compaq to unrelated
subcontractors (mostly located in the US).

50% of the location savings were kept with the
contract manufacturer. However, tax
authorities currently considering the release of
administrative principles which would
emphasize that a major part of the location
savings shall be attributable to the principal

100% to low cost
manufacturer

50% of the location
savings kept by the
contract
manufacturer.
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m The OECD Perspective

Example Argument

Outcome

1. Branded clothes manufacturer in a high Relocated activity is highly competitive, does
cost Country owning all IP (brand, not employ valuable intangibles, nor implies
designs, etc.) decides to relocate basic assumption of significant risks: the parent
contract manufacturing operations to a  has the option realistically available to use

low cost Country [9.150-9.151] either the affiliate or a third party.

2. Provider of highly specialised If the Subsidiary in Country B is the only one
engineering services in high cost capable to provide the required quality
Country A opens a subsidiary in low standards (or has some locally developed
cost Country B; The clients of the intangibles) then a split of the profits is likely.

parent in Country A ignore sub-
contracting and are charged country A
hourly rates until competition forces
parent to pass some of the savings to
clients [9.152-9.153]

All or most of the
location savings would
be attributed to the
Parent.

Profit Split method to
determine split of
Location savings

Source: OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations,
paragraphs 9.150-9.153, pages 285-286
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ﬂ The US Perspective

“If an uncontrolled taxpayer operates in a different geographic market than
the controlled taxpayer, adjustments may be necessary to account for
significant differences in costs attributable to the geographic markets.
These adjustments must be based on the effect such differences would
have on the consideration charged or paid in the controlled transaction
given the relative competitive positions of buyers and sellers in each
market. Thus, for example, the fact that the total costs of operating in a
controlled manufacturer's geographic market are less than the total costs
of operating in other markets ordinarily justifies higher profits to the
manufacturer only if the cost differences would increase the profits of
comparable uncontrolled manufacturers operating at arm's length, given
the competitive positions of buyers and sellers in that market”.

U.S. Section 482 regulations 1.482-1(d)(4)(ii))(C).
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u The Japanese Perspective

Japanese guideline take a strict view on location savings
Indicating that in principle such saving is likely to be

reflected in benchmark Profit Level Indicators in a
specific location.
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u Location Specific Advantages : The Need For A Clear
Definition

= Location specific advantages (LSAS)

— “Location specific advantageous access to factors of production and
distribution that can be exploited to produce a particular product or
service cheaper, better or with less risk, or to increase the ability of a
company to sell more product or achieve a larger market share”

— Both supply and demand sides
— Broader than location savings
— Net location specific advantages and location rents
= Location rents
— Location rents exist if the following two conditions apply:
- There is a quantifiable net location specific advantage

- Certain market characteristics prevent the advantages / savings from being
passed on to ultimate customers or unrelated suppliers
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n Location Specific Advantages : The Need For A
Systematic Review Process

Economic analysis is necessary to assess:

1. Whether or not an MNE benefits from LSAS in certain locations

2. In cases where LSAs are identified, whether they convert into
location rents (super-profits)

3. Which entity (parent / principal / local subsidiary) is entitled to
location rents (super-profits)
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n The LSA Matrix

A
Generally

Available

Availability of
Location
Advantages

Exclusive

Access

CASE |
SUPER PROFIT >0

Rents accrue to the party that
secures protection from competition
in final markets

(usually the parent?)

CASE IV
SUPER PROFIT =0

No rents — competition forces prices
down, benefits accrue to customers

CASE 11
SUPER PROFIT >0

Rents allocation depends on reasons for
restricted competition & access to
advantages

(shared local company /

CASE Il
SUPER PROFIT >0

Rents accrue to party that secures
access to location advantages

(local company?)

parent?)
Protection from Degree of Competition Competiti:)n
Competition in Product Market

Note: this matrix is a revised version of a model introduced by Frisch in 1993 reflecting the conclusions from the US location savings case law
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u Step 3 — Which Entity Is Entitled To Location Rents?

= |n most cases, reliable CUPs / CUTs do not exist

= Other methods should therefore be envisaged

= Allocation of location rents between parent (intellectual property owner) and
local affiliate should be analyzed using their relative bargaining power

Local affiliate is powerful if:

IP Owner is powerful if:

It does not depend heavily on the
IP_owner for revenue

The IP is exclusive and cannot easily
be replaced

There are high switching costs in
changing local affiliate

There are high switching costs for local
affiliate to use IP from another source

The local affiliate can easily have
access to similar IP

It relies on costly and specialized assets
that cannot easily be used with other IP

There are strong incumbency
advantages

The IP is valuable and yields
super-profits in the long run

Restrictive local government policy
distort competition

Investments in developing the IP are
constantly renewed and controlled

"IP" in this case embodies everything that 1. allows access and 2. safeguards

competitive strength
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n Case Studies

= Case 1:

— Relocation of manufacturing plant from Japan to
Indonesia

= Case 2:
— License Manufacturer in China

= Case 3:
— R&D center in India
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u Case Study 1 : Relocation Of Manufacturing Sites

Background:

BAGAIR is one of leading multinational auto parts manufacturers mainly producing
airbags and seatbelts. Aiming to be more cost-competitive, BAGAIR has moved its
manufacturing sites in Japan to neighboring countries, including Indonesia where they
produce “bag” for airbags and “webbing” for seatbelts.

Soon after the start of operation, an affiliated company in Indonesia (Indonesian Sub)
recorded profit significantly higher than that for similar plants in Japan. The TRTB
audited the firm and indicated 10 billion yen profit adjustment using the comparable
profit method.

Issue at stake:

To which extent can so-called “location savings” explain the high profits of Indonesian
Sub?

©2011 NERA Economic Consulting ® www.nera.com
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NCase Study 1: Relocation Of Manufacturing Sites

In this case, in computing the location savings, we have compared the
Indonesian site with the Japanese prior transfer site: both difference in
volumes produced and productivity were accounted for in the location

savings calculation.

In many cases, the labor cost in developed countries is higher but the labor force
IS more trained and equipped.

The following steps are suggested in this specific case:

1. Japan prior transfer manufacturing site has been selected as a comparable;

Calculate the labor cost per unit time for both Indonesian plant (post-transfer
plant) and Japan plant;

3. Calculate the time needed for a worker to produce one unit of product in
Indonesia and Japan;

4. Calculate the labor cost to produce one unit of product (=product of labor cost
per unit time and labor hours) in Japan and Indonesia; and

5. Calculate the labor cost difference by multiplying the result of item 4 with the
production volume of Indonesian sub.

©2011 NERA Economic Consulting ® www.nera.com
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u Case Study 1 : Relocation Of Manufacturing Sites

Should all location savings be retained by Indonesian Sub, transfer

prices to Japan would be higher than actual prices charged as
illustrated below

Limited CUP insight due to small amounts supplied by Indonesian sub to third-parties

Billion yen

v

Hypothetical arm’s

Normal profit length transfer price

Cost

Difference due . Actual transfer price
16.0 to Location

Savings o _ ; o3
Ty . perating profit

Other Reasons

Costs Cost
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m Case Study 1 : Relocation Of Manufacturing Sites

Conclusion:

* Indonesian Sub’s cumulative operating profit of 12.3 billion yen is
smaller than the total of above savings of 16.0 billion yen. This suggests
that Indonesian Sub has made profit smaller than what Indonesian Sub
IS entitled to, provided Indonesian Sub is entitled to all location savings.

* The location savings analysis was supplemented by the CUP analysis
(despite small quantities).

» The TRTB withdrew its original proposition and the case ended with the
adjustment of 700 million yen.
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u Case Study 2 : A License Manufacturer in China

Background:

= ABC operates with license manufacturers in various jurisdictions that are granted by ABC
US Headquarters the rights to manufacture and distribute the products

= |n China, ABC has set up a license manufacturer 15 years ago; ABC China produces and
sells inside China mostly

= After some challenging start-up years, ABC China now makes comfortable margins
(above 30% of sales)

= The Group tax director wonders whether the levels of profits left in China are arm’s length,
given the cost advantage that ABC China benefits from and the market in which the
company operates

= Ultimately the Group tax director would like to assess the various transfer pricing options
available

©2011 NERA Economic Consulting ® www.nera.com




n KBIWT5E2: £ E KR HlErR

dHb =
Hx:

= ABCYEVFZ X I VF nf filid pis s, IXEEVF nl filid i i ABCSE FELE AL, Hil3d A1 704

[ia
= e, ABCAEISHHIMLBINL T VAl filiE i . ABCH [ 2 2248 i [R5 A 27 FAH

. %%W&jﬁ%ﬁ%ﬁﬁ%AEE,M%¢E%Eﬁ%?%%%ﬂ@$(£%%ﬁ%%%
LLE) o

= ARHBLS DT MRS, 255 ABCH [ T 52 i IA LS UL S mli2 & PrAE T gy, £E
[ B O B PR AR K12 A5 45 15 8138 2 S

=

= Z, BRGS0 0T A A VPG AR AT A LR e IR R T &

\=

©2011 NERA Economic Consulting ® www.nera.com




n Case Study 2 : A License Manufacturer in China

Sales
100% yy —
90% A
OFPERATING MARGIN 11%
80% A
17%
25%
70% A
0,
16% 17% 15% e L
60% 1 15%
v 15% 16%
2% Ly 15% 13%
50% | 11% 13%
0,
18% ca
40% A 20%
6% 2%
30% -
0,
51% 53% s Bl
45% 45%
20% - 40% ’ . ’
= 2% 0%
10% -
0%
Country Country  Country  Country Country | Average ] Country  Country Country Country  Country
1 2 3 4 5 6 7 8 9 10
CHINA

Raw material/goods purchased

M anufacturing Costs

Total operating expenses
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n Case Study 2 : A License Manufacturer in China

China license manufacturer extra-
profitability (compared to average)

©2011 NERA Economic Consulting ® www.nera.com

US HQ?
*Owner of group’s IP

Chinalicense Co?

Full-fledged local company
responsible for the China market

Market premium
related profits

US HQ?

/ *Owner of group’s IP

Chinalicense Co?

Full-fledged local company
responS|bIe for the China market

Location savings
related profits
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u Case Study 3: An R&D Center in India

= A technology driven company

» Global R&D centralized in Canada with legal and economic
(financing) ownership of IP (patents, etc.)

» |P centers in Germany, France, the US and India
» Gradual shift of R&D people and responsibilities to India

= Assuming R&D engineers and technicians in India cost 50% of
the average cost of R&D staff in the other countries, what is the
arm’s length price for R&D services rendered by India to the
group?
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