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Research regarding the issues of the arm’s length
principle mentioned by I.A.S. 24

Ioana Ignat (Neacşu) and Liliana Feleag�a

Faculty of Accounting and Management Information Systems, Bucharest University of Economic
Studies, Bucharest, Romania

ABSTRACT
This article illustrates, based on a case study, the steps that com-
panies should follow in order to substantiate the compliance of
their related party transactions with the arm’s length principle (as
required by I.A.S. 24). The case study takes into consideration the
provisions of the O.E.C.D. transfer pricing guidelines, and where
the application was required of domestic legislation, we applied
the Romanian one. We found that the most important step is rep-
resented by a comparability analysis between related party trans-
actions and comparable market transactions. Further on, in
relation to the comparability analysis, in practice two situations
are met: the use of comparable entities’ information from the
year under analysis and the use of this information from previous
years. In this context we selected a sample of comparables and
analysed if these two practical approaches impact the final con-
clusion regarding the compliance with the arm’s length principle.
We found that there can be a small difference among the results
obtained in the two situations. Mainly, the article presents import-
ant findings for professionals from the accounting and finance
area in order to understand the mechanism of the arm’s
length principle.
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1. Introduction

Over time, as a consequence of the financial scandals in which big corporations (such
as Arthur Andersen, Enron, Tyco, WorldCom, etc.) were involved, the related party
transactions have begun to be considered, mainly by investors, as an instrument used
by companies for opportunistic purposes (Wong & Jian, 2003). This is due to the fact
that the transactions between related parties could not be carried out under the same
terms and circumstances as the transactions performed between independent compa-
nies (Pozzoli & Venuti, 2014). Given this, the related party transactions ‘may distort
financial statements leading to higher information asymmetry and a general erosion
of investors’ confidence in the firm’ (Tong, Wang, & Xu, 2014, p. 5). In this context,
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special attention should be focused on the disclosure of this kind of transaction in
financial reports (Huang & Liu, 2010). A disclosure of the related party transactions
is necessary in order to allow the users of the financial statements to capture a
full picture of an entity’s position and results of operations (Epstein &
Jermakowicz, 2008).

At international level, guidelines regarding a proper disclosure of the related party
transactions are provided by the International Accounting Standard 24 ‘Related Party
Disclosures’ (i.e., I.A.S. 24). According to paragraph 23 of I.A.S. 24 companies should
perform ‘disclosures that related party transactions were made on terms equivalent to
those that prevail in arm’s length transactions, only if such terms can be substantiated’.
Considering that the arm’s length transactions represent those transactions for which
the prices were set at market level, not being established for opportunistic purposes
(e.g., to move profits from one country to another), the disclosure required by I.A.S.
24 could represent a confirmation that the related party transactions do not distort
the financial statements. Therefore, this kind of disclosure could have a significant
impact on the increase of the investors’ confidence. But what should companies do in
order to prove that their related party transactions comply with the arm’s length
principle (i.e., were performed in terms equivalent to those from the arm’s length
transactions)?

One of the objectives of this paper is to illustrate which are the steps that compa-
nies should follow in order to substantiate the arm’s length principle compliance of
their related party transactions. More exactly, within this paper we present a case
study which provides an example of related party transaction, showing and explaining
each step which conducts to the final conclusion about the compliance or not of that
transaction with the arm’s length principle. Trying to achieve this objective we found
that one of the steps involves the preparation of a comparability analysis. Related to
this analysis, we identified some issues which are strongly determined by the different
internal regulations related to the deadlines for the documentation of the arm’s length
principle adopted by the countries of the world. Mainly, we identified the following
two situations:

Situation 1: due to these internal regulations, in order to perform the comparabil-
ity analysis, there could not be used financial information from the year under ana-
lysis. For a good understanding of this situation, we provide the following examples:

� Certain countries (e.g., Romania, Italy, Spain, etc.) require the documentation of
the arm’s length principle of the related party transactions performed during a
year until the term of the submission of the corporate income tax (C.I.T.) return
for that year. Taking into account the following aspects:
� the comparability analysis involves the comparison of the prices/margins/mark-
ups used by a company in related party transactions with the prices/margins/
mark-ups applied on the market within similar transactions between independent
companies (which are not affiliated);

� the margins/mark-ups of the independent companies are computed based on
their financial statements which are transposed within specialised databases used
for transfer pricing purposes;
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� the term for the submission of the financial statements is after the deadline for
the submission of the CIT return,
It could be concluded that companies will deal with a lack of independent enti-
ties’ financial information for the year analysed. Given this, the approach
adopted by these companies is to use the independent entities’ financial informa-
tion from previous years. Practically there is performed a comparison between
the profitability obtained by a company during a year, from a certain related
party transaction, with an average profitability obtained by comparable inde-
pendent entities during previous years (e.g., the profitability obtained in 2015 is
compared with the average one obtained by comparable independent entities
during 2012–2014).

� Certain countries (e.g., Czech Republic, Bulgaria, Croatia, Germany, Estonia, etc.)
do not require companies to document the arm’s length principle of the related
party transactions until a fixed deadline, but only upon the request of the tax
authorities. If during a tax audit the tax authorities request the documentation to
be prepared until the submission of the financial statements, there will be the
same situation described above.

Situation 2: there could be used financial information from the year under analysis.
An exemplification of this situation is presented below:

� Certain countries do not require companies to document the arm’s length prin-
ciple of the related party transactions until a fixed deadline, but only upon the
request of the tax authorities. If the tax authorities request the documentation to
be prepared after the submission of the financial statements, there will not be a
lack of financial information for independent entities for the year under analysis.
In this case the comparison is performed between the profitability obtained by a
company during a year, from a certain related party transaction, with an average
profitability obtained by comparable independent entities during previous years,
but also including the year under analysis (e.g., the profitability obtained in 2015
is compared with the average one obtained by comparable independent companies
during 2013–2015).
However, an issue which could arise in this situation is represented by the fact
that if companies do not document the compliance of the related party transac-
tions with the arm’s length principle until the submission date of the financial
statements, these companies are not able to disclose the statement mentioned
within paragraph 23 of I.A.S. 24.

Summarising, there could be two practical approaches used by companies in order
to substantiate the arm’s length principle: the use of financial information from previ-
ous years to the year in which the transaction was carried out or the use of financial
information from previous years, but also including the year in which the related
party transaction was performed. In this context, one research question that could
arise is if these two different approaches lead to different conclusions regarding the
compliance with the arm’s length principle or if these lead to the same conclusion.
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Therefore, the second and main objective of this paper was to find an answer to
this question.

We were motivated to achieve the two objectives mentioned above due to the sig-
nificant impact of the related party transactions on financial statements and also due
to the novelty of the arm’s length principle as a research topic. The originality of the
paper is represented by the illustration of the impact which the two practical
approaches could have, determined by the situations presented above, on the conclu-
sion regarding the compliance of the related party transactions with the arm’s length
principle. We consider that the article could present important findings for the users
of financial statements and for professionals from the accounting and finance area in
order to understand the mechanism of the arm’s length principle, but also for the
countries over the world in order to assess if the deadlines imposed for the documen-
tation of the arm’s length principle have a significant impact on the analysis per-
formed by companies. Given this, we consider that our study contributes to the arm’s
length principle literature and at the same time could represent a starting point for
future research.

2. Documentation of the arm’s length principle

According to the arm’s length principle, the price charged between related parties
should be the price that would be paid by unrelated parties, for similar goods and in
comparable circumstances (Choe & Matsushima, 2013). In order to prove the compli-
ance of the related party transactions with the arm’s length principle, companies
should perform a detailed analysis and prepare documentation in this respect.
International guidelines related to this analysis are provided by O.E.C.D. within
Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations
(OECD, 2017). Most of the countries of the world have adopted the provisions of
these guidelines in their domestic legislation.

Rossing, Cools, and Rohde (2017) pointed out that the arm’s length principle
‘works on the basis of comparability’ between related party transactions and compar-
able market transactions. The authors noted that the O.E.C.D. transfer pricing guide-
lines outline four main steps related to the comparability analysis needed for the
substantiation of the arm’s length price, as follows:

� Step 1: identification of the related party transaction – here is provided an over-
view of the transaction;

� Step 2: functional analysis – here are identified functions performed, risks incurred
and assets used by each company involved in the transaction;

� Step 3: identification of the appropriate transfer pricing method;
� Step 4: performing of the comparability analysis.

All steps presented above should be followed in cascade because based on the first
step is performed the functional analysis which influences the decision regarding the
selection of the transfer pricing method. The functional analysis and the method
selected determine how the comparability analysis will be performed. In the end,
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based on the comparability analysis is presented the conclusion regarding the compli-
ance of the transactions with the arm’s length principle.

2.1. Functional analysis

The functional analysis represents an overview of the functions performed (i.e., key
activities), risks incurred and assets used by each company (Devonshire-Ellis, Scott, &
Woollard, 2011). Based on the functional analysis there are distinguished three main
categories of companies: the manufacturers, the distributors and the services pro-
viders. Further on, each of these three categories is divided in subcategories, as fol-
lows (Herksen, 2009):

� manufacturers: toll manufacturer, contract manufacturer, fully fledged
manufacturer;

� distributors: commission agent, commissionaire, classic buy-sell distributor, fully
fledged distributor;

� service providers: shared service centre, contract service provider, sophisticated
service provider.

Within a related party transaction, the compensation should reflect the function
performed, risks incurred and assets used by each company (Radolovic, 2012). For
example, the profit obtained by a contract manufacturer should be greater than the
profit obtained by a toll manufacturer, and the profit obtained by a fully-fledged
manufacturer should be greater than that recorded by a contract manufacturer.

The functional analysis has a high impact on the following two steps, influencing
both the selection of the transfer pricing method and the comparability analysis. This
is due to the fact that before selecting a method and performing the comparability
analysis there should be chosen one company of those participating in the related
party transaction, which will be the tested party. According to the O.E.C.D. transfer
pricing guidelines, the tested party ‘should be consistent with the functional analysis
of the transaction’. The general rule is that the tested party should be that company
which has the less complex functional analysis, as for this company can be found the
most reliable comparables (OECD, 2017).

2.2. Transfer pricing methods

The O.E.C.D. transfer pricing guidelines present five transfer pricing methods that
should be used in order to test the compliance of the arm’s length principle,
as follows:

� Comparable uncontrolled price (C.U.P.) method is based on the comparison of pri-
ces charged within a transaction performed between related parties with prices
charged by independent companies performing a similar transaction, in compar-
able circumstances. This method cannot be applied if there are material differences
between the two transactions (i.e., the related party transaction and the transaction
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carried out between independent companies) – for example, if the type of goods
traded is not the same, the quantities traded are not comparable, the markets are
not similar, etc. (Ondru�sov�a, 2016).

� Cost-plus method (C.P.M.) is used when the analysed transaction is represented by
the production of goods or provision of services. Based on this method, the gross
mark-up added by the manufacturer/service provider is compared to the costs
incurred in order to produce those goods/provide the services (Matei &
P̂ırvu, 2011).

� Resale price method (R.P.M.) is used when the analysed transaction is represented
by the sale to independent companies of goods purchased from a related party
(i.e., when the tested party is a distributor). Based on this method it is compared
the gross margin applied by the distributor in order to sell the goods. It is consid-
ered that if the gross margin is at market level, them the price at which the goods
were purchased from the related party is also at market level (Hughes & Nicholls,
2010; Jain, 2015).

� Transactional net margin method (T.N.M.M.) operates in a similar manner to the
C.P.M. and R.P.M., the difference being that within the T.N.M.M. are compared
net margins/mark-ups, while within the other two methods are compared gross
margins/mark-ups. T.N.M.M. is the most used method in practice due to the fact
that companies deal with a lack of information regarding the expenses classified
by destination, so that it is impossible to determine the gross mark-up/margin of
similar independent companies (Luca, 2009).

� Profit split method (P.S.M.) is applied when the related parties are involved in
highly integrated activities or when the related parties bring unique/valuable con-
tributions to the transaction – for example, use unique intangibles. In this situ-
ation, it would be appropriate to apply the P.S.M., as independent companies
‘could wish to share the profits in proportion to their respective contributions’
(Chand & Wagh, 2014, p. 403).

When applying the transfer pricing methods, the profitability indicators (i.e., the
margins or the mark-ups) should be computed as a ratio between the operational
result obtained from the analysed transaction and a certain base (i.e., costs, sales or
assets). The base should be an indicator which is not affected by transactions with
related parties (Luca, 2009). For example, in the case of a manufacturer, the sales are
recorded in relation to a related party, while the costs are incurred in relation to
independent suppliers. Given this, for a manufacturer, the net profitability indicator
(i.e., the mark-up) should be computed as a ratio between the operational results and
the operational costs related to the transaction analysed.

2.3. Comparability analysis

In order to perform the comparability analysis, at least one of the methods described
above should be applied. In this respect there could be used internal or external com-
parables. The internal comparables can be used only if one of the companies involved
in the related party transaction was also involved in similar transactions with
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independent companies. If this situation does not exist, then the external comparables
should be used (OECD, 2017). In order to identify external comparables, there are
used various specialised databases such as Amadeus, Orbis, TP Catalyst, etc. These
databases contain information about various categories of companies. Information
presented within the databases is that submitted by companies to the Trade Register.

To identify external comparables, there are used various criteria related to the geo-
graphic location, business activity (i.e., activity codes), independence status, availabil-
ity of information, etc. (Cools, 1999). The search process of external comparables
(known as the benchmark study) is performed until there is obtained a sufficient
number of comparables (e.g., minimum of five according to the practice from
Romania). If this number is not reached performing the search on the local market,
the search should be extended on the E.U. market (Order no. 442, 2016). In the end,
the comparable companies should have a similar functional profile with that of the
tested party, performing comparable transactions with that tested.

In order to determine if a transaction is compliant with the arm’s length principle,
a comparison between the profitability indicator obtained by the tested party from
that transaction and the profitability indicator registered by the comparable compa-
nies identified should be performed. O.E.C.D. transfer pricing guidelines recommend
computation of the profitability of each comparable company as a multiple year aver-
age. In this respect, there should be used the last years for which the financial infor-
mation is available. The justification of the multiple year average is that to neutralise
the negative influences from change in economic conditions, short-term foreign
exchange fluctuations, seasonal work, frequent law alterations, etc. and make
economic conditions for different companies as equal as possible (Dessatniuk &
Cherevko, 2015). According to Dessatniuk and Cherevko (2015), transfer pricing
practitioners rely on three-year average results. Moreover, the authors noted that in
order to increase the reliability of the results, an inter-quartile range should be deter-
mined based on the average profitability indicator computed for each comparable
company. The inter-quartile range represents the range from 25th to the 75th percent-
ile of the average profitability indicator of the comparable companies. The purpose of
this range is to exclude potential outliers (i.e., extreme values). If the mark-up/margin
applied within the related party transaction is situated within the inter-quartile range,
then the transaction complies with the arm’s length principle.

3. Research methodology

The research methodology used within this paper is both, qualitative and quantitative.
We detailed below the research methodology used in order to achieve the two objec-
tives presented within Section 1.

To achieve the first objective, we applied initially a qualitative research method-
ology. In this respect, we performed a detailed analysis of the provisions of the
O.E.C.D. transfer pricing guidelines related to the steps applied in order to test the
arm’s length principle. After the understanding of these provisions, we performed a
quantitative research, using the case study as a research tool. Within the case study
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we shown a practical application of the four steps needed for a comparability analysis
(Rossing et al., 2017).

Within the first step we performed a description of a related party transaction.
When applying the second step we performed a comparison between functions car-
ried out, risks incurred and assets used by each company involved in the transaction.
In this step we also selected a tested party. Within step 3 we presented reasons for
accepting/rejecting a transfer pricing method. In order to illustrate how should be
applied the last step, we selected a sample of companies using in this respect the
Amadeus database, online version, number 2704, from March 2017. Criteria applied
in order to select the sample are detailed within Section 4 below. Further on, to this
sample we applied additional criteria in order to find comparable companies with the
one tested by us. All criteria applied take into consideration the requirements of the
O.E.C.D. transfer pricing guidelines. Where for the application of a criterion provi-
sions of a local legislation were required, we used the Romanian ones as we already
have a good understanding of them. In Section 4 we mention the criteria which took
into consideration the provisions of the Romanian legislation.

The second objective of the paper was achieved through the illustration of the last
step of the comparability analysis. More exactly, after the identification of the final
set of comparable independent companies, we computed the average profitability
indicator for each of these companies. There were performed two computations, cor-
responding to the two situations detailed within Section 1 (i.e., the first computation
considered the period 2012–2014, while the second one the period 2013–2015). In the
end, we compared the results obtained by performing the two computations. Based
on this comparison, we presented the final conclusion regarding the compliance with
the arm’s length principle.

4. Case study – illustration of the main steps related to the analysis
performed in order to test the compliance with the arm’s length principle

During 2015, Company X produced furniture for the affiliated entity Company Y.
The finished products are sold by Company X to Company Y to a price determined
based on the total costs incurred by Company X in order to produce those goods,
plus a mark-up. Company X manufactures this kind of goods only for Company Y
and Company Y purchases furniture only from Company X. The furniture is sold by
Company Y to its clients, which are independent companies.

In order to analyse if the price charged by Company X to Company Y complies
with the arm’s length principle we followed the steps required by the O.E.C.D. trans-
fer pricing guidelines and outlined by Rossing et al. (2017). The application of these
steps is presented below:

Step 1: identification of the related party transaction

The related party transaction is represented by the sales of furniture by Company
X and acquisition of it by Company Y. Figure 1 presents the flow of the related party
transaction.

ECONOMIC RESEARCH-EKONOMSKA ISTRA�ZIVANJA 3041



Within this step should be summarised the terms and conditions in which the
related party transaction is carried out. This should be performed based on the selling
– buying agreements concluded between Company X and Company Y and also based
on discussions with the representatives of both companies. We presented the terms
and conditions in the next step in order to illustrate a link between these and the
function performed/risk incurred/asset used by each company.

Step 2: functional analysis

Table 1 presents the functional analysis, illustrating the functions performed, risks
incurred and assets used by each company. Next to each function/risk/asset are pre-
sented the terms and conditions based on which these functions/risks/assets
were determined.

Based on the functional analysis presented in Table 1 and the classification
performed by Herksen (2009), we can conclude that Company X is a contract manu-
facturer, while Company Y is a fully-fledged distributor.

Further on, in order to apply the following two steps needed in order to determine
whether the remuneration received by Company X from Company Y complies with
the arm’s length principle, we have selected Company X as the tested party. The rea-
son for which we selected Company X as the tested party is that this company is the
least complex party to the transaction.

Step 3: selection of the transfer pricing method

Given that Company X manufactures furniture only for Company Y and Company
Y purchases this kind of goods only from Company X, there could not be used
internal comparables, but only external comparables from public sources.

Below we presented the reasons regarding the acceptance/rejection of each transfer
pricing method:

� C.U.P. method – given the fact that there is no available public information
regarding prices charged between independent companies for the purchase and
sale of furniture, we rejected the application of this method;

� CPM and RPM – as we already mentioned within Section 2, specialised databases
do not contain information regarding the expenses classified by destination, so
that it is impossible to determine the gross profit mark-up of similar independent

Figure 1. Flow of the related party transaction.
Source: Authors’ processing.
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Table 1. Functional analysis.
Description Company X Company Y

Functions performed

Acquisition of raw materials (timber, wood) – is performed by Company X from
various specialised suppliers.

Yes No

Purchase/ production planning – Company Y performs forecasts on sales and
based on these establishes a purchase planning. Company Y provides
Company X with this planning, detailing the requirements regarding quantities
and timing of delivery. Based on this, Company X establishes a
production planning.

Yes Yes

Production of furniture – is performed by Company X within its own factory. Yes No
Design of the furniture models – is performed by Company Y. Practically,

Company Y develops drawings regarding the design of the furniture and owns
the related patents. Company Y provides Company X with the documentation
and drawings regarding the design of the furniture in order for Company X to
use them in the production process.

No Yes

Packing – Company X is responsible for providing an appropriate packaging to
protect the products throughout the shipment, from the expedition to
destination.

Yes No

Transport – Company Y is responsible to organise the transport of goods from
the warehouse of Company X to its own warehouse.

No Yes

Quality control – Company Y performs a quality control of the goods purchased
from Company X. This control is performed at the time of the goods
reception. Also, Company X performs a quality control of the raw materials
used in production.

Yes Yes

Warehousing – given the fact that the production is performed by Company X
based on a planning, Company Y being obliged to purchase the goods on the
delivery time agreed, the warehousing of the finished products is performed
by Company X only for a short period of time (i.e., from the finishing of the
production process until the delivery date). However, Company X performs the
warehousing of semi-finished products and of raw materials during the
production process. Company Y performs the warehousing of the finished
products for a longer period, until they are delivered to the final client.

Yes Yes

Warranty and repair – the warranty is granted by Company Y. Therefore, this
company is also responsible for the repair of the goods during the
warranty period.

No Yes

Marketing and advertising – Company Y organises marketing and advertising
campaigns in order to identify new clients and promote the goods. This
company also participates on different events and trade fairs.

No Yes

Sales and distribution – is performed by Company Y which owns showrooms
and stores.

No Yes

Risks incurred
Market risk - occurs when a company faces either fierce competition and

unfavourable market conditions or incapacity to develop markets or services
for target customers. If the number of customers of Company Y decreases,
such fact would adversely affect the turnover of this company. However, this
situation will not affect the turnover of Company X, because Company Y is
obliged to purchase the quantities mentioned within the purchase planning.

No Yes

Inventory risk – represents the risk that a company registers stocks of finished
products or raw materials over a long period of time. This risk also involves
the fact that goods being degraded, obsolete, stolen or exposed to natural
calamities. Given that both companies perform the warehousing function, the
inventory risk is also born by both.

Yes Yes

(Product) liability risk – Company Y is responsible to perform the quality control
of the finished goods at the time of the reception. Given this and taking into
account that the warranty function is carried out by Company Y, this company
is responsible to remedy the defects associated with the products delivered to
its customers. On the other hand, Company X is responsible to remedy the
defects identified by Company Y during the quality control process.

Yes Yes

Assets used
Tangible assets (warehousing, buildings, production equipment etc.) Yes Yes
Intangible assets (patents and trademarks) No Yes

Source: Authors’ processing.
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companies. To avoid this problem, net profitability indicators should be used.
Given this, we rejected the application of both, C.P.M. and R.P.M.;

� T.N.M.M. – given the fact that this method involves the comparison of net profit-
ability indicators, we selected it in order to analyse if the remuneration paid by
Company Y to Company X complies with the arm’s length principle. As we
described within Section 2, the T.N.M.M. can be applied in a similar manner with
both, the C.P.M. and the R.P.M. (the difference being that these two methods
compare gross profitability indicators, while the T.N.M.M. compares net ones).
Taking into consideration that the selected party is Company X, we chose the
T.N.M.M. applied in a similar manner to C.P.M., and we rejected the T.N.M.M.
applied in a similar manner to R.P.M. (which would have applied if the tested
party had been Company Y);

� P.S.M. – considering that the related party transaction analysed does not involve
interrelated activities which determine the impossibility to identify comparables,
and that the entities involved in transaction do not provide important intangible
assets, we rejected this method.

Summarising, T.N.M.M. applied in a similar manner to C.P.M. is the most appro-
priate method that should be applied in order to analyse the compliance with the
arm’s length principle of the price charge by Company X to Company Y.

Step 4: comparability analysis

Given that the tested party is Company X and the selected method is T.N.M.M.
applied in a similar manner to C.P.M., within this step we compared the net profit-
ability indicator obtained by Company X from the sale of furniture to Company Y
with the net profitability indicators obtained by comparable independent companies.

In order to identify comparable independent companies, we used the following cat-
egories of criteria:

� criteria applied in the Amadeus database: in this phase we obtained an initially
sample of companies;

� quantitative and qualitative criteria: we submitted the initially sample of compa-
nies returned by the Amadeus database to further analysis, applying manual quan-
titative and qualitative screenings.

Table 2 presents a detailed description of each type of criteria applied.

5. Results and interpretations regarding the impact of the
two approaches

Results obtained by performing the search on the Romanian market

After applying the first category of criteria (i.e., those applied in Amadeus database),
we obtained an initial sample of 14 companies. After applying also the quantitative
and qualitative criteria we obtained a final set of 2 comparable independent

3044 I. IGNAT(NEACŞU) AND L. FELEAG�A



Table 2. The search strategy.
Details Description of the criterion applied

I. Criteria applied in the Amadeus database
1. Criterion applied: status of activity
This criterion was applied in order to

eliminate inactive companies, factor
that could distort the financial results.

We have selected active companies and companies with an unknown status.

2. Criterion applied: geographic criterion
The geographic criterion is established by

each country, within the domestic
legislation. For example, in Romania
the comparability analysis should take
into account territorial criteria in the
following order: national, EU, pan-
European, international.

Initially we selected companies which perform their activity on the
Romanian market. Given that we did not obtain a sufficient number
of comparables (i.e., 5), we extended the search on the EU market.

3. Criterion applied: the activity code
By using the activity code, entities

performing activities similar to those
analysed can be identified. In this
respect, we used the NACE REV. 2
classification.

We selected companies which have the following activity codes:
� 3102 - Manufacture of kitchen furniture;
� 3103 - Manufacture of mattresses;
� 3109 - Manufacture of other furniture.

4. Criterion applied: independence
The purpose of applying this criterion is to ensure the independence of comparable companies in order to
eliminate the risk of intra-group transactions (i.e., it is questionable if the intra-group transactions are at market
level, and thus they should be eliminated). When applied this type of criterion, we considered the Romanian
legislation, according with a 25% ownership percentage is used in order to analyse the independence of a
company (i.e., in order to determine if that company is an affiliated company). We applied various criteria in
order to ensure the independence of the companies from the sample, as follows:
4.1. Type of financial statements
Only companies with financial data from unconsolidated financial statements were selected.
4.2. Shareholders
We selected companies in which no shareholder holds directly or indirectly a percentage of 25% or
greater than 25% of the shares.
4.3. Subsidiaries
We eliminated companies that own an interest in subsidiaries of 25% or more.
5. Criterion applied: multiple years
In order to perform an analysis of the

year 2015 (when the related party
transaction analysed was performed)
we used the weighted average of the
profitability indicators from the three
most recent years for which the
financial information was available.

In our analysis, we used the financial data of comparable companies,
according to each of the two situations presented within Section 1
of this paper, as follows:
� situation 1: years between 2012 and 2014;
� situation 2: years between 2013 and 2015.

II. Quantitative criteria
1. Criterion applied: availability of financial information
The purpose of this filter is to eliminate

companies that do not have financial
data available in order to calculate
the profitability indicators needed to
perform the comparability analysis.

We eliminated companies which do not have financial
information available in Amadeus for all the years analysed.
More exactly, if a company did not have available the financial
information for all the three years analysed, it was eliminated
from the sample.

III. Qualitative criteria
1. Criterion applied: availability of information
The purpose of this filter is to ensure

availability of sufficient information,
based on which to perform the
selection of the final set of
comparable companies.

We eliminated companies which do not have sufficient public
data in order to analyse their business activity. More exactly, we
eliminated companies which did not have an official website or have
this site under construction at the moment of our search (i.e., April 2017).
We also eliminated those companies which have a website with
an insufficient content in order to determine if they are comparable
with the tested party (i.e., Company X).

2. Criterion applied: independence
The purpose of applying this criterion is

to ensure the independence of
comparable companies in order to
eliminate the risk of intra-group
transactions.

We eliminated companies, which according with the information
published on their website, are member of a group of companies.

3. Criterion applied: comparability between the activities carried out
The purpose of applying this filter is to
ensure that the entities selected in the final
set are comparable to the tested party (i.e., Company X).

For the companies which were not eliminated until
this last stage of the search, we performed a
detailed analysis of the information published on

(continued)
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companies. Table 3 presents, for each of the two approaches detailed in Section 1 of
this paper (i.e., using the period 2012–2014 vs. the period 2013–2015), the number of
companies eliminated after applying the quantitative and qualitative criteria.

As can been observed, two comparable companies remained in the sample after
the application of all criteria. Given that this number is not sufficient to determine
an inter-quartile range, we have expanded our search on the E.U. market. According
to the practice from Romania, a sufficient number is represented by minimum of five
comparables.

Results obtained by performing the search on the EU market

After applying the first category of criteria (i.e., those applied in Amadeus database),
we obtained an initial sample of 143 companies. After applying also the quantitative
and qualitative criteria we obtained a final set of nine comparable independent com-
panies. Table 4 presents, for each of the two approaches, the number of companies
eliminated after applying the quantitative and qualitative criteria.

For each of the nine companies selected we computed the average profitability
indicator for the period 2012–2014 and the average one for the period 2013–2015.
Given that the selected transfer pricing method is T.N.M.M. applied in a similar man-
ner to C.P.M., the profitability indicator is net cost plus (N.C.P.), computed based on
the below formula. We used this indicator, as we already mentioned within Section 2

Table 2. Continued.
Details Description of the criterion applied

their websites and eliminated those companies
which do not have a functional profile similar
with that of Company X (i.e., have other
business activity). Companies accepted as
comparables are those which manufacture
furniture and are contract manufactures (i.e.,
perform an activity similar with that performed
by Company X).

Source: Authors’ processing.

Table 3. Results on the Romanian market.
Period 2012–2014 Period 2013–2015

Summary of
selection criteria

No. of
companies checked

No. of
companies rejected

No. of
companies checked

No. of
companies rejected

Initial sample
(returned by
Amadeus)

14

Quantitative criteria
Lack of financial

information
14 0 14 0

Qualitative criteria
Insufficient information 14 6 14 6
Member of a group 8 0 8 0
Other business activity 8 6 8 6
No. of companies

accepted
2 2

Source: Authors’ processing.
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of this paper, the profitability indicator should be a ratio between the operational
result and an indicator which is not affected by related party transactions (i.e., in case
of a manufacturer this indicator being the expenses).

N:C:P: ¼ Operating profit
Operating expenses

Appendix 1 presents the nine selected comparable independent companies identified.

Inter-quartile range

Based on the average N.C.P. (i.e., W.N.C.P.) computed for the comparable independ-
ent companies selected above, we determined an inter-quartile range for both periods
(i.e., 2012–2014 vs. 2013–2015). This range was determined using the quartile func-
tion of the Microsoft Excel application. Table 5 presents the inter-quartile range.

Conclusion of the comparability analysis

Using the financial information of independent companies from the period
2012–2014, as could be observed from the Table 5, the inter-quartile range spans
from 0.61% to 1.82% with a median of 1.55%. The inter-quartile range obtained by
using financial information from the period 2013–2015 is between 0.11% and 2.55%
with a median of 1.74%.

Given this, we can conclude that the inter-quartile range does not change signifi-
cantly from a period to other. The median of the inter-quartile range recorded a slow
increase in the period 2013–2015 compared with the one from 2012 to 2014.
However, this result should be correlated with the evolution of the European
market of the contract furniture manufacturer, which in 2015 compared with 2014
recorded also a slow increase (https://www.worldfurnitureonline.com/research-mar-
ket/-0074172.html).

Table 4. Results on the E.U. market.
Period 2012–2014 Period 2013–2015

Summary of
selection criteria

No. of
companies checked

No. of
companies rejected

No. of
companies checked

No. of
companies rejected

Initial sample
(returned
by Amadeus)

143

Quantitative criteria
Lack of financial

information
143 37 143 42

Qualitative criteria
Insufficient information 106 25 101 24
Member of a group 81 8 77 9
Other business activity 73 64 68 59
No. of companies

accepted
9 9

Source: Authors’ processing.
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Therefore, the using of different approaches with regards to the multiple years
considered in the analysis have a significant impact on the inter-quartile range and
on the final conclusion about the compliance with the arm’s length principle, only if
in the year under analysis (2015 in our case study) it is recorded a significant evolu-
tion on the market in which the transaction is performed.

On the other hand, the small variation of the inter-quartile range among the two
situations could also impact the final conclusion. For example if Company X adds a
mark-up of 2% on the costs incurred in order to manufacture the furniture sold to
Company Y, according to the first situation there is not respected the arm’s length
principle, as the mark-up of 2% is not situated within the inter-quartile range, while
using the period 2013-2015 the related party transaction analysed complies with the
arm’s length principle.

6. Conclusions and discussions

According to I.A.S. 24, companies should perform ‘disclosures that related party
transactions were made on terms equivalent to those that prevail in arm’s length
transactions’. This kind of disclosure could have a significant impact on the increas-
ing of the investors ‘confidence as related party transaction which are not compliant
with the arm’s length principle distort the financial statements of the companies.

Regarding the first objective of our research, we identified that there are four main
steps: identification of the related party transaction, functional analysis, identification
of the appropriate transfer pricing method, comparability analysis. In addition, we
concluded that these steps should be applied in cascade, as the results from a previ-
ous step influence the analysis from the next step.

Moreover, along the application of the forth step (i.e., the comparability analysis),
we noticed that due to the different deadlines imposed by countries over the world
for the preparation of the transfer pricing documentation, companies use different
approaches. For example, in order to perform the comparability analysis, companies
from the countries where the deadline for the transfer pricing documentation is set
before the deadline of the financial statements, use financial information from previ-
ous years to the year analysed. On the other hand, companies from the countries
which do not have a deadline imposed for the transfer pricing documentation may
use information from the previous years, but also including the year under analysis.
Given this, we found that the deadline established by countries for the documentation
of the arm’s length principle influences the approach which will be used by compa-
nies in respect to the years considered for the comparability analysis.

Table 5. Inter-quartile range.
Inter-quartile range W.N.C.P. 2012–2014 W.N.C.P. 2013–2015

Minimum �3.21% �2.31%
Quartile 1 0.61% 0.11%
Median 1.55% 1.74%
Quartile 3 1.82% 2.55%
Maximum 7.11% 6.44%

Source: Authors’ processing.
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Considering all the above, and with regards to the second objective of this paper,
we concluded that the approach applied (i.e., the years used in order to perform the
comparability study) has a significant impact on the final conclusion about the com-
pliance of a related party transaction with the arm’s length principle, only if in the
year under analysis it is recorded a significant evolution on the market on which that
transaction is performed. However, the two approaches presented within the paper
determine small variation of the inter-quartile range, but by using one of the two
approaches a transaction may comply with the arm’s length principle, while applying
the other one, that transaction may not comply with the aforementioned principle.
Based on this, we consider that the substantiation of the arm’s length principle (as it
is required by I.A.S. 24) is a subjective analysis which is influenced by the domestic
legislation of the countries. In this context, the main question that could arise is that
if there is necessary a rule which should be applied by all countries. This rule could
be related either to the deadline for the documentation of the arm’s length principle
or to the approach used for the selection of the years included in the comparability
analysis. At this moment, if a related party transaction is analysed within a jurisdic-
tion, it could comply with the arm’s length principle and, if it is analysed in another
jurisdiction, it may not comply with this principle. This situation may lead to a dou-
ble taxation of results within a multinational group of companies.

The limits of our research are represented by the criteria applied in order to iden-
tify the final set of comparable companies. These criteria reflect our understanding of
the provisions of the O.E.C.D. transfer pricing guidelines. Another limit of the
research is represented by the small number of comparables identified. However, with
all these limits we consider that our research contributes to the arm’s length prin-
ciple literature.

Future research directions involve the performing of the comparability analysis for
a company which operates in an industry that recorded a significant evolution in the
year in which the related party transaction took place, compared with the previous
years. The main objective of this research will be to identify in which measure a sig-
nificant evolution of the industry impact the inter-quartile range determined in the
two situations (presented in Section 1).

In addition, another research direction may take into consideration the different
percentage used by countries in order to determine the affiliation relationship
between companies and to analyse if this percentage impacts significantly the inter-
quartile range.
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