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INTRODUCTION

Transfer pricing involves the price that a member of a multinational group charges a related party operating in a different tax jurisdiction for goods, services and intangibles. Within this context, the transfer pricing discipline attempts to assign one or more of these related parties (herein referred to as the tested party) with arm’s length returns determined from a group of third party comparable companies.

To achieve this goal, economists must find a set of comparables (based on a set of criteria) that resembles the tested party. The need to perform working capital adjustments increases when the tested party exhibits differing levels of working capital intensities relative to the comparables.  While the issue of performing working capital adjustments has not received much attention in the transfer pricing literature, economists routinely struggle with the issue of whether to perform them. It will be the purpose of this paper to show that in an economic environment dominated by perfect competition, working capital adjustments should be the rule and not the exception. 

NEED FOR WORKING CAPITAL ADJUSTMEnTS: AN OVERvIEW

While many economists, including myself, believe in the need for adjustments, there are those who do not share in this view. Some argue that utilizing working capital adjustments are not warranted as they may result in extreme income adjustments.  Others argue that from a theoretical point of view, it is  possible for a tested party to have working capital intensities that do not fall within a range determined by a set of comparables. With respect to the size of any potential adjustment, I believe that as professional tax practitioners, due diligence would dictate that we perform any  adjustments that improves the comparability between the tested party and the comparables, irrespective of how extreme  the adjustments may be. My real concern surrounds theoretical argument against performing such adjustments. Unless the market is characterized by a monopoly, working capital adjustments, given the assumptions of basic economic theory relating to competitive markets, dictate that adjustments are a necessary condition.

My focus for the remainder of this paper will be to provide evidence supporting the use of working capital adjustments. To do this, I will first go through an intuitive exercise illustrating why working capital adjustments are needed. I will then venture into developing a theoretical rationale supporting the use of such adjustments.

AN INTUITIVE EXPLANATION

Working capital adjustments should be utilized when a tested party exhibits different working capital intensities relative to a set of comparables. To develop this further, I will divide working capital adjustments into two key areas:

i.
Inventory and accounts receivable adjustments; and

ii.
Accounts payable adjustments

If our tested party, a distributor for illustrative purposes, has a lower intensity of accounts receivable or inventories to sales relative to a set of comparables, then this would imply that the comparables in question were providing its’ customers with a valuable function that should be compensated for through higher prices. To correct for the fact that the given comparables are performing more value added functions than the tested party, the returns given by the comparables must be adjusted downward in order to assign the tested party with accurate profit margins. If on the other hand the comparables in question have a higher level of accounts payable to sales relative to our tested party, then this would suggest that these comparables were receiving a valuable financing function from their suppliers and would likely be charged a higher price. In order to improve comparability, the returns given by the comparables must be adjusted upward in order to assign the tested party with a more reliable return. While this is an intuitive explanation for why we need to perform working capital adjustments, the theory behind industrial organization provides a solid theoretical argument supporting the use of such adjustments.

A THEORETICAL ARgUMENT FOR WORKING CAPITAL ADJUSTMENTS AND ITS IMPLICATIONS

Multinational organizations can operate in three main industry types. Market structures can range from perfectly competitive (where the market is characterized by significant competition) to a monopoly where no competition exists. Oligopolies fall somewhere in between, characterized by fewer competitors that have some market power. As my analysis will show, theoretical support for working capital adjustments is strongest for the case of perfect competition.

THE PERFECTLY COMPETItiVE ENVIORNMENT: ASSUMPTIONS AND IMPLICATIONS  FOR WORKING CAPITAL ADJUSTMENTS

In order to illustrate why working capital adjustments are required on theoretical grounds, I must first outline the basic assumptions of the perfectly competitive model.

Assumptions

1.
In a perfectly competitive environment each firm is assumed to be a price taker. 


Implication: No one firm can affect market price through a change in supply.

2.
Products that are sold within this model are perfect substitutes (or very similar). 
Implication: Any price discrepancy that exists between competitors will result in the firm charging a higher price losing market share.

3.
Firms have access to the same technology.

Implication:  No one firm will have a technological advantage over the other.  As a consequence, the production process that each firm follows will be identical.

4.
New firm entry is not restricted by barriers to entry. 
Implication: If economic profits exist in the short run new firms will enter and eliminate all economic profits in the long run.

What Are The Implications of This Model For The Working Capital Adjustments Debate? 

The first implication of this model is that all firms must charge the same price. Any firm charging a price that differs from what the market dictates will either lose market share or go insolvent (given they will sell the products below cost).  As our previous discussion illustrated, different working capital intensities across firms imply that these firms are  receiving or providing valuable functions that a profit-maximizing firm, operating at arm’s length, would recoup through higher prices. This situation, however violates the basic assumptions of the model outlined above. In order to correct the apparent contradiction between economic theory and practice, working capital adjustments must be performed to ensure that capital intensities across firms are the same. 

Mathematically, suppose that prices that a particular firm (a distributor for illustrative purposes) can charge its customers is a function of the following three working capital intensities, namely:

R/S, P/S, I/S






(1)

Where these variables represent receivables to net sales, payables to net sales and inventory to net sales respectively.

The question then becomes:  how will these different working capital intensities across firms behave in the long run in our perfectly competitive market place? Given firms are price takers,  the price that each firm charges will equal the price charged by other firms. This means that factors that affect price, including capital intensities, must be the same. We can formulize this equilibrium condition with the following equation:

P1[(R/S)1, (P/S)1, (I/S) 1]=P2[(R/S)2, (P/S)2, (I/S)2]=…… Pn[(R/S)n,(P/S)n,(I/S) n],  (2)

Where P denotes price charged by a specific firm in question and  n denotes the “nth firm” in the market. From (2), if prices charged by firms are the same, then all factors that affect price, including working capital intensities must be the same as well. If working capital intensities are not the same therefore, then working capital adjustments must be performed.  

The second implication of the model involves economic profits:  all economic profits will equal zero in the long run. Given no barriers to entry exist in a perfectly competitive environment, any profits that are realized in the short run will lead to new firms entering the market, increasing supply and reducing prices. Prices will change from the short to long run such that the new price will exhausts all economic profits. For this condition to hold in the long run, prices will need to converge to some point such that economic profits equal zero

Mathematically:

 Profit1= P (R,P,I) * Y(K,L) - WL -RK= Profit2 = P (R,P,I) * Y(K,L) - WL -RK = …= Profitn = P (R,P,I) * Y(K,L) - WL -RK=0



(3)

However, if working capital intensities were different across firms, then prices that each firm could charge would also differ, violating our zero profit condition given in (3). 

The implications of the above theoretical analysis is that if our tested party operates in a perfectly competitive environment, working capital adjustments must be performed to our set of comparables to ensure that working capital intensities, and hence prices, remain the same. Failure to perform these working capital adjustments would be theoretically incorrect and would violate the very foundation on which the model used to describe economic activity was built.

Does this analysis hold for an oligopoly?

The lessons learned from the case of perfect competition can also be (more loosely) applied to the case where we are working within an industry characterized by an oligopoly. The major difference between an oligopoly and a perfectly competitive market is that in an oligopoly products are sufficiently different that firms can justify charging different prices, even in the long run.  Given products are not perfect substitutes, firms can charge different prices if consumers believe that products offered are sufficiently different in some way (quality considerations for instance) and are prepared to pay for it. However, if consumers believe that the difference in price is not warranted then consumers will substitute away from the more expensive good to the less expensive one. 

While price considerations are more important in a perfectly competitive environment, the fact that price does matter in an oligopolistic setting suggests that working capital intensities, which affects price, cannot be significantly different across firms unless consumers perceive a significant difference in the value of the products  in question.

Conclusion:

Performing working capital adjustments are necessary to ensure that returns derived from a set of comparables can be reliably applied to a tested party operating in a non-arm’s length setting. There is no theoretical argument that suggests that working capital adjustments should be rejected. The analysis has shown that operating in a perfectly competitive environment implies that working capital adjustments are a requirement. These findings are  supported on theoretical grounds which are violated when different working capital intensities between firms exist.  Given that firms are assumed to be price-takers, then the only way that prices charged by all firms can be a taken as given is if all of the factors that affect prices, including working capital intensities, are the same.







