Benchmarking:

The Heart of the
Arm’s Length Process



The arm’s length principle—the cornerstone of transfer pricing
regulations—requires that prices and conditions applied in controlled transactions
betweenrelated parties be consistent with those that would exist in similar
transactions betweenindependent, unrelated partiesin a free-market setting.

First, the most obvious reason why you should conduct a benchmarking analysis:
It’srequired by law.

Most countries mandate that multinational enterprises (MNEs) must performa
benchmarking analysis to support the arm’s length nature of theirintercompany
transactions and incorporate the details of that analysis in theirdocumentation.
And since each country hasits own regulatory quirks and individual rules, that
compliance burdenis multiplied by as many jurisdictions as you operate
in—enough to keep an army of tax experts busy.

Should anissue arise with a tax authority, having a solid benchmarking analysis to
support pricing decisions can only strengthen the company's position during
discussions. More generally, having arobust and defensible pricing structure forall
intercompany transactions can help build long-term trust with tax
authorities—meaning areducedrisk of transfer pricing adjustments, penalties,
and disputes.

But the benefits of benchmarking don’t end with compliance and preparedness
forpotential inquiries. Consider all the value that anin-the-weeds study of
comparable companies’ financial data and activities can offer.



Awell-runbenchmarking analysis enables MNEs to assess their performance
relative to industry peers, understand market trends, and make informed decisions
about expansion, investment, and resource allocation. It canidentify potential
cost-saving opportunities and help optimize internal pricing strategies. There's also
the transparency factor: benchmarking provides robust data to support financial
reporting, which can only enhance stakeholder confidence andinvestor
trust—especially forcompanies operating in multiple tax jurisdictions.

How to Conduct an Effective Benchmarking Analysis

Benchmarking, as noted, is the process of identifying comparable observations
that support the arm's length nature of intercompany transactions. Itinvolves
finding companies or agreements with similar functions, risks, and assets, which can
serve as a basis for determining an appropriate transfer price between yourrelated
parties. Given the real-world, empirical data required, thisis not going to be a neat,
cut-and-dried process: it takes subjectivity and judgment calls, awareness of your
risk appetite, and plenty of statistical adjustments to make those comparisons.

documentation.



standards, product quality, or contract terms.



BENCHMARKING:
THE HEART OF THE ARM’S LENGTH PROCESS



The IQR method focuses onthe middle 50% of the data pointsinthe dataset,
excluding outliers and extreme data points, to arrive at a stable, conservative
measure of therange. It’s often favored forits ability to provide a more reliable and
defensible analysis, especially in cases where tax authorities prioritize a conservative
approach.

The fullrange, on the otherhand, includes all data points in the dataset, without
excluding outliers. It provides abroader perspective of the data distribution,
incorporating extreme values that may reflect actual market conditions—and
allowing for greater flexibility and a more inclusive approach to the analysis. This
could benefit companies with a higher risk tolerance, who seek to support their
transfer pricing positions with a broaderrange of comparables, or where the
benchmarking study lacks sufficient data points to calculate areliable IQR.

Other companies will conduct a fresh benchmarking search annually, performing a
new search forcomparable data eachyear. This ensures that the most current and
relevant datais usedinthe analysis. It also has the extra benefit of providing
up-to-date market data, reflecting the latest economic conditions and industry
trends. This approach may be preferredin fast-changing industries where market
conditions can significantly impact transfer pricing outcomes. The downside is that
this can be aresource-hogging activity. Also, asit may resultinvariationsinthe
comparables fromyear to year, it could introduce complexity in tracking changes
and explaining differences to tax authorities.

Some companies will seek out a Goldilocks solution—a combination of both
methods to strike a balance between compliance, accuracy, and efficiencyin
transfer pricing documentation.



When there are variationsin the size or significance of the comparable companies
being analyzed, the weighted average—which assigns higher weights to the most
relevant comparables—produces a more accurate and tailored benchmark that
morereliably reflects the tested party's specific characteristics, which tends to be
the preference of many tax authorities. The period-weighted average is useful when
market dynamics are rapidly changing or when there are significant fluctuationsin
financial performance over time. By emphasizing recent years, this method ensures
that the benchmark s reflective of the current economic landscape, especially

But even with awell-conducted benchmarking study, there’s always a risk that tax
authorities might challenge or adjust your transfer prices. Allthe more reason why
your benchmarking analysis should be conducted with meticulous care—and
robust, accurate, and objective.

Whenyou considerhow benchmarking can also help you gaininsights into market
conditions, industry trends, and your competitors’ performance—and thus enhance
your own strategic decision-making and business planning—it's easy to see why
thereis no downside to doing it right.



Our clients benefit from the highest quality data and unigue software tools to gain
insights into the IP transaction and commercialization landscape, determine
reasonable royalty rates and enhance workflow efficiency.
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