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Cost Contribution Arrangements and analysis of compliance
with the arm’s length principle

During the normal course of the various transactions The economic principle of Cost Contribution

between companies, there are some types of Arrangements (CCAs) is exactly the same as the
transacions that can be carried out jointly. These economics of a Profit Split. Therefore, an arm’s length
types of joint business ventures may include CCAs should replicate the results of a transactional or
development activities (for example, R&D and residual profit split instead of the results of a series of
marketing), development of intangibles, tangible transactions.

assets and other joint services.
Through this document we shall analyze the different

Based on the above and as a common practice, reasons that allow for determining whether the
domestic and international business groups require conditions established by related parties for

and benefit from the performance of these types of transactions covered by a CCAs are consistent with
activities. Strictly speaking, independent companies the arm’s length principle, mainly based on the OECD
will require that the value of each participant’s Guidelines? and on compliance with the local Transfer
proportionate share of the total contributions to an Pricing regulations.

arrangement be consistent with its proportionate
share of the overall expected benefits to be received
under this arrangement.

L OECD Transfer Pricing Guidelines, January 2022.
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Main issues to be analyzed in CCAs

By definition, a CCA is a contractual arrangement
among business enterprises to share the contributions
and risks involved in the joint development,
production or the obtaining of intangibles, tangible
assets or services with the understanding that such
intangibles, tangible assets or services are expected to
create benefits for the individual businesses of each of
the participants.

Based on this definition, the main issues to be
analyzed in terms of Transfer Pricing are focused on
(a) the commercial or financial relationships between
the participants and (b) the contributions they make,
verifying that such contributions are consistent with
the expected benefits.

The main characteristics of these CCAs include:

1. Sharing the contributions: the contributions
to the CCA should be consistent with the
proportionate share of the expected benefits.

2. Benefits (income): future and in some cases
immediate benefits.

3. Compensation: additional consideration or
balancing payments

4. Simplification: A CCA could be the means for
replacing a series of intragroup payments,
with a mechanism for more streamlined
payments.

5. Types of CCAs: The first type ise related to the
development of assets, and the second type is
related to the providing of services.

Once the nature and characteristics of the CCAs are
defined, as mentioned above, it is necessary to
determine the application of the arm’s length
principle to the transactions covered by those
agreements. According to the OECD Guidelines:

“For the conditions of a CCA to satisfy the arm’s length

principle, the value of participants’ contributions must
be consistent with what independent enterprises
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would have agreed to contribute under comparable
circumstances...”

Application of the arm’s length principle

Given the above, in order to apply the arm’s length
principle in these transactions, it is necessary to follow
the following steps:

1. Itis necessary that all parties to the CCA have
a reasonable expectation of obtaining
benefits. Therefore, this step involves the
analysis of the commercial and financial
relationships of each participant, including the
capacity to assume risks in the transaction.

2. Calculate the value of each participant’s
contribution to the joint activity. All the
contributions of the participants, whether of
pre-existing rights or of development
activities, should be recognized at their fair
value instead of cost (unless there is some
exception).

3. Determine whether the allocation of CCA
contributions (as adjusted for any balancing
payments) corresponds to the share of
expected benefits.

Expected benefits

In services CCAs, this consists of determining the
proportionate share of the benefits that the
participants expect to obtain by using a relevant
allocation key. The possibilities for allocation keys
include sales (turnover), profits, units used, produced,
or sold; and number of employees, among others.

In development CCAs, the allocation of contributions
will take into account projections about the
participants’ shares of those benefits, which should be
periodically reviewed.

Value of each participant’s contribution
According to the arm’s length principle, the

contributions should be valued based on their value at
the time of the contribution. To determine the fair
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value of the transactions, different alternative
valuation methods may be used.

One of the most used techniques is Discounted Cash
Flow (DCF) or Net Present Value (NPV), which is based
on various financial projections and assumptions and
uses a discount rate to determine the value of an
asset at a specific date. For the case of intangible
assets, companies may follow the guidance in the
OECD Guidelines, in Chapters | to lll and Chapter VI,
including when applicable, the use of the alternative
valuation techniques.

Relevant information for the initial terms of a CCA

In general terms, CCAs between related parties must
meet the following requirements:

e I|dentification of the parties.

e Definition of the scope of the activities and
specific projects covered by the CCA.

e Manner in which the expected benefits will be
measured.

e Form and value of each participant’s
contributions (balancing payments).

e Nature and interest of each participant in the
outcomes and benefits of the activity.

e  CCAs must be reported in the Master File and
Local File. The transactions deriving from a
CCA should be included in the corresponding
informational returns.

Local legal framework

In El Salvador there is no specific legislation for the
analysis of transactions under a CCA; however, in the
context of the Salvadorian legislation, in accordance
with article 62-A of the Tax Code, and just as for any
other type of transaction performed between related
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parties, the transactions deriving from a CCA (income,
expense, asset or liability) must comply with the arm’s
length principle.

Finally, these transactions must be reported as part of
the TP Form F-982. For the 2021 fiscal year, the
deadline for the obligation to file this TP Form is 31
March 2022.
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The updated 2022 tax calendar is now available on the Tax Administration’s website, which includes public holidays

and deadlines for all tax obligations.
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Obligations Calendar
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March 14

VAT

Declaration and payment of the Tax on
the Transfer of Movable Goods and the
Rendering of Services (F-07).

Financial Income and Transactions

Monthly declaration of Payment on
Account, and Tax Withheld on Income,
Financial Transactions, and the Special
Contribution for Citizen Security and
Coexistence (F-14)

Specific and Ad Valorem Taxes

Declaration and payment of Specific
Taxes, Ad Valorem Taxes and Special
Contribution (F-06).

Other obligations

e Report on Donations (F-960)
e Report on Specific and Ad Valorem
Taxes on Producers and Importers of
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Alcoholic Beverages, Potable Ethyl
Alcohol and Beer, Carbonated
Beverages, Isotonic Beverages,
Fortified Beverages or Energy Drinks,
Juices, Nectars, Soft Drinks and
Concentrated or Powder Mixtures for
the Preparation of Drinks (F-955).
Report on Specific and Ad Valorem
Taxes on Producers and Importers of
Firearms, Ammunitions, Explosives
and Similar Items, Producers of
Tobacco and Producers, Importers
and those that clear fuels through

customs (F-988).

Monthly Report of Sales to Producers,
Distributors or Retailers of Tobacco
and Tobacco Products (F-956)
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March 21
VAT

Monthly Report on Withholdings,
Collections, or Payments on Account of
VAT (F-930).

Printing Presses

Monthly Report on Documents Printed
for Taxpayers Registered under the VAT
(F-945).

March 31
Other Obligations

e Report on transactions with related
parties or parties domiciled,
established or located in countries,
states or territories with preferential
tax regimes, of low or zero taxation or
tax havens. (F-982)


https://www2.deloitte.com/sv/es/pages/tax/articles/Calendario-Obligaciones2022.html
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Deloitte refers to Deloitte Touche Tohmatsu Limited, a UK private company limited by guarantee, its network of member firms, and their related entities, each of
which is a legally separate and independent entity. Please see www.deloitte.com to learn more about our global network of member firms.

Deloitte provides audit and assurance, consulting, tax and legal, risk advisory, and financial advisory services to public and private clients spanning multiple
industries. With a globally connected network of member firms in more than 150 countries, Deloitte brings world-class capabilities and high-quality service to
clients, delivering the insights they need to address their most complex business challenges. Deloitte’s more than 345,000 professionals are committed to making
an impact that matters.

As used in this document, “Deloitte” refers to Deloitte El Salvador S.A. de C.V., which has the exclusive legal right to become involved in, and limit its business to,
the provision of audit, consulting, tax and legal, risk advisory, financial advisory and other professional services under the name “Deloitte”.

This communication contains general information only, and Deloitte is not, by means of this communication, rendering accounting, business, financial, investment,
legal, tax or other professional advice or services.

This communication is not a substitute for such professional advice or services, nor should it be used as a basis for any decision or action that may affect your
business. Before making any decision or taking any action that may affect your business, you should consult a qualified professional advisor. No representations,
warranties or undertakings (express or implied) are given as to the accuracy or completeness of the information in this communication, and Deloitte shall not be
liable or responsible for any loss or damage sustained by any person relying on this communication.

Deloitte El Salvador, S.A. de C.V. and Deloitte Consulting S.A. de C.V., referred to above and hereinafter as Deloitte El Salvador, with registered office address at
Edificio Avante, Penthouse Offices 10-01 and 10-03, Urbanizacion Madre Selva, Antiguo Cuscatldn, La Libertad, San Salvador, El Salvador, will handle your personal
data for the following purposes: (i) participating in professional training activities; (ii) participating in social and professional responsibility activities; (iii)
participating in events, training, seminars, and courses, among others; (iv) preparing commercial and informational material; (v) evaluating the quality of our
services; (vi) sending electronic mails requesting information; (vii) contacting your or organizing events for marketing, advertising or commercial research purposes,
in accordance with our Privacy Notice. You can consult such notice on the webpage of Deloitte El Salvador, in case you have a question, wish to raise a complaint, or
wish to exercise your rights, or you can contact us by emailing privacidad @deloittemx.com
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