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1.0 Introduction 

 

The title of this paper “Transfer Pricing (TP) and Thin Capitalisation 

(TC)” has a direct relationship with the theme of the 15th annual 

conference “Global Stability, Revenue Generation and Economic 

Growth” in the following three ways: 

 

a. The debate about TP and TC is principally about how to promote 

stabile flow of labour, capital, goods and services across national 

borders of the world.   

 

b. Secondly, there is the over-arching issue of the right of each 

country to generate the right amount of tax revenue from the 

economic activities performed within its boundaries.   

 

c. Thirdly, there is no debate that appropriate TP regimes would 

promote economic growth at unilateral, bi-lateral and multi-

lateral levels. 

 

The institution of a TP regime took a long time to berth in Nigeria.  

Several statutory provisions (includingS.22 of the Companies 

Income Tax Act (Cap C21, LFN 2004)) 22 gave powers to Nigerian 

tax authorities to make adjustment to tax returns if transactions 

between connected persons were not done following the arm‟s 

length principle.  The specific rules for applying these provisions 

were not published until 2012.  Thus, the publication of the TP rules 

in 2012 has opened a new vista in tax practice in Nigeria since then. 

 

This paper will examine the basic principles of TP/TC, their 

importance, effects of mispricing of transfers, features of the 
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Nigerian TP regulation and the war forward in TP practice for both 

the revenue authority and taxpayers in Nigeria. 

 

2.0 Importance of Transfer Pricing & Thin Capitalisation in 

Taxation 

 

Transfer Pricing (TP) has gained unprecedented popularity among 

tax jurisdictions for various reasons; chief of which are: 

 

 Globalisation: advancement in technology (transportation, 

information and communication) has brought distant parts of 

the world closer than before.  National boundaries are fast 

disappearing as the flow of labour, capital, goods and services 

is no longer restrained by geographical factors.  In 

consequence, goods, services and intangibles produced by 

entities of a group in one country must be transferred to 

entities of the same based in another country. 

 

The pricing of the resulting transfers presents a fertile ground 

for disagreement among tax authorities of the sending and 

receiving countries. 

 

 Specialisation: business entities are increasingly embracing the 

time-tested principle of division of labour, specialisation and 

comparative advantage to set up facilities in parts of the world 

that offer them maximum yield on one unit of factor of 

production.  This has led to the development of the concept of 

shared-services whereby certain services (accounting, human 

resource management, etc) are centralised and sited in 

different countries.   

 

The costs of these centres must be re-billed to all the entities 

sharing the services; tax authorities are having concerns as to 

the fairness of the billings. 

 

 Mergers and Acquisitions: increasingly, companies are foraying 

into other countries; buying up other companies.  Costs of 

central administration or other transfers from one entity to 
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another in the group must satisfy tax authorities in the 

respective countries. 

 

In all of the foregoing, the concern of governments is the possibility 

of revenue being shifted away from their jurisdictions.  And in the 

face of increasing pressure to meet the aspirations of its citizens by 

providing adequate social infrastructure, incidence of revenue losses 

would be stoutly contested. 

 

3.0 Basic Principles in Transfer Pricing 

 

3.1 Definitions: 

 

3.1.1 Associated, related or connected persons: 

 

a. Persons who are “associates”, as defined in relevant 

legislations (including tax laws); and  

 

b. persons that are business associates in any form, where –  

 

i. one enterprise participates directly or indirectly in the 

management, control or in the capital of the other, or  

 

ii. the same person or persons participate directly or 

indirectly in the management, control or in the capital of 

both enterprises; 

 

3.1.2 Transfer Price 

 

This refers to the price at which goods, services, intangibles, 

intellectual property rights or loans are exchanged between 

related entities or responsibility centers within an entity.  

 

3.1.3 Inter-company transfers 

 

Transfer of goods, services, intangibles, intellectual property 

rights or loans between related entities  
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3.1.4 Intra-company transfers 

 

Transfer of goods, services, intangibles, intellectual property 

rights or loans between responsibility centers within an entity 

 

3.1.5 Safe Harbour 

 

This refers to exemption from documentation requirements 

under the Nigerian TP regulations. 

 

3.1.6 Controlled transaction 

 

This relates any commercial or financial transaction between 

associated, related, connected or dependent persons. 

 

3.1.7 Independent enterprises or persons 

 

Enterprises or persons that are not connected, related or 

otherwise associated with one another 

 

3.1.8 Comparable Uncontrolled Transaction 

 

This refers to a transaction that: 

 

(i) does not differ significantly from a controlled 

transaction in a way that could materially affect the 

financial indicator applicable under the method; or 

(ii) is different from a controlled transaction, but for which 

reasonable accurate adjustments can be made to 

eliminate the effects of such differences. 

 

3.2 Arm‟s Length Principle 

 

The “arm‟s length principle” requires that the conditions of a 

controlled transaction should not differ from the conditions that 

would have applied between independent persons in comparable 

transactions carried out under comparable circumstances.  In effect, 

the arm‟s length principle would be said to be at play where the 
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relationship (or lack of it), existing between parties to an economic 

transaction, have not impacted on the prices chargeable or payable 

by the respective party. 

 

Where parties to a transaction are related or otherwise connected, 

the transactions must be priced as with those between independent 

enterprises conducted in similar circumstances. 

 

An arm‟s length price for a transaction is what the price of that 

transaction would be on the open market. 

 

The arm‟s length principle provides the basis for taxing income 

derivable from transactions between associated enterprises in most 

countries.  This principle is further captured in Article 9 of the OECD 

and UN Model Tax Conventions as well as OECD Transfer Pricing 

Guidelines for Multinational Enterprises and Tax Administrations. 

 

4.0 Transfer Pricing/Mispricing 

 

4.1 Transfer Pricing 

 

Transfer pricing refers to the process of determining the price at 

which economic transfers among related business entities are 

made.It isthe inter/intra-company pricing arrangements for 

transfers of intellectual property, goods, services and loans among 

connected taxable persons.  

 

4.2 Transfer Mispricing Issues 

 

Transfer mispricing occurs where transfers are priced arbitrarily 

without regard to the contributions (assets employed and risk 

borne) of the respective parties to the transaction.  

 

Entities are tempted not use prices determined based on the arm‟s 

length principles for the following reasons: 

 

a. To take advantage of difference in corporate tax rate; especially 

where tax incentives apply in certain jurisdiction; 
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b. To minimise the effect of high customs duty and other indirect 

taxes; 

c. To circumvent ownership and profit repatriation restrictions; 

 

4.3 Challenges of Setting Appropriate Transfer Price 

 

Most TP issues involve significant transactions between related 

parties where on or more parties are in low tax jurisdictions (such 

as Africa)e.g. representative office, sole dealership etc. 

 

The major problems associated with the process are: 

 

 In the event of transfer of intangibles to related enterprises – 

difficulty in valuation; 

 For specific service charges (e.g. interest, insurance premiums, 

royaltiesetc) to related parties – how to quantify value addition 

 With respect to shared services – relationship of the service with 

resulting income and whether the service provider should charge 

market prices.  If market prices are fixed, can an entity (group) 

make profit from itself?  How will resultant income tax paid on 

notional profits be treated? 

 Business restructurings – determining the appropriate prices for 

second-hand assets transferred to associated companies. 

 Loss making and loss merging – should business not have the 

liberty of merging losses within the group? 

 Effective tax rate – multinational enterprises do set for 

themselves acceptable effective tax rate.  One way of keeping 

within this effective rate is to shift profits from high tax-rate 

jurisdictions to low tax-rate ones. 

 Poor/non-existent documentation – globally, TP documentation is 

still a major challenge.  Many TP audits are done years after the 

transactions have been closed. 

 Excessive debt - certain industries rely greatly on debt funding 

(technology, oil & gas etc).   
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5.0 Thin Capitalisation 

 

This refers to a situation whereby an enterprise employs more debt 

than equity to finance its business activity (highly geared). 

The effect of thin capitalization on taxation is that enterprises with 

high debt funding would enjoy tax reliefs on interest charges unlike 

dividend.  This is because interest is tax deductible and paid before 

the profit of the borrowing company is determined. This makes debt 

financing more attractive to associated companies with the intention 

of shifting profits from one country or centre to another for the 

purpose of tax avoidance.  

 

The response of most tax jurisdictions is to set acceptable 

debt/equity limits for business enterprises. 

 

Examples of some countries that have prescribed Thin Capitalization 

rules with the respective „Safe Harbours‟ debt/equity ratio are: 

 USA, France –  1.5:1 

 Canada, Ghana –  2:1 

 Netherland, Australia, Japan, South Africa, Kenya – 3:1 

 China – Financial Institutions 5:1, Others 2:1 

 Germany – deductibility of interest of up to 30% of income 

 

6.0 Consequences of Manipulating TP in Nigeria 

 

a. Distortions in Balance of Payments – overpricing of imports 

b. Inequity of the poor subsidising the rich 

c. Unintended funding for renegade regimes 

d. Market distortions due to unfair competition 

e. Blockade of fresh capital inflow (recycling of internal funds) 

 

7.0 Features of Nigerian TP Regulations 

 

7.1 The Income Tax (Transfer Pricing) Regulation No.1, 2012 was 

published in 2012 with commencement date of 2nd August, 

2012. It is effective from the basis period commencing from 

2nd August, 2012  
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7.2 Its provisions are not restricted to cross-border transactions; 

they also cover domestic intra/inter-company transactions 

 

7.3 The objectives of the TP Regulations are to: 

 

7.3.1 provide an appropriate basis for taxing economic 

activities of associated enterprises; 

7.3.2 provide tools for fighting tax evasion 

7.3.3 reduce risk of economic double taxation; 

7.3.4 provide level playing field between MNE and 

independent enterprises; 

7.3.5 provide certainty of TP treatment in Nigeria 

 

7.4 Scope 

The regulations cover the economic transfer of goods,services, 

intangibles, money or any transactions incidental to such items. 

 

7.5 TP Adjustments 

 

It requires compliance with arm‟s length principle and empowers 

FIRS to make adjustments where necessary to make a controlled 

transaction consistent with the arm‟s length principle. 

 

The regulations further provide that FIRS should make 

corresponding adjustment in respect adjustments made by a 

contracting state under of taxpayers in treaty country 

 

7.6 TP Methods 

 

The Regulations permit the use of any of the five (5) common 

methods, any other method that may be prescribed by regulations 

made by the Service from time to time or any other method that 

can be justified by the taxpayer 

 

In all cases, the method used must be appropriate to the particular 

transaction bearing in mind the relative strength and weakness of 
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each method, the nature of the transaction, availability of reliable 

information and degree of comparability 

 

7.7 Documentation 

 

It is the responsibility of taxpayers to keep records that are 

considered adequate for the purposes of proving that transfer prices 

conform to the arm‟s length principles. 

 

Such records must be kept for a minimum period of 6 years. 

 

Documents and analysis must be provided to FIRS within 21 days of 

request subject to the discretion of the Service on extension.  The 

burden of proof of compliance with arm‟s length principle is on the 

taxpayer but discharged upon the provision of relevant 

documentations 

 

7.8 Advancing Pricing Agreements (APA) 

 

FIRS can enter into APA with taxpayers (for future transactions) on 

request subject to single minimum transaction value of N250m total 

deductible cost or taxable revenue among connected taxable 

persons 

 

7.9 Comparability factors to be used include: 

 

7.9.1 Physical characteristics of the item transferred 

7.9.2 Functions performed based on assets used and risks 

assumed 

7.9.3 Contractual terms of the transaction 

7.9.4 Economic circumstances under which the transaction 

was undertaken 

7.9.5 Business strategy pursued by the connected taxable 

persons 

 

 

 

 



 
 

      
 

Page 10 

7.10 Dispute resolution:  

 

The regulation provides for the setting up of a “Decision Review 

Panel” to resolve disputes arising from TP issues. 

 

8.0 Way Forward 

 

With the TP regime having been kick-started with the publication of 

the TP regulations, multinational enterprises should work on the 

following issues: 

 

a. Establish Group TP policy 

b. Align group TP policies with the Regulations 

c. Set up internal structures to handle TP policies, documentation 

and reporting 

d. Design internal control and reporting system for controlled 

transactions 

e. Secure services of TP professionals to handle negotiation, 

documentation, analysis and filing of activities 

f. Ensure that the contracts for all intra-group transfers are 

properly documented 

g. Secure TP compliance personnel 

 

9.0 Conclusions 

 

Without doubt, the proper implementation of the Transfer Pricing 

and Thin Capitalization rules in Nigeria will help to realise the theme 

of this year‟s CITN annual tax conference of “Global Stability, 

Revenue Generation and Economic Growth. 

 

Thank you. 

 

GBONJUBOLA, M. O. 

 


