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The Netherlands Appeals the Starbucks Decision
William Byrnes (Texas A&M University Law) · Wednesday, December 9th, 2015

Starbucks Manufacturing BV (SMBV), based in the Netherlands, is the only coffee roasting
company in the Starbucks group in Europe. It sells and distributes roasted coffee and coffee-related
products (e.g. cups, packaged food, pastries) to Starbucks outlets in Europe, the Middle East and
Africa.  Read my previous comments on this case post here.

The EU Commission’s decision challenges the outcome of the Advanced Pricing Agreement
(APA) between the Netherlands Tax Authority (Tax Authority) and SMBV. The Tax Authority
responded that within the Dutch tax system profit is taxed where value is created. The Tax
Authority concluded an Advance Pricing Agreement (APA) with SMBV which includes an arm’s
length business remuneration for the roasting of coffee beans.  The Tax Authority collects taxes on
profit made by SMBV for roasting coffee beans. Because the intellectual property rights of
Starbucks are not located in The Netherlands, the royalties for the use of these cannot be taxed in
The Netherlands.

The Tax Authority, acting in accordance with the international OECD framework for transfer
pricing, agreed with Starbucks that it may apply the Transactional Net Margin Method (TNMM)
to determine an arm’s length result to attach to its Netherlands based activities. The TNMM
requires that members of multinational enterprises be treated as independently operating national
enterprises: profits are taxed wherever value is created, attaching to the specific enterprise of the
activity creating the value.

In its decision, the Commission establishes a unique interpretation the OECD guidelines
concerning the choice and application of the globally accepted transfer pricing methods.  Based
upon its interpretation, the Commission’s alleges that Starbucks should have applied the
Comparable Uncontrolled Price (CUP) method to each activity of each enterprise instead of the
TNMM. However, the Netherlands Tax Authority does not agree that the CUP method should have
been applied in the Starbucks case in this fashion because of the absence of suitably similar,
comparable data to the situation of Starbucks’ operations and value creating activities and assets.

After its misapplication of CUP to Starbucks’ operations, the Commission then creates a new
criterion for profit calculation.  While the methodologies and underlying criteria of application are
not a closed universe for determining an arm’s length price, the Commission’s new criterion is
incompatible with domestic regulations and the OECD framework. The Tax Authority will contend
that the Commission does not adequately understand the nature and context of the value add of
Starbucks’ myriad of activities.

https://kluwertaxblog.com/
https://kluwertaxblog.com/2015/12/09/the-netherlands-appeals-the-starbucks-decision/
http://www.kluwertaxlawblog.com/blog/2015/10/23/eu-commission-state-aid-starbucks-decision-my-u-s-perspective/
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The Commission states in its Starbucks decision that the arm’s length principle it has applied is not
the same as the arm’s length principle stemming from Section 9 of the OECD treaty. The
Commission’s application of a variant will cause confusion and uncertainty among tax authority of
member states, among trade partners’ tax authorities, and the underlying enterprises subject to their
audit authority.  For a tax authority, such uncertainty relates to the question of what rules are to be
applied and in which fashion. And for enterprises, such uncertainly relates to the proper application
of rules in rulings. So as to obtain more clarity and jurisprudence in this matter, the Dutch Cabinet
has appealed the Commission’s Starbucks decision.

The Commission alleges that the methodological choices in the transfer pricing report provided by
the tax adviser for Starbucks to the Netherlands Tax Authority, and agreed to in the APA between
Starbucks and the Tax Authority, are not a reliable approach to a market result and thereby do not
fulfill the arm’s length principle. The Commission alleges that the transactional net margin method
(TNMM) is not the most appropriate method to forecast a taxable profit because the OECD
guidelines and the Transfer Pricing Decree show a preference for the Comparable Uncontrolled
Price Method (CUP).  The Commission determined that if the CUP had been applied to Starbucks’
coffee roasting of SMBV, the taxable profit would be substantially higher.

Most Appropriate Method?

The OECD adopted in 2010 a “most appropriate method” concept, similar to the U.S. “best method
rule”. The most appropriate method concept replaced the previous OECD rule that transactional
profit methods, profit split and TNMM were only to be leveraged as methods of last resort (with
TNMM being in last spot). Regarding the “most appropriate method” the 2010 Guidelines states:

[T]he selection process should take account of the respective strengths and
weaknesses of the OECD recognized methods; the appropriateness of the method
considered in view of the nature of the controlled transaction, determined in
particular through a functional analysis; the availability of reliable information (in
particular on uncontrolled comparables) needed to apply the selected method and/or
other methods; and the degree of comparability between controlled and uncontrolled
transactions, including the reliability of comparability adjustments that may be
needed to eliminate material differences between them. No one method is suitable in
every possible situation, nor is it necessary to prove that a particular method is not
suitable under the circumstances.

However, in spite of the foregoing, the 2010 Guidelines indicate a preference for traditional
methods in applying the most appropriate method rule:

[W]here, taking account of the criteria described at paragraph 2.2, a traditional transaction method
and a transactional profit method can be applied in an equally reliable manner, the traditional
transaction method is preferable to the transactional profit method.

The 2010 OECD Guidelines for comparability analysis contains nine, non-linear, steps.

Step 1: Determination of years to be covered.
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Step 2: Broad-based analysis of the taxpayer’s circumstances.

Step 3: Understanding the controlled transaction(s) under examination, based in
particular on a functional analysis, in order to choose the tested party (where
needed), the most appropriate transfer pricing method to the circumstances of the
case, the financial indicator that will be tested (in the case of a transactional profit
method), and to identify the significant comparability factors that should be taken
into account.

Step 4: Review of existing internal comparables, if any.

Step 5: Determination of available sources of information on external comparables
where such external comparables are needed taking into account their relative
reliability.

Step 6: Selection of the most appropriate transfer pricing method and, depending on
the method, determination of the relevant financial indicator (e.g. determination of
the relevant net profit indicator in case of a transactional net margin method).

Step 7: Identification of potential comparables: determining the key characteristics to
be met by any uncontrolled transaction in order to be regarded as potentially
comparable, based on the relevant factors identified in Step 3 and in accordance with
the comparability factors ….

Step 8: Determination of and making comparability adjustments where appropriate.

Step 9: Interpretation and use of data collected, determination of the arm’s length
remuneration.

What Is the Value of Starbucks Roasting “Know How”?
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The Commission alleges that the payment of royalties by SMBV to the Starbucks UK subsidiary
(Alki) owning the “know-how” intellectual property rights does not provide a correct
representation of the value of the intellectual property rights and therefore cannot be deemed to be
arm’s length. This incorrect representation led Starbucks to exaggerate the value attaching to its
coffee bean roasting “know-how”, in turn leading to an excessive royalty payment.

The royalty payment is based upon an “adjustment variable”, the level of which is determined by
the accounting profits of SMBV subtracting the compensation agreed in the APA in the form of a
fixed mark-up on the operational costs of SMBV.  The APA does contain a fixed method of being
able to assess the arm’s length nature of the level of the royalties.

The Commission alleges that, on the basis of its application of an arm’s length transaction price via
a CUP test, SMBV would not have been willing to pay any royalty for know-how.  The
Commission’s allegation is based upon a comparison of Starbuck’s agreements for roasting coffee
with other coffee roasters worldwide. Thus, Alki should not have been paid any royalties.
Moreover, the Commission contends that the royalties, paid over for many years, cannot be arm’s
length because SMBV does not appear to gain any business advantage from the use of the
intellectual property in the area of roasting coffee. An independent company, argues the
Commission, will not pay for a license if it is unable to earn back the royalties paid.

Additionally, the Commission contends that payment for royalties does not represent a payment for
Alki taking upon itself the risks of SMBV. The Commission dismissed the Tax Authority argument
that Alki bore the economic risk of SMBV’s loss of stock (wastage).  The Commission points to
Alki’s lack of  employees as justification that Alki’s capacity is too limited to actually bear such
risk.  Finally, the Commission dismissed Alki’s payment for technology to Starbucks US as a
justification of its royalty payment from SMBV.

What Is the Value of Starbucks Sourcing of Green Beans?

The Commission alleges that SMBV overpays Starbucks coffee sourcing operation in Switzerland
(SCTC) for acquisition of ‘green beans’, which are then roasted by SMBV and distributed to
Starbucks’ various national operations.  The purchase price of green beans paid by SMBV to
SCTC is abnormally high and therefore does not comply with the arm’s-length principle.

The Commission alleges that Starbucks did not investigate an arm’s length relationship for which
the transactions between SCTC and SMBV, being the purchase and delivery of green coffee beans.
 Secondly, the Commission did not accept Starbucks’ underlying grounds for the justification of
the significant increase from 2011 of the mark-up in the costs for the green beans supplied by
SCTC.  Starbucks’ contends that SCTC’s activities became increasingly important from 2011
partly due to the evolving “C.A.F.E. Practices” program (e.g. ‘fair-trade’).  Comparing the costs of
similar fair-trade programs, the figures provided by Starbucks in connection with its C.A.F.E.
Practices program, argues the Commission, are problematic both in terms of consistency as well as
the arm’s length nature. The Commission contends that the Tax Authorities should have rejected
the additional deduction from the accounting profits. Moreover, the increased mark-up can be
connected directly to the losses incurred by SMBV’s coffee roasting activities since 2010, which
highlights the non arm’s length relationship of this mark-up.

Least complex function?

The Commission posits a secondary argument that Starbucks misapplied the TNMM to its supply
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chain.  Firstly, the Commission alleges that Starbucks incorrectly categorized SMBV as the “least
complex function” of the Starbucks’ value added supply chain, basically as a contract
manufacturer, in comparison with Starbucks’ UK subsidiary that owns the manufacturing and
processing “know how”.  This misapplication of the TNMM led Starbucks to incorrectly led
Starbucks to select SMBV as the subsidiary to be the “tested party”.  Secondly, the Commission
posits that when SMBV is compared to other market participants in the coffee trade sector, SMBV
incorrectly applied two upward adjustments to its cost base.  Consequently, Starbucks
inappropriately limited its Netherlands taxable basis.

Determining the least complex function takes place prior to the application of the TNMM as
transfer price method. In order to determine the entity with the least complex function, a function
comparison must be made. The outcome of the function comparison indicates an entity, to which
the transfer price method can be applied in the most reliable manner and for which the most
reliable comparison points can be found.

In its coffee roasting function, the Commission contends that SMBV does not only carry out
routine activities. SMBV conducts market research reflected by its payments for market research. 
Also, SMBV holds significant intellectual property reflected by the amortisation of intangible
assets in its accounts.  Moreover, SMBV performs an important resale function. A routine producer
is not involved in such activities. On the other hand, Alki activities are very limited. Alki does not
have employees and it thus operates with limited capacity.  The Commission contends that the
financial capacity of Alki is not the total financial capacity of the worldwide Starbucks Group.

Starbucks Reaction?

Starbucks released a statement: “The dispute between the European Commission and the
Netherlands as to which OECD rules we and others should follow will require us to pay about
€20m to €30m on top of the $3 billion in global taxes we have already paid over the seven years in
question (2008-2014).”

Professor William Byrnes (Texas A&M) is the primary author of Practical Guide to U.S. Transfer
Pricing that is used extensively by multinationals to cope with the U.S. transfer pricing rules and
procedures, taking into account the international norms established by the Organization for
Economic Co-operation and Development (OECD).

________________________

To make sure you do not miss out on regular updates from the Kluwer International Tax Blog,
please subscribe here.
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The 2022 Future Ready Lawyer survey showed that 78% of lawyers think that the emphasis for
2023 needs to be on improved efficiency and productivity. Kluwer International Tax Law is an
intuitive research platform for Tax Professionals leveraging Wolters Kluwer’s top international
content and practical tools to provide answers. You can easily access the tool from every preferred
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location. Are you, as a Tax professional, ready for the future?

Learn how Kluwer International Tax Law can support you.
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