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INTRODUCTION

As the accounting period draws to a close and the corporate income tax return deadline approaches, it is worth
asking a practical question: do the results of our controlled transactions still comply with the arm’s-length
principle? Cost volatility, inflationary pressures, changes in supply chains, and exchange-rate movements can all
mean that prices set ex ante fail to deliver results within the range derived from a comparability (benchmark) analysis
prepared in a previous period.

In practice, we are seeing growing scrutiny from the tax authorities in this area. Where an error is identified and
additional tax assessed for one tax period, this is often followed by audits covering further periods. Where
international treaties apply (for example, in relation to cross-border controlled transactions covered by double
taxation treaties) the tax authority may review up to ten prior tax periods, which can be financially crippling for
companies.

Where the profitability of the tested entity (for example, a contract manufacturer, a limited-risk distributor, or a shared
service centre) falls outside the target arm’s length range, a year-end adjustment should be considered. In Slovak
practice, two main approaches are typically applied:

e anaccounting compensation adjustment (a year-end adjustment / true-up / true-down); or

e a non-accounting adjustment of the tax base in the tax return (most commonly pursuant to Section 17 of the
Income Tax Act, depending on the specific circumstances).

Below, we outline when each approach is appropriate, the most common risks, and what transfer pricing
documentation should cover.

Accounting compensation adjustment: the most transparent solution,

where feasible

An accounting compensation adjustment involves settling the difference between actual and target profitability
directly between related parties (for example, by means of a credit note, debit note, or internal accounting document
based on an agreed mechanism). In practice, this represents a “true-up” designed to ensure that the tested entity
achieves a stable, market-level return appropriate to its functions and risks, while any residual profit or loss is borne
by the fully risk-bearing entity.

Typical forms of adjustment include:

e subsequent price adjustments for goods or products;

e subsequent adjustments to service fees;

e variable royalty or know-how fees (where economically justified and contractually agreed).

Ad-hoc adjustments, particularly in larger companies or groups, can be risky. The robustness and defensibility of
this approach depends on several factors:

e consistency with intercompany agreements and the internal transfer pricing policy (ideally, contracts
should include an explicit true-up clause);

e recognition in the correct accounting period (so that the adjustment is reflected in the financial statements for
the relevant year);

e symmetrical recognition by the counterparty in the same period (to avoid the risk of economic double taxation,
intra-group disputes, or distorted profitability reporting);

e assessment of VAT and, where relevant, customs implications (especially for adjustments to goods prices).
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Non-accounting adjustment in the tax return: where an accounting

adjustment is not possible

In some cases, it is not possible to implement an adjustment through the accounts, for example, due to group-level
closing procedures, internal process constraints, a group decision not to issue corrective documents, or where the
transaction is new and the tax department becomes aware of it only after year-end. In such situations, a non-
accounting adjustment of the tax base in the tax return may be considered, typically relying on mechanisms under
Section 17 of the Income Tax Act (with the specific conditions and implications requiring individual assessment).

Practical example: a Slovak contract manufacturer achieves a lower markup than indicated by the benchmark. The
difference is “trued up” through an increasing adjustment to the tax base in the tax return, without changing the
accounting prices.

Advantages:

e it can quickly mitigate the risk of an additional domestic tax assessment by the tax authority (provided that
the calculation and methodology are defensible).

Disadvantages and risks:

e without a corresponding adjustment at the level of the counterparty (where the principal can be identified),
economic double taxation may arise within the group;

e tax audits typically involve increased scrutiny of transparency (why this method was chosen, whether the
benchmark is defensible, whether the tested party has been selected appropriately, etc.).

Why doing nothing is rarely the best option: tax authority reporting and

analytics

In practice, companies often fear that a voluntary adjustment will attract the attention of the tax authority and
increase audit risk. Our experience suggests the opposite: passivity in the face of an obvious deviation from
results is often perceived as an indication that transfer pricing is not being actively managed.

It is also important to note that the tax authority will now have access to structured data on related-party
transactions from the corporate income tax return (including their categorisation), enabling more effective
analytical selection and cross-checks. For this reason, it is advisable to have:

e economically sound, well-documented explanations and the related circumstances underlying the results
achieved for the relevant financial year in the transfer pricing documentation;

e justification for any non-accounting tax base adjustment (where this route is chosen).
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Recommended approach: what to do before filing a tax return

Step 1 - Identify relevant controlled transactions and the tested party

Review which controlled transactions are profitability-driven, which are sufficiently closely linked to be aggregated,
and which entity is the tested party (typically the limited-risk entity).

Step 2 - Assess profitability and the benchmark

Compare actual results with the benchmark (ideally updated, or at least confirmed to remain reliable).
Step 3 - Design and calculate the adjustment

Choose the accounting or tax route and prepare a calculation that is:

e reproducible;

e consistent with the relevant (appropriate) transfer pricing method;

e linked to accounting data (segmented P&L, cost allocations, etc.).

Step 4 - Implementation and documentation

Reflect the adjustment in the accounts or tax return and update the transfer pricing documentation with clear
reasoning and an audit trail.

A year-end adjustment is not a failure. When properly designed, it is a standard tool for aligning transfer
prices with economic reality and the arm’s-length principle.

Most common mistakes encountered in practice

e The adjustment is made without contractual support (absence of a true-up clause or calculation mechanism).
e Thebenchmark used is clearly outdated or does not meet the criteria of comparability and independence.

e The adjustment is calculated on an incorrect base (for example, without proper allocations) and cannot be
reconciled to the accounts.

e Thecompany trues up the result, but overlooks VAT and customs implications.
e The adjustmentis unilateral and uncoordinated within the group, leading to double taxation.

e The tested party is incorrectly selected (the profit of the “wrong” company is trued up in light of its functional and
risk profile).

e Theadjustment is made too late and does not fall into the correct accounting period.

e The documentation explains the principle, but lacks calculations, inputs, and workings (meaning the
adjustment is not reproducible).
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CONCLUSION

Transfer pricing is not a one-off exercise carried out at the start of the financial year. It requires ongoing
monitoring and year-end evaluation, particularly for limited-risk entities where profitability is expected to be
more stable. A properly executed adjustment, whether accounting-based or tax-based, reduces the risk of
dispute with the tax authority and adverse audit outcomes.

If you are addressing year-end transfer pricing adjustments for the first time, are unsure whether your current
setup is appropriate, or have identified a deviation in the profitability of a key entity, we will be happy to discuss the
available options and help you to establish a process that remains defensible under tax audit.

If you have any further questions or need additional information,

. . kontakt@pkf.sk
feel free to contact us at the following email address S sk =

* Please note that the above information is of a general and informative nature and should be interpreted within a
broader legislative context. For specific cases, we recommend requesting an individual opinion. We do not accept
responsibility for any actions taken based on the information provided.
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