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Chapter 4: Comparability Analysis

IN A NUTSHELL

The flirm’s length principle is applied by performing the comparability analysis. There
are five factors to consider in making the comparison — (1) the contractual terms; (2)
the characteristics of the property transferred or services provided; (3) the functions
p_erformed by each of the parties to the transaction, taking into account assets used and
nsks assumed, the circumstances surrounding the transaction, and industry practices;
(4) the economic circumstances of the parties and of the market; and (5) the bus'mess;
strategies of the parties.

The three steps of comparability analysis in the IRAS TP Guidelines is actually based
on an earlier articulation (OECD TP Guidelines 1995) of the expanded nine-step
OECD guidance (OECD TP Guidelines 201() on comparability analysis and TRAS
permits the nine-step approach to be used.

Tn essence, the comparability steps are

* First selek to understand the broad economic circumstances surrounding the
Fransactlon before going into detail and understanding the controlled transaction
itself by accurately delineating the transaction and performing a functional analysis;

. After Uﬁderstanding the economic circumstances and the related party transaction
in detgq, the next step is to look for internal comparables and if there are no or
insufficient internal comparables, look for external comparables.

* Next, based on the type of transaction and the availability of comparables,
determine the most appropriate transfer pricing method based on the strength anci
weakness of each method. Tn applying the TP method, the potential comparahlts
found in the earlier step are screened to eliminate those that are not reliable and
for the remaining ones, comparability adjustments may be made to improve their
reliability as comparables.

* The final list of comparables then produces the arm’s length range by using a
méthod of_ central tendency (median, interquartile range, etc). ‘Any point within
this range is regarded as arm’s length under OECD and IRAS guidelines.

Practical observations

* Transfer pricing analysis can be quite technical and this is why companies with
tax teams still outsource the comparability analysis to advisors, especially the
benchmarking search (see discussion in Chapter 5) in external databases for
comparables. The outcome of the analysis is required to be documented in the TP
documentation, especially the Entity level file (see discussion in 7-900) to show
that the taxpayer has applied the arm’s length principle.

¢ Transfer pricing -rules and the way they are applied may differ across jurisdictions,
therefore, what'm_ arm’s length in Singapore would still need to be separately
analysed to see if it complies with the rules in another country.
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€4-100 What to Compare
The IRAS TP Guidelines' adopts the OECD Transfer Pricing Guidelines’ framework” of
five economically relevant characteristics or comparability factors in considering whether
a controlled transaction is comparable to an uncontrolled transaction. These are:

1. The contractual terms of the transaction;

9 The characteristics of the property transferred or services provided;

3. The functions performed by each of the parties to the transaction, taking into account
assets used and risks assumed, including how those functions relate to the wider
generation of value by the multinational enterprise (“MNE”) group to which the
parties belong, the circumstances surrounding the transaction, and industry practices;

4 The economic circumstances of the parties and of the market in which the parties
operate; and

5. The Lusiness strategies pursued by the parties.

€3-290 How to Compare
TRAS recommends that taxpayers adopt the following three-step approach to apply the
arm’s length principle in their related party transactions™:

Step 1 — Conduct comparability analysis

Step 2 — Identify the most appropriate transfer pricing method and tested party

Step 3 — Determine the arm’s length results

This recommended three-step approach is neither mandatory nor prescriptive. A taxpayer
can modify the recommended approach or adopt an alternative approach if its individual
circumstances require such modifications to better arrive at the arm’s length result’,

The current OECD TP Guidelines (Chapter I11) describes the same comparability analysis
process in nine steps.

The intuition to the nine steps illustrated in the diagram below is that it goes from the
macro to the micro (transactional):

First, seek a broad understanding of the economic factors and the conditions of the
controlled related party transaction.

" Para 5.18 IRAS TP Guidelines. Note para 5.18 lists the first four factors and business strategies is separately
discussed in 5.33, 5.39 and 5.46 of the JRAS TP Guidelines.

2Para 1.36 OECD TP Guidelines.

3Para 5.12 IRAS TP Guidelines.

4Para 5.14 [RAS TP Guidelines.
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Second, having understood the controlled transaction in its entirety, including the functions

assets and risks of both parties, search for potential comparable data (internal and external
comparables).

"Ijhird, select and apply the most appropriate method to the potential comparable data.
filter/screen and adjust so as to narrow down to only reliable comparable data; ’

Finally, construct_ and interpret the arm’s length range. Either set the price or test whether
the price or margin is arm’s length.

Intuition of the 9 Steps: Getting to Reliable Comparables

Muacro economic & environment Start by
understanding
Accurate delineation of controlled " the conditions
transaction of the
2 transaction
Search for

comparables

Apply TP
method, filter,
- adjust to distill
most reliable
comparables

Interpret range.
-~ Setortest to
ensure price
within range

Arm’s Length Range
The 9 steps goes from macro (big picture business environment) to micro

(transactional); From a broad search for data to filtering and adjusting to
narrow down to only reliable comparable data

There is generally no practical difference between the three steps in the TRAS’ three
steps and the OECD’s nine steps. The JRAS TP Guideline’s three steps Is in essence
the OECD's articulation of the comparability steps in its 1995 Edition of the QECD TP
Guidelines, upon which the first edition of the IRAS TP Guidelines 2006 was based. The
[R/L? TP Guidelines has since been updated in successive editions to keep pace Witi:l the
OECD d.evelopments, including incorporating the concept of “accurately delineating the
transaction” and risk analysis in the fifth edition but the three steps have been retained

4-200
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Equivalence between OECD’s 9-steps vs IRAS’ 3 steps

Application of three-step approach to apply arm's length principle
QECD 9 Steps
ia : ine the comparability of fransactions in the :
otep 1 ! following 4 aspects and make comparability

Covered Conduct | .} adjustments for material differences:
comparahility i 1. Contractual terms of the transaction

analysis ! 2. Characteristics of goods, services or intangible
properties
¢ 3. Funclional analysls
i 4. Commercial and economic circumsiances

Broad analysis — overall
environment

Consider other relevant aspects:
1. Evaluate transactions on a separale or aggregate
basis
2. Use multiple year data
3. Consider losses
4. Select comparables:
a Internal comparables
b. External comparables:
. Commercial databases
iil. Comparables with publicly available
infermation
lit. MNon-local comparables
jv. Loss-generating comparables i

Accurate Delineation of
transaction-FAR

Internal comparahles

the most reliable resuits:
Step 2 . Traditional transaclion methods:
Identify the most i a. CUP method
appropriate transfer |——»! b. Resale price method
pricing method and : c. Costplus methaed
tested party i 2. Transactional profits methods
a. Transactional profit split method
i, Rasidual analysis approach
fi. Contribution analysis approach

elect most appropriate TP
methad

ldentify potential

comparables 3. Other more appropriate methods or a combination]
of various methods

Determine the choice of tested party where
necessary

Eomparability adjustment

i Apply the most appropriate transfer pricing
Step 3 i method on the data of comparable independent
Determine the arm's |———+! party transaction(s):
length results i Cansider using interquartile range to enhance

Range & Arm's length price

€4-300 How the Five Comparability Factors Work

UNDERLYING CONCEPT

An independent enterprise will compare a potential transaction to all options that are
realistically available to it. This means, for example, that an enterprise will be unlikely
to accept a price offered if it knows that other customers are willing to pay more for an
extra feature in its product or service. In assessing its options, the independent enterprise
will take into account the economically relevant factors and differences produced by the
comparability analysis using the five factors. Another way of looking at it is that had the
two related parties been independent, each would want to bargain for every economically
relevant factor or difference to be reflected in the price.

14-300
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Factor Explanation®
Contractual The terms of the intercompany agreements reflect the commercial
Terms of the or financial relations between the parties. These agreements provide
Transaction the starting point for delineating the transaction between them and

how the responsibilities, risks, and anticipated outcomes arising from
their interaction were intended to be borne by each party at the time
of entering into the contract.

The contractual terms may be in the form of Master services or sales
agreements or Master lending agreements which sets the terms for
entire categories of transactions or it may take the form of specific
transactional level intercompany agreements or even communications
between the parties other than a written contract such as invoices.
The latest OECD and IRAS guidance emphasize the need to
examine the conduct of the parties beyond the written contracts as
the contracts alone may not provide all the information necessary

to perform a transfer pricing analysis or reflect the “true bargain”
between the parties. Taken together, the analysis of economically
relevant characteristics in all five categories provides evidence of the
actual conduct of the associated persons.

Characteristics
of the property
transferred

or services
provided

Similarity in product characteristics is more relevant when
comparing prices than profit margins between controlled and
uncontrolled transactions. The traditional methods particularly
Comparable Uncontrolled Method, are more sensitive to difference
in product or service characteristics between controlled and ‘
uncontrolled transactions.

The differences that are relevant are those with an economic impact
and influence on the reliability of the comparables. For examp'e, the
delivery of machinery two weeks later may not affect the ntice but the
delivery of traded commodities two weeks later can mean a different
price altogether.

Other relevant characteristics:

(a) tangible property: the physical features, quality and the volume
of supply of property;

(b) provision of services: the nature and extent of services; and

(¢) intangible property: the form of transaction (eg licensing or

sale), type of property (eg patent, trademark or know how), the
duration and degree of protection; and the anticipated benefits

from the use of property.

* Adapted from Www.hasil.gov.my/bt_goi.rldex.php‘?bt_lcump:5&btﬁskum=20&bt‘posi:1&bt_uniFl&btﬁsequ=

4&bt_lgv=2.

114-300
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Factor Explanation
Functions The price or compensation between two independmt persons
performed by will reflect the economically significant/value creating functions

each of the
parties in the
transaction,
taking into
account assets
used and risks
assumed,
including

how those
functions rel=te
to the wider
generatior of
valu= vy the
MNE group, the
i Jircumstances
{ surrounding
the transaction,
and industry

performed, the value of the assets used/contributed apd risks .
assumed by each party in the transaction. Such functional analysis
using the FAR (functions, assets and risks) framework euable_ the.
accurate delineation of the controlled transaction and determination
of the comparability between controlled and uncontrolled .
transactions or entities. The analysis focuses on what the parties
actually do, the capabilities they provide and the value they create,
with a special emphasis on the allocation of risks (see 4-430 below).

The structure and organization of the industry and how they
influence the context in which the MNE and the comparable '
independent entities operate need to be examined. The value chain
of the MNE and how value is generated by the group as a wholle,
the interdependencies of the functions performe.d by. the associated
persons with the rest of the group, and the contribution that the
associated entities to value creation need to be understood and
documented.

market in which
the parties
operate

practices -
Economic Arm’s length prices vary across different economic cucmngtances.
circumstances | Factors that may affect the price or margin of a transaction include:
o ThE fiies (a) the geographic location and size of the market;

and of the

(b) the extent of competition in the markets;

(c) government regulations such as licensing, price controls and
national insurance;

(d) the level of supply and demand in the market as a whole and in
particular regions;

(e) customer purchasing power;

(f) cost of production including the costs of land, labour and capital,
and transport costs;

(2) the level of the market (eg retail or wholesale);

(h) the date and time of transactions;

(i) the availability of substitute goods and services; and

() the extent of government intervention, eg whether goods

compared are price controlled.

Singapore Master Transfer Pricing Guide 2018/19
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Factor Explanation
Business Business strategies adopted by an enterprise influences the price
strategies charged for a product. In a comparability analysis, it is necessary to
pursued by the | evaluate whether an independent person in the same circumstances
parties

as that of a controlled person would have adopted similar sirategies
and if so, what rewards would have been expected.

Business strategies that are relevant in determining comparability
include innovation and new product development, degree of
diversification, risk aversion, assessment of political changes,
duration of arrangements, market penetration schemes, distribution
channel selection, market level and location.

94-400 The Comparability Steps Explained

In the next few sections, the workings of the three steps in the IRAS TP Guidelines will be
explained using the more detailed OECD 9 steps framework® since they are broadly equivalent.

—
OECD TP Guidelines IRAS TP Guidelines
(Chapter ITI)

Identify the years to be Step 1 Step 1: Conduct

examined comparability analysis
Broad-based analysis of the Step 2 '
taxpayer’s circumstances

Accurate delineation of the | ° Step 3

transaction

Search for possible sources Step 4

of comparable information Step 5

Select the most appropriate Step 6 Step 2: Identify the most
transfer pricing method appropriate transfer pricing

method and tested party

Screen & identify potential Step 7 Step 3: Determine the arm’s
reliable comparables length result

Comparability adjustments Step 8

to improve reliability
Interpretation Step 9

¢ Adapted from: Platform for Collaboration in Tax, “4 Toolkit for Addressing

Difficulties in Accessing
Comparables Data for Transfer Pricing Analyses” (24 Jan. 2017).

14-400
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1]4-410 Broad-Based Analysis of the Taxpayer’s Circumstances

This step involves undertaking a broad-based analysis of the j[axpayer’s ctrcum?tances ang
may include an analysis of the industry, competition, economic and regulatory factors, an
other elements that may affect the taxpayer and its environment.

[t is common to refer to

— the annual report; o | | r
_ industry reports, consultant/analyst reports and publpgtlons on mdgstry, retglor-l 0
country trends, product cycles, supply and demand, pricing and other information;

_ identifying competitors in the same industry; and
compare competitors’ activities and financial data with those of the taxpayer

q4-420 Accurate Delineation of the Transaction

After gathering background and contextual ilnformation, the I‘lEX"[ step 1st}t]0 Ezftc;gﬁeg
detailed functional analysis with an emphasis on accurately delineating the
traneaciion, . |
The accurate delineation of the actual transact.ion betweern the related partlgs alllms ;)e\f;:i
the “real deal” between the parties and requires §st_abhshm_g the economlgi 3;1 ;: evant
characteristics of the transaction. Such characteristics c-:onsust of the cjon i 1_(21 e
transaction and the circumstances in which the transell(:.tlon takes plac»stb cgnis; o a
five economically relevant characteristics or comparability factors described above.

Here the OECD guidance emphasizes verifying co.ntraf:tuai jcerms by r;ferel;i;z 1-1:3()1;1;:1(6::1
conduct of the parties. While a transfer pricing analysis will typlcally start ron_'lSElli Jelaed
party contracts, where the substance and the form of a transaction are Ill'n;ned!: od o
inconsistent, the substance will take priority to the. extent the two are misa %h . ot
extent that related party contracts do not fully dt?hneate .thc transaction, or they co

with the actual conduct of the parties, the latter will prevail.

Example — Conduct that Differs from Contract®

Where there are material differences between the contractual terms a‘nd the actu}fid
conduct of the related parties, the actual transaction should be determined from the
actual conduct, e .

Parent Co in Country P has a distribution agreement w1t_h its aL}bs1‘d1ary, Sub C(()5 1{1
Country S. Under the distribution agreement, Sub Co is to distribute Parent Co’s

"Para 5.18 IRAS TP Guidelines.
SPara 5.24 IRAS TP Guidelines.

14-420
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products and to conduct marketing activities in Country S. Based on an analysis of the
other economically relevant characteristics it was determined that:

— All marketing activities are undertaken by Parent Co, ie full responsibility lies with
Parent Co.

— Sub Co does not have the capability to perform marketing activities.
— Sub Co merely distributes the products without performing any marketing activities
or incurring any costs relating to such activities.

Based on the actual conduct of Parent Co and Sub Co, it can be concluded that the written
agreement does not reflect the actual conduct of the parties. Thus, the identification of
the actual transaction between Parent Co and Sub Co should not be based solely on the
written agreement but should be determined from their actual conduct.

Functional Analysis on Functions Performed, Assets Used and Risks
Assumed (“FAR”)

An important element of a comparability analysis is the functional analysis, which is the
foundation of a transfer pricing analysis, providing information to identify all important
features of a controlled transaction, including critical functions, key assets utilised and the
assumption of economically significant risks (commonly referred to as functions, assets
and risks or “FAR”). See example of FAR questions in 4-450 below.

94-430 Enhanced Risk Analysis

Following BEPS, the OECD TP Guidelines was revised to emphasize the assumption
of risks to be a crucial part of the functional analysis and the process of delineaiing a
transaction’. The key point is that assumption of greater risks carries the expectation of
greater profits. Any contractual assumption of risk must be borne out by the ccsiduct of the
parties and in the substance of the transaction.

As set out in the OECD Transfer Pricing Guidelines (at paragraph 1.60) a detailed analysis
of risks is performed with the following steps:

L. Identification of specific, economically significant risks;

2. Determination of how the specific, economically significant risks have been
contractually assumed;

3. Gather information on the conduct of the parties, ie how the associated enterprises
that are parties to the transaction operate in relation to assumption and management
of the specific, economically significant risks, and, in particular, which enterprise or

®Para 1.71 of the OECD TP Guidelines, which defines risk as the effect of uncertainty on the objectives of the
business.
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enterprises perform control functions and risk mitigation functions; encounter L}pSlde
or downside consequences of risk outcomes (eg greater or lower than anticipated
revenues or costs); and have the financial capacity to assume the risk;

4. Interpretation of Steps 1-3 |

(i) The determination of whether the contfactua_l assumption of risk 19 consistent V.\«’lth‘.

the conduct of the associated enterprises (ie whether the associated enterprises
follow the contractual terms);

(ii) The determination of whether the party assumi.ng the risk [gs determined in
4(i)] exercises control over the risk and has the financial gapamty to assume the
risk based on the information gathered in Step 3. If so, this party is regarded as
assuming the risk and Step 5 need not be considered;

5. If the party assuming risk does not control the risk or does not have the.financial
capacity torassume the risk, allocate the risk to the party that does control it and has
the financial capacity to assume it; and

6. Pricing the transaction, taking into account the outcomes of the risk allocation.

‘rﬂtop 1 Economically significant risks are assessed in terms of likeﬁihood
| Identifying and size of the potential profits or losses arising from the risk
Economically Non-exhaustive list of risks:

Significant Risks |+ Strategic / marketplac§ risk .

With Specificity |+ Infrastructure / operational risk

» Financial risk

= Transactional risks

» Hazard risks '
Determining the economic significance of risk and how risk may
affect the pricing of a transaction between associated epterpnses
is part of the broader functional analysis of how value is created
by the MNE group, the activities that allow the MNE group to
sustain profits, and the economically relevant characteristics of
the transaction.

Step 2 Starting point for transfer pricing anaiysi§ is the gontl'actual terms
Contractual as intended by the parties'®. Where there is no written contractual
Assumption of agreement between the related parties, all aspec-ts_ of the _

Risk arrangement would need to be deduced from available evidence

of the actual conduct of the parties. This includes the functions
that are actually performed, the assets that are actual]y. used or
contributed and the risks actually assumed by the parties''.

0Para 5.20 IRAS TP Guidelines.
' Para 5.25 IRAS TP Guidelines.
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Identify implicit and explicit assumptions of risks in intragroup Step 3 « Allocation of risk to the enterprise exercising control and having the
contracts Allocation of financial capacity to assume the risk (when the enterprise assuming the
Contractual assumption of risks as an ex ante agreement to bear Risk risk (based on steps 1-4) does not exercise control over risk or does not
some or all of the potential costs associated with the ex post have the financial capacity to assume the risk)
materialization outcomes of risk in return for some or all of the « In case of multiple associated enterprises both controlling risks and
pot@tia] benefit associated with the ex post materialization of having financial capacity to assume the risk, allocation of risk to the
positive outcomes. one exercising the most control

Step 3 It aims at identifying which enterprises: = An assessment of the commercial rationality may be necessary in
Functional 1. control the risks I exceptional circumstances (eg where no enterprise possesses both
Amnalysis in ii. assumes the risks control and financial capacity)
Relation to Risk | iii. have the financial capacity to assume the risk | Non-recognition (see discussion in 3-300 above): OECD TP Guidelines"
Control over and management of risk'? is evidenced by: | and Scctign 34D(1C) of the ITA allows, in spe.cific cirf:umstances, fpr
+ capability to make decisions to take on, lay off, or decline a a transaction to be dlsrggarded. The effectl of dlsreg_ardlflg a transaction
risk-bearing opportunity, together with the actual performance is that the taxable p1'¢0f1t of the enFerpnse involved is adjusted to.xyhat
of that decision-making function; it Woulq have b.een if the Hangactlon had not occulrred at all, or, if
» capability to make decisions on whether and how to respond appropriate, adjgsted to what it woulq have been if the transaction had
to the risks associated with the opportunity, together with the heen stoshured i commerma]l‘y I’B.tl-DT-]a] frpines, Howeyer, i
actual performance of that decision-making function; and | effort should be made to determine Prlcmg for .the_ actual transaction as
* capability to take measures that affect risk outcomes, together r accurately delineated under the arm's length principle.
with the actual performance of such risk mitigation | Step 6 After accurately delineating the transaction above, including allocating
Risk assumption means: Pricing The | the assumption of risks.f the pricing of the actual transgction shouln_i take
» Bearing the upside and downside financial (and other) Trar_lsactmn, into account the f]{lﬂnmal gnd other consequences of risk assumption
consequences of the materialization of the risk | Taking Into | and the remuneration for mk, ma%nager_nent. _ :
Piiinoial SApaEiy o ASkine the Hidk i menifestedlby: | Account The A taxpayer who assumes a risk is entitled to the upside bm}e‘ﬁts and
+ Access to funding to take on the risk or to lay oﬁ“thé risle. <8N Outcum.es incurs .the d0w1l151de costs. A taxpayer whol assumes and mitigates the
for risk mitication functi d to bear th AR\ pay of the Risk risk will be entitled to a‘g.reatcr remgneratlon than a taxpayer who
; & UTCHons anc to bear the consequencyy of the Allocation only assumes or only mitigates the risk and does not do both."
risk. See further discussion below*
]S;ep 4 o * Analysing whether the_ associated enterPTiseS fotiovr the Details on How to Analyse Control and Financial Capacity to Bear Risk
etermination contractual terms (their actual conduct is the bost evidence in . .. :
of Whether The relation to the assumption of risk) To assum? a rls_k for traflsfer pricing pul‘p(_)ses, the taxpayer needs to control the risk and
Assumption * Analysing whether the party assuming the risk, exercises have the financial capacity to assume the risk'.
of Riéks Is . control over the risk (understood as both capability and actual 1. Financial Capacity to Bear Risk'® |
t(;l:n;:s:;l;z}wlth performance) and has the financial capacity to assume risk — The capacity to “access to funding to take on the risk or to lay off the risk, to pay

Ciondied for the risk mitigation functions and to bear the consequences of the risl if the risk

materialises”.

| A

“Para 1.122 OECD TP Guidelines.
"“Para 5.35(b) IRAS TP Guidelines.

"? Footnote 6 to IRAS TP Guidelines, citing OECD Transfer Pricing Guidelines (ie revisions to Section D of

. i : 13 Para 5.35(c) IRAS TP Guidelines.
Chapter [ in the Actions 8-10: 2015 Final Reports on Aligning Transfer Pricing Outcomes with Value Creation).

1$Para 1.64; 9.29 OECD TP Guidelines.

14-430 14-430 |
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2. How is this Capacity Assessed?

— On the basis of “the available assets and the options realistically available to
access additional liquidity, if needed, to cover the costs anticipated to arise should
the risk materialises. This assessment should be made on the basis that the party
assuming the risk is operating as an unrelated party in the same circumstances

as the associated enterprise, as accurately delineated under the principles of this
section”,

Example of the Reasoning Process'’

If taxpayer claims that it assumes credit risk when customers default on payments, it
would need to demonstrate that it has:

— The financial capacity to assume the risk (such as availability of credit lines from
banks),

— The capability and authority to decide to take on, lay off or decline the risk (such as
whether or not to sell the product to the customer or whether or not to sell on credit
to customer), and

— The capability and authority to decide whether and how to respond to the risk (such
as taking legal action to recover the debt).

A Taxpayer may outsource its day-to-day mitigation activities, such as credit risk

analysis. However, it has to demonstrate that it has the capability to determine the

objective of outsourcing the credit risk analysis, who it wants to hire to perform the
credit risk analysis, etc.

If taxpayer claims that it assumes inventory obsolescence risk, it would need to

demonstrate that it has:

— The financial capacity to agsume the risk,

— The capability and authority to decide to take on, lay off or decline the risis {such as
whether or not to sell a slow moving product), and

— The capability and authority to decide whether and how to respond to“he.risk (such as

conducting marketing campaign to boost ailing sales or employing.a diversification
strategy).

94-440 Wholistic, Two-Sided Consideration of Functions, Assets and

Risks (‘FAR”)

The emphasis on risk notwithstanding, all five economically relevant characteristics, such
as those relating to the property or services transferred and the economic circumstances of

the parties and of the market in which the parties operate should also be considered in terms
of their possible impact on the reliability of potential comparables.

' Adapted from para 5.35 /RAS TP Guidelines.

14-440
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For example, if the transfer pricing analysis shows that the transaction is for the sale of_‘ a
product or services which have a truly global market, the geographic location of potenﬁml
comparables may not be a significant factor to be taken into account. (_Ionversely, if a
related party loan is between parties in developing countries and the potential comparab_les
involve borrowers from advanced economies, an adjustment for the increased sovereign
risk may be appropriate.

The functional analysis must be performed for both parties to the transactions even for
the one-sided transfer pricing methods — Resale Price, Cost Plus and Transact.ional Net
Margin, without which it will not be possible to fully understand, accurately delineate the
transaction and pick the tested party (see discussion in 4-400).

Functional Analysis (FAR) Points to Where Value Is Added and Which
Party Deserves Compensation or A Share of Profits

In essence/thz Tevel of return derived by a taxpayer should be directly correlated to the FAR'®
contrihutioa to value creation. For instance, a party performing key revenue generating
funzaons such as sales or engineering services should get a higher compensation than
afititier party reforming a routine support service; a party selling a product with warranty
i1 taking on product defects risk) should earn a higher return compare.d to_ another party
selling the same product without the warranty. Likewise, a party contributing a valugble
asset such as a reputable brand trademark that enables the product to sell at a premium
should be compensated at arm’s length for the value created by this additional asset in
enhancing the product.

94-450 Example of Functional Analysis Questions
The following example is adapted from U.S. IRS Exhibit 4.61.3-4 (05-01-2006)"

Transfer Pricing Functional Analysis Questionnaire

For guidance in performing a functional analysis of a business this questionnaire .sets
out a list of generic questions that might be used to gain an understanding of the various
functions, risks, and intangibles. The list is not intended to be exhaustive and should be
tailored to suit the needs of the specific business entity being reviewed. Note that the
portion on risk analysis has to follow the enhanced 6 Steps OECD Risk Analysis guidance
(see 4-430 above) that has also been adopted in the IRAS TP Guidelines.

"® Para 5.36 [RAS TP Guidelines.
¥ Source: IRS (2006), available at www.irs.gov/irm/partd/irm_04-061-003. htmI#d0e2784.
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ANALYSIS OF FUNCTIONS

I. Manufacturing

A. Materials Purchasing

1. What materials or partly finished goods are purchased?

. From whom are purchases made?
. Are any purchases made from related companies?
. Where and how are raw materials purchases?
. Who performs the purchasing function?
. Who plans purchasing schedules?

- Who negotiates purchasing arrangements?

00 N N th B W o

Who approves the vendor as being of acceptable quality?
9. Do purchasing decisions require head office approval?
10. What are the other approvals required? Who makes these approvals?
11. Are any purchases made on consignment?
12. What are your major risks?
B. Inventory
1. Where is inventory held?
- Who controls the levels of inventory?
- How are inventory levels controlled?
Is there a computer system?
Are any purchases made on consignment?

. How many days of inventory are on hand?

I

Has there ever been a case, for whatever reason, where you were stuck with
excess inventory?

8. Who bears the cost of obsolete inventory?
9. What are your major risks?
C. Production Equipment
1. Who determines the purchasing budget?
Who negotiates purchasing?
Who maintains the plant?

Who has expenditure authority for capital equipment?

LA

Who writes specifications for the plant?

14-450
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10.
11.

D. Production Scheduling
1.

W B N

~1

. Can you modify the equipment?

From whom is production equipment purchased?
Are any purchases made from related companies?

Do you have discretion over the equipment used?

What decisions require head office approval?

What are the approvals required?

Who is responsible for production scheduling decisions?
What factors enter the decisions?

. When are the decisions made?

. Is-avomputer system used?

. "What decisions require head office approval?

.. What are the approvals required?

. What are your major risks?

8. Does your distributor buy everything you manufacture?

E. M

1.

o kW

anufacturing and Process Engineering

What products are produced?

Who designed the products and who owns the technology?
What is the manufacturing process?

. Who developed the original process?

. Have any improvements been made locally?

Is it possible to compare productivity between the subsidiaries in the group?

7. Have you ever utilised a third party to produce your products?

F. Package and Labelling

1. What packaging and labelling is done?
2. Where is it done?

3. Who makes the decisions in relation to packaging and labelling?

4. Have you complete autonomy to make such decisions?

G. Quality Control

Singap

1. What form does quality control take?
2. Who sets finished product quality standards and procedures?

14-450
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Transactional Net Margin Method (Net Resale Price Basis)

Price (3} In relation to the controlled transactions
- Resale price i.e. proceeds of sale (price sold to independent customers)

T et " EEE T~ —
Net } Arm’s Length Net Margin
profit (the “net resale price
margin”)

Gross
profit General administrative

and selling expenses

- appropriate share theraof
Amount to be adjusted
following ascertainment of
the net sale price margin

Cost of Purchases from
Related parties
(Transfer price

Caost of
Purchases

Adapted from ATO TR 97/20

Transactional Net Margin Method (Net Cost Plus Basis)

Price ($)  In relation to the controlled transactions

, Sale Price to related parties (Transfer Price} - to be adjusted following ascertainment of net cost plus mark up
g e e [ S S —
Net ) Arm’s Length Net Margin (“the
profit net cost plus mark up”)
|
Gross |
profit | General, administrative
and selling expenses —
appropriate share thereof
. A -
F e - - D . S —
Indirect costs
aialpepananan Cost of Producing
Goods or Services
Cost of Direct costs incurred
Producing with independent
Goods or parties
Services i b
Direct costs incurred with related parties (the
arm’s length value to be ascertained before the
L net cost plus method can be applied)
Adapted from ATO TR 97/20
14-640 © 2018 CCH Asia Pie Limited
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When is TNMM Appropriate?

TNMM is frequently used if there is insufficient reliable data or where the traditional
transaction methods (CUP, Resale price and Cost plus) are not able to handle commercial
complexities and complicated FARs.

Strengths

Prices are likely to be affected by differences in products, and gross margins are likely to
be affected by differences in functions, but net profit indicators are less adversely affected
by such differences®.

Net profit indicators are more tolerant to differences in accounting standards

Wealkness

A transagtional net margin method is unlikely to be reliable if each party to a transaction
malkes-valuable, unique contributions®.

Nelb.margin as the basis for comparison can be influenced by many factors that either do
=0t have an effect, or have a less substantial or direct effect, on price or gross margins.
Bxamples of such factors include the efficiency of plant and machinery used, management
and personnel capabilities, competitive position, etc*. Unless reliable and accurate
adjustments can be made to account for these differences, the TNMM may not produce
reliable measures of the arm’s length net margins®, Say comparable company A is poorly
managed, while the tested party may have been run very well. Would it be reliable then
to draw conclusions relevant to the transfer prices of the tested party from the fact that
the tested party made a 10% operating margin but the company which is said to meet the
comparability criteria made an operating margin of 6%?

How to Apply TNMM

Comparisons at the net profit level can be made on a single transaction or in relation to
some aggregation of dealings between related parties.

First, select the tested party, ie the party with the least complicated FAR.

“Para 2.69 OECD TP Guidelines.

Y Para 2.59 OECD TP Guidelines. Where each party makes unique and valuable contributions, consider profit
split method below.

* Para 5.94 JRAS TP Guidelines.

¥ Para 5.95 ibid.
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Next examine the net margin relative to an appropriate base (eg costs, sales, assets)
that is attained by the tested party from a related party transaction to that of comparable
independent parties. This ratio of net profit and the appropriate base is commonly known
as the net profit indicator or profit level indicator™.

Select the most appropriate net profit indicator or profit level indicator by considering?!:
(a) Strengths and weaknesses of the various possible indicators;

(b) Nature of the transaction and the appropriateness of the indicator applied to the
transaction;

(c) Availability of reliable information needed to apply the TNMM and compute the
indicator; and

(d) Degree of comparability between the related and independent party transactions,

and the accuracy with which comparability adjustments can be made to eliminate
differences.

Examples™

Net profit/ Profit level Numerator

Denominator
indicator

Operating profit margin Operating profit | Sales

Full cost mark-up/Return Operating profit | Total costs including all direct,
on Total Cost indirect and operating costs
Value-added cost mark-up Operating profit | Operating costs

Return on asset Operating profit | Operating assets (normally \mlyi -

tangible assets) ~
Return on Capital Operating profit | Capital employed whizn is usually
Employed

computed as the tota! assets minus
cash and investments

Berry Ratio Gross profit Operating expenses

In determining the numerator and denominator, note that™:

(a) Only those items that are directly or indirectly related to the transaction in question,
and are of an operating nature should be taken into account; and

U Para 5.91 ibid.
3 Para 5.96 bid.
“Para 5.97 IRAS TP Guidelines.
**Para 5.98 ibid.
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(b) Items that are not similar to the independent party transaction being compared should
be excluded.

actice, this means if the tested entity engages in a variety of different cogtrolled
. ti n; segmentation of financials need to be performed to apply the Proﬂt level
Fra?sa(t: lf)on,] to profits that are attributable to particular controlled transactlops should
mdl_Ca loulded yFi:nancial items that are not trade related,.taxes, extraordinary 1tem_s and
bfh:rlcnon-oberational items should not be included in the numerator. For other 1tt'3ms,
;i decision whether to include such items in the numerator depends on j[he re%evcmce
t_hefor instance, if personnel costs are key-value drives, then include stock }ncentllviliré(i
pension costs; for asset-intensive industries where assets are key value-drivers, in

depreciation.

TNMM Exaraple 1

Company, > 18 & Singapore subsidiary of HQ Co, located overseas. .HQ Co. manufactures
computers;-which it sells to X and other associated distributors in different countries. The
comyw‘ﬂfs’distributed by X bear company HQ Co’s trademark. X also provides technical
support to all its customers.

Sales 100,000
Cost of Goods sold 90,000%*
Gross Profit 10,000
Operating Expenses 15,000
Net Loss (5,000)
Margin (Net Loss) -5%

Assume that there are significant product differences that canpot be reliably adjusted, tl'{;s
CUP method is not appropriate; and the resale price method is not. used as no comparable
measurement of gross margin can be found due to differences in accounting practices
amongst independent distributors.

The TNMM is adopted on the basis of net profit return to sales. Extqmal benuth{'}larks shqw
that the net profit margin to sales (commonly referred to as “Operating Margin”) earned in
a comparable transaction by an independent party is 6%.

Adjustments on X will be as follows:
Net profit of X = 100,000 x 6% = 6,000
Adjusted cost of goods sold = 100,000 — 15,000 — 6,000 = 79,000%*

| 4-640
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TNMM Example 2

MNE Group operates a captive shared services centre in the Philippines, Company P
that provides routine HR and accounts payable support for subsidiaries across ASEAN.
Company P provides HR and accounts payable support for a full year of approximately

2,000 hours of service to related party X, P’ total costs of providing 2,000 hours of service
is $$250,000.

Assume there are comparable independent providers of comparable HR and accounts
payable services such a Company I

Company I's P&L shows the following

\Evenue 900,000
-Labour cost 450,000
- Rent 200,000
- SG&A 150,000
Total costs 800,000
Profit 100,000

Net Cost Plus Margin = Operating profit (100,000)/Total costs (800,000)=12.5%

Next, use the Net Cost Plus Margin of 12.5% to calculate the arm’s length transfer price.
Arm’s length charge for services = Total cost of providing services + Net Cost Plus Margiu
= 58250,000%(1+12.5%) = $$281,250

COMMENTARY

The choice of appropriate profit level indicator can be a point of contention upon audit.
An example is where a taxpayer applies a net cost plus margin to a small local distribution/
marketing subsidiary supporting the head-office in sales. A tax authority may assert that
the arm’s length returns should be higher using Operating Margin as the more appropriate
Profit Level indicator, based on local comparables.

Berry Ratio

The Berry Ratio profit level indicator is the ratio of gross profit to operating expenses.
IRAS’ position is that the Berry Ratio should be used with caution and in limited cases

14-640 © 2018 CCH Asia Pte Limited
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because it is sensitive to how costs are classified, whether as operating expenses or not.
Such limited cases are when*:
(a) The taxpayer acts as an intermedie_try purchasing goods from related parties and
 on-selling them to other related parties;

(b) The taxpayer does not perform any value-added functions other than distrilbutio.n
relating to the products distributed. An example of such value-added functions is

manufacturing;

(c) The value of the functions performed by the taxpayer is not affected by the value of
products distributed, eg accounting and billing functions;

(d) There is a direct link between operating expenses and gross profits; and

(e) The taxpayer does not employ any intangibles in the particular transaction.

Example
Profit and loss Independent A related B rellared
: intermediaries manufacturer distributor
|
'-Sales (1) 600 Transfer price? 800
COGS (2) 510 30 Transfer price?
9
Gross profit (3)=(1)-(2) 90 ? /
Operating Expenses (4) 75 1?5
Operating profit (3)-(4) 15 .
Berry Ratio (3)/(4) 90/75=120%
Profit and loss Independent A related B re.[ated
intermediaries manufuciurer distributor
Sales (1) 600 Transfer price=722 800
510 30 : Transfer price=
) \ 800-78=722
* 0/ —
Gross profit (3)=(1)-(2) %0 ? 65%120%=78
Operating Expenses (4) 75 5 ?5
Operating profit (3)-(4) 15 39 K\
Berry Ratio (3)/(4) 90/75=120% 120%

HPara 5.100 IRAS TP Guidelines.

14-640
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assess if, on the facts, the PSM is the most appropriate method and split profits in a similar
way as to how independent parties would under comparable circumstances.

Weakness

The profit allocation criteria can be subjective or mechanistic unless a reliable internal or
external comparable can be found. Where there are no reliable comparables, tax authorities
have a large leeway to challenge the profit splitting factor(s) used, the valuation of the
contribution of each party (particularly where intangibles are invelved) and the proportion

computed for each party and re-allocate a large amount of profits to an associated enterprise
engaging in a particular transaction.

In cross-border transactions, it may be difficult for the taxpayer and tax administrators to
access information from all parties and differences in accounting practices and currencies

make it hard to measure combined revenue and costs for all the associated enterprises
participating to the tested transaction.

The IRAS considers the PSM as appropriate where®:

(a) The parties’ contributions to the transactions and their interaction are highly inter-related
and integrated. A high degree of integration means that the way in which one party to
the transaction performs functions, uses assets and assumes risks 1s interlinked with,
and cannot be reliably evaluated in isolation from the way in which another party to the
transaction performs functions, uses assets and assumes risks. If the contribution of at
least one party to the transaction can be reliably evaluated by reference to other transfer
pricing methods, the use of transactional profit split method would not be appropriate;

(b) The parties make unique and valuable contributions to the transaction. Contributions
are “unique and valuable” where they are not comparable to contributions in>de by
independent parties in comparable circumstances, and they represent a key source of
actual or potential economic benefits in the business operations.

(¢) Theexistence of unique intangible assets makes it difficult to find reliable comparables.

(d) Each party shares the assumption of one or more of the economically significant risks
in relation to that transaction or the parties assume the economically significant risks
separately but those risks are so closely inter-related or correlated that the playing out
of the risks of each party cannot reliably be evaluated separately.

Examples of the above include the set-up of a partnership, joint research and development
undertaken to develop and exploit intangible assets such as brands and pharmaceuticals or
joint ventures to pursue projects such as producing a movie.

*# Para 5.80 IRAS TP Guidelines.
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Finally, it is worth nothing that once the PSM is choscr‘l, it applies eqtlilalbg to 10{;5;19; aosvte(;
profits”. This is an important consideration when profits are expecte TO e VO, e over
the years and certainly need to be modelled and thought through bef(;re tdxgiyerit qui t}}; I
an advanced pricing agreement covering seyera} years on the jba51s 0 lafpro ; 'ﬁpt 11l o t(;
From an operational and practical perspective, it 15 much easier to split profits than 1t 1
allocate losses.

How to Apply it | _
The IRAS explicitly recommends that taxpayers use the Residual analysis approach over
the Contribution Analysis approach for the following reasons®”:

(a) The relative value of the contribution of each party is often more difficult to quantify
when one attempts to divide the total profit directly; and

(b) The uge.of comparable data to allocate part of the total pr.ofi.t ?n the first stage o.f the
residuat analysis approach will generally improve the reliability of the transactional
rrofit split method.

s a-first step, the profit to be split needs to be identified. This generally refer.s t(} tge
Pa iR e 5 : .

gperating profit, although occasionally, it may be approp.rlate to carry out a split 0 tme
gross profit and then deduct the expenses incurred by or attributable to each relevant party”.

EXAMPLE — RESIDUAL PROFIT SPLIT*

The success of an electronics product is linked to the innovative techno]ogy:al dels1gndbotg
of its electronic processes and of its major component. That component is dzmg.rie and
manufactured by Company A; is transferred to related Company B which eliujns an
manufactures the rest of the product; and is distributed by r'elat.ed company _C. Inr (?rmanog
exists to verify by means of a resale price method that the distribution fUl:lCthI;Sildb;.et.S End
risks of Company C are being appropriately rewarded by the transfer price of the finishe
product sold from B to C.

The most appropriate method to price the component transferred frorln A to B may zznzt
CUP, if a sufficiently similar comparable could be founq. However, since the compo ﬂ{
transferred from A to B reflects the innovative technologlcgl afivance enjoyed by A in this
market, which is found to be a unique and valuable COlltl‘l.b-utl.OB by A. Assume it prO\_fe;
impossible (after the appropriate functional and comparability analyses have been carrie

9 Para 2.115 of the OECD TP Guidelines explicitly states that “References to “profits” in this section should
generally be taken as applying equally to losses™.

% Para 5.87 IRAS TP Guidelines.

8 Para 5.82 IRAS TP Guidelines. o

5 Adapted from Example 11 of OECD TP Guidelines.

i 4-650
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out) to find a reliable CUP to estimate the correct price that A could command at arm’s
length for its product.

Calculating a return on A’s manufacturing costs could however provide an estimate
of the profit element which would reward A’s manufacturing functions, ignoring the
profit element attributable to the unique and valuable intangible used therein. A similar
calculation could be performed on B’ manufacturing costs, to give an estimate of B’s
profit derived from its manufacturing functions, ignoring the profit element attributable to
its unique and valuable intangible. Since B’s selling price to C is known and is accepted as
an arm’s length price, the amount of the residual profit accrued by A and B together from
the exploitation of their respective unique and valuable intangibles can be determined.

At this stage, the proportion of this residual profit properly attributable to each enterprise
remains undetermined.

The residual profit may be split based on an analysis of the facts and circumstances that
might indicate how the additional reward would have been allocated at arm’s length.
The R&D activity of each company is directed towards technological design relating
to the same class of item, and it is established for the purposes of this example that the
relative amounts of R&D expenditure reliably measure the relative value of the companies’
contributions. This means that each company’s unique and valuable contribution may
reliably be measured by their relative expenditure on research and development, so that,
if A’ R&D expenditure is 15 and B 10, giving a combined R&D expenditure of 25, the
residual could be split 15/25 for A and 10/25 for B.

Preliminary: Identify Profit Pool to Be Split

Profit and loss A B
Sales (1) 50 106,
Purchases (2a) 10 “5O%
Manufacturing cost(2b) Is¥ 0%
Gross profit (3)=(1)-(2a+2b) 25 30
R&D Expenses (4a) 15 10
Other Operating (4b) Expenses 10 10
Net Profit (3)-(4a+4b) 0 10

Step 1: Separately identify and remunerate routine functions
(eg manufacturing of A and B), leaving the residual profit

Assume that there are third-party comparable manufacturers without unique and valuable
intangibles earn a return on manufacturing costs (excluding purchases) of 10% (ratio of
net profit to the direct and indirect costs of manufacturing) in both countries where A and

714-650 © 2018 CCH Asia Pie Limited
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B operate. A’s manufacturing costs are 15%, and so the return on costs would attribute to
A% manufacturing a routine profit of 1.5. B’s equivalent costs are 20%, anq so the retlurln
on costs would attribute to B manufacturing routine profit of 2.0. The residual prof_lt is
therefore 6.5, arrived at by deducting from the relevant net profit of 10 the combined
manufacturing profit of 3.5.

Step 2: Allocate the residual profit based on appropriate profit splitting
factors (eg R&D expenditure)

The initial allocation of profit (1.5 to A and 2.0 to B) rewards the manufacturin o functions
of A and B, but does not recognise the value of their respective unique and valuable
contributions that have resulted in a technologically advanced product.

Since in this case it is determined that the relative share of total R&D costs incurredlby
A and B in selation to the product is a reliable proxy for the value of their respective
unique aad valuable contributions, the residual can be split between A and B on that

basis

The residual is 6.5 which may be allocated 15/25 to A and 10/25 to B, resulting in a share
2°3.9 and 2.6 respectively, as below:

A’s share 6.5 x 15/25=3.9
B’s share 6.5 x 10/25=2.6

Step 3: Recompute the P&L for tax purposes after allocations
A’s net profits would thus become 1.5 +3.9=5.4.

B’s net profits would thus become 2.0 + 2.6 = 4.6.

Profit and loss A B

Sales (1) 50-+adjusted profit 100
share = 55.4 ™S

Purchases (2a) 10 TS 55.4
Manufacturing cost(2b) 15 20
Gross profit (3)=(1)-(2a+2b) 304 24.6
R&D Expenses (da) 15 10
Other Operating (4b) Expenses 10
Adjusted Net Profit (3)-(4a+4b) 5.4 4.6

Note: All such TP adjustment calculations will need to be retained as supporting documents
for audit.

74-650
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Example

Taxpayer S purchases of goods from parent for distribution at various points in time
across FY 2017. The transfer pricing analyses and TP documentation for FY 2017 state
that the arm’s length remuneration is an operating margin (ie operating profit over
sales) of between 3% and 5% for its distribution function.

31 December 2017 31 December 2018

#& BEDEED - /
LEST G SR R EN RS L A A L AT L
{ 1§ ?
t t 1 1 Year-end adjus%ment 4+ t

Purchas = o
p:ret':t BsiTem ﬂratcl’crufjl;'t\;ue U File Tax Return
ue=ewn Statutory 30 Nov 2018
boaks close
I Y S e
Sales to 3" party clients (A) 25,000,000 25,000,000 25,000,000 25,000,000
Less: Purchase fram Parent 17,000,000 17,000,000 18,000,000 18,000,000
+250,000 - 250,000
Gross Profit 2,000,000 7,750,000 7,000,000 7,250,000
Less: Operating expensas 6,500,000 6,500,000 6,500,000 6,500,000
Actual Operating profit (B) 1,500,000 1,250,000 500,000 750,000
Operating margin{B/A) 6% 5% 2% 3%
Arm'’s length range Above range Within range Below range Within range
Taxable profits l,,Must meet conditions Even if

conditions not met

11-300 Compensating Adjustments

Compensating adjustment are adjustments that taxpayers are requirea.vy IRAS make to
ensure that the arm’s length result for tax purposes is reported as agreed in an advance
pricing arrangement with IRAS, even though they differ from actual results®.

Example

Taxpayer S purchases goods from an offshore parent for distribution from 2009
- 2017

Assuming S enters into APA with IRAS covering 2010-2015 wherein the arm’s length
remuneration is agreed to be an operating margin (ie operating profit aver sales) of 5%
for its distribution function.

“Para 11.11-11.13 IRAS TP Guidelines
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1 January 2013 1January 2014 1 January 2015
Adjustment +5750,000 Adjustment - $500,000
T ™ e | o |
Sales to 39 party clients (A) 25,000,000 25,000,000 25,000,000 25,000,000
Less: Purchase from Parent 16,500,000 16,500,000 17,750,000 17,750,000
4+ 750,000 - 500,000
Gross Profit 8,500,000 7,750,000 7,250,000 ! 7,750,000
Less: Operating expenses 6,500,000 6,500,000 6,500,000 6,500,000
Actual Operating profit (B) 2,000,000 1,250,000 750,000 1,250,000
Operating marga(B,A) 8% 5% 3% 5%
Arm’s lensin 12nge Above range As agreed In APA Below range As agreed in APA
Taxable profits ._ t
INEN

Year end or pre-close adjustments are common place in transfer pricing operations. These
are commonly referred to as “true-ups” or “true-downs”, As a matter of statutory accounting
work cycle, such adjustments should be made prior to the close of the statutory financial
books in the following year. If such adjustments are late and miss the book closing, they
can lead to significant problems if they are made in the accounts of the following year.
Large adjustments at year end or pre-close can also lead to problematic large swings in the
Profit and Loss statements. A common way to avoid this is to make periodic adjustments
monthly or quarterly with a smaller true-up at year end (See further discussion in 18-400
on operational transfer pricing).

Self-initiated Retrospective Adjustments

Taxpayers may review their past transfer prices relating to the transactions with their
related parties due to subsequent change in circumstances and decide to make retrospective
upward or downward adjustments for past financial years to arrive at what, in the taxpayers’
opinion, would be the arm’s length prices. These adjustments are referred to as self-initiated
retrospective adjustments’,

"Para 11.15 ibid.
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IRAS will not allow any retrospective downward adjustments in the absence of
contemporaneous TP documentation supporting the adjustments. However, IRAS ig not

precluded from bringing any retrospective upward adjustments to tax if doing so would be
in accordance with arm’s length price®.

Example
Taxpayer S purchases services from a Group shared services center (X) in 2013 for
SG$1m. In 2017, taxpayer retrospectively self-adjusts the costs of services for 2013,

1January 2013 1January 2014 1lanuary 2017

Retro adjustment to
2013

2013 Scenario 1 Scenario 2; Scenarjo 3;
upwardiin 2017 downward in 2017 || downward in 2017

Sales to 3" party clients (A) 25,000,000 25,000,000 25,000,000 25,000,000
Cost of Goods sold 17,250,000 17,250,000 17,250,000 17,250,000
Gross Profit 7,750,000 7,750,000 7,750,000 7,750,000
Less cost of services from X 1,000,000 1,000,000 1,000,000 1,000,000

-100,000 +100,000 +200,000
Less Other Operating 5,500,000 5,500,000 5,500,000 5,500,000
expenses j
Actual Operating profit (B) 1,250,000 1,350,000 1,150,000 1,050,000 |
Operating margin(B/A) 5% 5.4% 4.6% 4.2%
Arm'’s length range Within range Within range Below rany e
Taxable profits Upiward "Ok if supported Not pe. mhed,

adjustment by net supp reed

oK cantemporaneous by nge in
dor 7w 'ter soranegus doc
Scenario 1

In 2017, taxpayer makes a self-initiated retrospective adjustment for 2013, reducing by
$100,000 the cost of X’s services to factor in a lower uplift percentage or lower cost base

* to comply with group global transfer pricing policy which X or Taxpayer had failed
to consider; or

* following revisions in transfer pricing analysis

There is an increase in taxable income for the Taxpayer. Permitted.

SPara 11.17 — 11.18 ibid.

1111-300
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Scenario 2

[n 2017, X applied a higher uplift % or factored in additional costs of SG$100,000 for the
services rendered in 2013

« to comply with a tribunal or court ruling in country X
« to comply with a unilateral, bilateral APA or MAP (to which IRAS is not a party)

covering 2013, where it was ruled or agreed that for 2013, the arm’s length price for those
types of services should be SG$1.1m instead of SG$Im (eg due to higher cost base or

mark-up).
Taxpayer makes a self-initiated retrospective adjustment for 2013, increa_sing cost of X’s
services by SG$100,000 correspondingly. The resulting operating margin is 4.6%.

paragraph 11.27 of the JRAS TP Guidelines states that IRAS will not allow any retrospect.ive
downward adjustments in the absence of contemporaneous TP documenta.tlon supporting
the adjustriesits. Further, Paragraph 11.21 of the IRAS TP Guidelines require the taxpayer
to informh IXAS before performing any corresponding adjustments.

If Tarayer has 2013 contemporaneous TP documentation stating an Operating margin
ange of 4.5% to 5.5%. Permitted.

If Taxpayer does not have 2013 contemporaneous TP documentation, even if X’s
benchmarking from the trial, APA or MAP indicates that 4.6% is within an arm’s length
range in country X, the self-initiated retroactive adjustment may not be permitted by IRAS.

Scenario 3

Same as 2 above except that the adjustment is SG$200,000 which brings the operating
margin of 4.2% below the arm’s length range as stated in Taxpayer’s 2013 contemporaneous
TP documentation. Not permitted. Again this is so even if the determination for X from
the trial, APA or MAP indicates that 4.2% is within an arm’s length range in country X.

q11-400 Corresponding Adjustments

When two related parties transact with each other, revenue for one party (eg p'rovider
for service or seller of goods) means cost for the other (eg cost of service received or
cost of goods sold) and vice-versa. If the transfer price for one party i; adjusted and. th‘e
corresponding item of account for the counterparty is not, double taxation resu}ts_;. This is
when the same profits are taxed twice as a result of a tax authority’s transfer pricing audit
and application of arm’s length price®.

To eliminate the double taxation, IRAS may agree to reduce the profits of the taxpayer by
a downward adjustment to the taxpayer’s profits to match the initial adjustment, known as
corresponding adjustment'”.

" Para 11.19 ibid.
" Para 11.20 ihid.
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Example — Cross-Border Corresponding Adjustment

Related party X

State X

Singapore

Taxpayer S1

X sells goods with S1 at $100 51 sells the goods to third parties at $150
Rfavenue of X =5100 Revenue of S1 = $150

X’s cost = $50 Cost of Goods sold = $100

X's pr?fit =550 S1's profit = $50

TP adjustment, arm’s length price = $120 Corresponding adjustment under Article 5(2)*
X's revenue = $100+520 Revenue of §1 = $150

X's cost = $50 Revised Cost of Goods sold = $100 + *$20

X's revised profit = $70 S1's revised profit = $30

Total Tax base prior to TP adjustment = $50 + $50 =5100
Change in Tax base due to TP adjustment = $70 + $50 = $100 (result: double taxation of $20)
Tax base after corresponding adjustment = $70 + $30 = $100 (result: double taxation eliminated)

In the cross-border context, corresponding adjustment, if agreed to by the Compes=nt
Aut_horities of both countries under MAP to eliminate double taxation generally fallz vnder
Article 9(2) of the Associated Enterprise Article of the relevant DTA''. The commentary
to Article 9(2) makes clear that the State from which a corresponding ‘adjustment is
requested should comply with the request only if that State “considers that the figure of
adjusted profits correctly reflects what the profits would have been if e transactions
had been at arm’s length”. This means that in competent authetiey” proceedings the
State that has proposed the primary adjustment bears the burdendof demonstrating

to the other State that the adjustment “is justified both in principle and as regards the
amount”.

In general, IRAS will only consider making corresponding adjustments when:
(a) Thereis a DTA between Singapore and the jurisdiction making the TP adjustment;and

(b) Taxpayers have applied for MAP and is accepted by IRAS and the foreign Competent
Authority.

11 .
Note th?t the OECD BEPS Action 14 recommends that the presence of Article 9(2) in a DTA should not be a
precondition before MAP and corresponding adjustment is available.

q11-400 © 2018 CCH Asia Pte Limited
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COMMENTARY

There is no mention of Corresponding Adjustment in the domestic context in the IRAS
7P Guidelines. However, it is unlikely IRAS will make such adjustments as it negates the
effect of a transfer pricing adjustment as illustrated below.

]

Example — Domestic Corresponding Adjustment

Singapore Singapore

Taxpayer 51 Related party 52

52 sells the goods to third parties at $150
Revenue of 52 = $150

Cost of Goods sold = $100

§2’s profit = $50

Corresponding adjustment*

Revenue of 52 = $150

Revised Cost of Goods sold = $100 + *520
$2’s revised profit = $30

51 sells goods with S2 at $100

Reve que of 51 = $100

<1's cost = 550

S1's profit = $50

TP adjustment, arm’s length price = $120
$1's revenue = $100+520

| $i’s cost = $50

l $1’s revised profit = 570

Total Tax base prior to TP adjustment = $50 + $50 =5100

Change in Tax base due to TP adjustment = 570 + $50 = $100

Tax base after corresponding adjustment = $70 + $30 = $100

Result: Corresponding adjustment will negate the effect of the initial TP adjustment on S1

q11-410 Do Not Self-Initiate Corresponding Adjustment, Proceed
Through IRAS
IRAS requires taxpayers who suffer double taxation arising from transfer pricing

adjustments by a foreign tax authority not to make corresponding adjustment in their tax
returns or tax computations on their own accord without informing IRAS!.

Tnstead, Taxpayers may seek relief from double taxation through the mutual agreement
procedure if it is available under Singapore’s DTA with that foreign country. IRAS will
only consider making corresponding adjustments to eliminate double taxation when':

(2) There is a DTA between Singapore and the foreign jurisdiction of the tax authority
that made the transfer pricing adjustments; and

(b) Taxpayers have applied for the MAP provided in that DTA and such application is
accepted by IRAS and the foreign tax authority.

"2Para 11.21 ibid.
B Para 11.23 ibid.

Singapore Master Transfer Pricing Guide 2018/13 1]1 1-410

A




208

209
Chapter 11: Transfer Pricing Related Adjustme,-,ts

chapter 11: Transfer Pricing Related Adjustments

| IRAS will affect the corresponding adjustments to eliminate double taxation if the outcome

; ; tual agreement
: " geenario 4: Taxpayers seeks relief from double taxation through the mutual ag
of the MAP is accepted by IRAS, the foreign tax authority and the taxpayers'®,

i i i d country X. [RAS will

; “MAP™) provided in the DTA between Singapore an o
prowf‘iliz (correspofding adjustments to eliminate double taxation if lhe outcomg Sf
acceb%AP (in this case SG$150,000 instead of the criginal 3G$200,000) is accepted by
tll'lfAS country X's tax authority and the taxpayers (Paragraph 11 24)

Example

Taxpayer purchases services from a Group shared services centre (X) in 2013 for $lm,
Taxpayer has 2013 contemporaneous TP documentation stating an
range of 4.5% to 5.5%,

In 2017, the authorities in country X adjusts X's price of services by an additional

Operating margjp

SG$200,000 COnE e
Scenario 3, taxpayer suffers double taxation — the additional SG$200,000 is taxed in derlying rationale running throughout the general prohibition against self-
eountzy X withLio matohing deduetion for taxpayer in S L k- urtli .d'y stment which is also common in other jurisdictions, is that each country
nitiated adjus . ' ki if countries

1lanuary 2013 1lanuary 2014 1 January 2017 ]'ZJSOVEI'eign and makes and enforces its OW.n t.ranSfer pUCl_n!: rules. EveI}[tlf Cf siie
| C— — — T jvﬂ? 3 ofess to-fallow the OECD arm’s length principle, they will not as a matter c; P _OSSY
. e r I ! g;tomatic"iiy give up the right to apply their arm’s length rules or right to tax. In cr
Retro agjustment ta 2013 9

bordar dealings, no authority would willingly accept the deterr_nination 9'{ gn(:tl:;;
»-vho’rity or a deal struck between the taxpayer and another authority unless it is a

,izgotiating table.

Taxpayer should not on their own accord make any corresponding adjustment in their
tax returns or tax computations without informing IRAS",

Scenario 3: downward in
2017

Scenario 4: downward in

3he7 | 2 qi1-500 Correcting an Error or Mistake in Transfer Pricing
: . ¢ ctive
_ _ I . cumentation fo support a retrospec
Sales to 3 party clients (A) 25,000,000 25,000,000 25,000,000 ‘ This concept of needing COﬂtegﬁ:ﬁf}‘m}?éﬁ strrdicad in 3T witiek mandatesthes
i . e A 0
adjustment is codified in Section LY sation
Cost of Goods sold 17,250,000 17,250,000 17,250,000 a.nJy claim for error or mistake for transfer pricing must be supported by TP documen
Gross Profit 7,750,000 7,750,000 7,750,030 that satisfies Section 34F of the ITA. . —
’ - er
L t of services fromX 1,000,000 1,000,000 1,009,000 Section 93A(LB) of ITA further states that Section 9§A(1A1):ap]g3 tlQESIV;Ae
255 COoS ervices fro ,000, 000, LU0, i -
S +200,000 +150,000 is required to prepare TP documentation under Section 34F of the |
] 1150,
Less Other Operating 5,500,000 5,500,000 5,500,000
expenses
Actual Operating profit (B) 1,250,000 1,050,000 1,100,000 COMMENTARY
Operating margin(B/A) 5% 4.2% 4.4%

i i i roor
There must be contemporaneous TP documenting supporting thelc assel.'tllon of Eﬁl;r:)is o
i ini i rd to transfer pricing analys
Arm’s length range Within range Below range Below original range mistake. Change in the opinion of the taxpayer in rega tlv}; D .
benchmarking is unlikely to be reason enough to justify a retrospecti

Taxable profits Not permitted, Made pursuant to MAP :
l' hotsipported agreed to by X, IRAS and policy.
by range in

taxpayer. Ok.
contemporaneous doc

“Para 11.24 ibid.
"Para 11.21 IRAS TP Guidelines.
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914-300 Specific Guidance on Comparability Analysis

Paragraphs 13.11 to 13.26 of the /RAS TP Guidelines provides specific guidance on the

fdpplication of the three-step approach in paragraph 5.12 to determine the arm’s len th
interest charges for related party loans. These include: 3

1. Comparability factors to consider’:
(a) Nature and purpose of the loan;
{b) Market conditions at the time the loan is granted;
(¢) Principal amount, duration and terms of the loan;
(d) Currency in which the loan is denominated;
(e) Exchange risks borne by the lender or borrower;
(f) Security offered by the borrower:
(g) Guarantees involved in the loan;
(h) Ranking of the loan (senior or subordinated); and
(i) Credit standing of the borrower.

2. Specifying .the CUP method as the preferred method. Taxpayers must maintain
documentation to justify if a method other than CUP is applied.*

3. Interestingly, the guidance suggests that in applying the CUP method, certain internal
comparables are more reliable than others.

Thirel party Thitd perty
. bank
i 3
Loan A , Loan B [
! [
- 1
Related party lo I
Related e #  Related
= 1 I Party Y
[ I
Loan C i

h 4

Third party
bank
*Para 13.13 ibid.

“Para 13.14-13.15 ibid.

——» Loan provided
..... * Interest payment

114-300
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Inthe diagram in Paragraph 13.16(a) above, assuming X is not in the business of borrowing
and lending, where there is a

gingapore Lender (Party X) and Foreign Borrower (Party Y)°

. Loan A is the preferred internal CUP as X should charge Y the same interest rate that
it charges a third party.

. Loan B, if Loan A is not available, is the next internal CUP that X can use as X should
charge Y the same interest rate that a third party charges Y.

. Loan C if both Loan A and Loan B are not available and the moneys borrowed by
X are on-lent to Y, ie X should charge Y the same interest rate that a third party

charges X.
Singapore Borrower (Party Y) and Foreign Lender (Party X)°

. Loan B is‘he preferred internal CUP as Y should pay X interest at the same interest
rate that it pays a third party.

« Loan A, if Loan B is not available, is the next internal CUP that'Y can use as'Y should
pay X interest at the same interest rate that X charges a third party.

. T oan C if both Loan A and Loan B are not available and the moneys borrowed by X
are on-lent to Y, ie Y should pay X interest at the same interest rate that a third party

charges X.

COMMENTARY

A common question in practice is whether taxpayers can point to bank quotes from third
party banks as comparables to defend the rate that is charged in lieu of performing a full
transfer pricing analysis. MNEs often have close relationships with one or a panel of banks
and are able to readily obtain quotations on terms that matches those of their related party
loans. For example, taxpayer S intends to lend US$20m to an offshore related party B a
loan for 2 years. B obtains 3 quotations from third-party banks P, Q and R at 4.8%, 5.0%
and 5.2% for loan facilities on the same currency, tenure and other terms as it will lend to B.
Can S then argue that 5.0% or even 4.8% at the lowest end is a comparable uncontrolled
price with which to set the related party interest rate? Bank quotes have been known to be
rejected in other countries on the basis that it does not represent a “genuine” price as it not
a binding transaction and potentially influenced by the close relationship between MINEs
and their bankers. There is no guidance nor case decision on this in Singapore. At the
time of writing, the OECD appears to disapprove of relying on bank quotes in its Public
Discussion Draft on BEPS ACTIONS 810, Financial Transactions, issued on 3 July 2018.

*Para 13.16(b) ibid.
Para 13.16(c) ibid.
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However, a praEcﬁcal consideration is that if IRAS does not accept B’s bank quotes 5
none of the safe-harbours apply to this loan, the taxpayer may not have the informatigg

to fulfil the Entity level documentati i i
R on requirements in the absence of a pr
pricing analysis, ot ® proper tungly

You should not‘ confuse the above examples of internal CUP with pass through financi

In such cases, instead of third parties lending to or borrowing from Parties X and Y, loln&
A, B or C are related party loans. Such transactions are not internal comparables and ;an;ns
be u§ed. For example, in the last scenario, if X the foreign lender had borrowed not fro ;.
forelgn bank but from Z, another related party, then the interest charged by Z to X is no:n :
mter_nal comparable with which X can then charge Y, the Singapore borrower. Further t;ﬂ
monies flowing through from Z to X to Y without X retaining any margin C()L-lld in ce;t i
situations fall afoul of anti-avoidance rules against conduit financin g. i

After methed selection and application, in determining the arm’s length result, Paragraph
13.17 to 13.19 suggest that the arm’s length interest rate is usually made L;p ofﬁ bzss
reference rate and a credit spread or margin to compensate the lender for bearing credit ri ]i
of the borrower’. The base reference rate is usually a publicly available rate. b

Examples of base reference rates for floating rate loans are®:
SG$ Singapore Inter Bank Offered Rate (“SIBOR™)
US$ London Inter Bank Offered Rate (“LIBOR™)
Eurozone Interbank Offered Rate (“EURIBOR™)
Examples of base reference rates for fixed rate loans® are:
SG$/USS swap rate
Singapore Government Securities (“SGS”) yield

§14-310 Where There Are CUPs

Comparability adjustments of two kinds ca imi
_ n be made to elimiate t i
improve comparability: e differences 1§

grence rate based on the Cu a (] (5]
the Oanlﬁ. an l ITrenc nor Of

(ii) Adjusting the margin to reflect differences in credit risk profiles between the tested
borrower and the comparable borrower".

"Credit risk is risk of a borrower not being able to repay the loan
*Para 13.35 ibid. .
¥ Para 13.34 ibid.

" Para 13.20-13.21 ibid.

Y Para 13.22 ibid.

14-310
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Examples

The tested borrower’s related party floating rate loan is denominated in US$ based on
US Treasury and bond market rates and has a tenure of 12 menths.

The internal CUP has a base reference rate of 3-month SG$ SIBOR.

Assuming all other factors are comparable.

The comparability adjustment to the internal CUP will be to substitute the SG$ SIBOR
with the 12-month US$ LIBOR to adjust for the differences in currency.

The tested borrower’s related party loan is denominated in British pounds and calculated
as 1-month LIBOR plus 300 bps. The tested borrower is rated Aa3 by Moody’s.

The external CUP involves a borrower rated at Aal borrowing at the rate of LIBOR
plus X bps. The market spread or difference in interest rates between Aa3 and Aal debt
instruments is 150bps during the same period.

Assuming ait.other factors are comparable.

The compatability adjustment to the CUP will be to add 150bps as an additional margin
to LIBOR plus X bps to eliminate the effect of the difference in credit risks between the
test=1 and comparable borrowers.

914-320 Where There Are No Appropriate CUPs

Paragraph 13.23 of the JRAS TP Guidelines suggests determining arm’s length interest rate
by identifying a suitable base reference rate and then adding to it a margin derived from
the estimated credit rating of the borrower. This suggest that IRAS is willing to accept the
credit rating Yield approach in the GE Capital case (see discussion 20-1 00).

Implicit Support

Tn this regard, a complicating consideration is whether and if so, to what extent should an
MNE group or parent’s credit rating influence that of the credit rating of a member of that
group. Another angle to look at the issue is whether the parent will implicitly support the
subsidiary in the event it defaults even if there is no explicit written guarantee.

To illustrate, Top Notch private limited is a Singapore incorporated member of Top Notch
MNE group listed in the UK. Top Notch’s parent entity Top Notch ple has a rating of AA
according to S&P. Top Notch Singapore is a 100% held subsidiary of Top Notch ple. Top
Notch Singapote had commenced business in a rented office two years ago and now has
twenty staff including the ASEAN general manager executing plans to rapidly expand the
sales of Top Notch products across ASEAN and has no other assets. Top Notch Singapore
on a “stand-alone” entity without considering the affiliation to Top Notch group would
unlikely have a AA credit rating as a company with no track record nor staff. On a “stand
alone” basis, assume it has a credit rating of BBB+.

114-320
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However, Top Notch Singapore carries on business under the “Top Notch” brand, ig 100,
held directly by Top Notch ple, conducts Top Notch’s main line of business and is Crucia]
i executing the ASEAN strategy, therefore, it is unlikely that Top Notch ple wil] let
Top Notch Singapore fail or default on any loan because of the reputational and businegs
impact. As a result, the “market”, ie independent lenders such as financial Imstitutions, ma
be willing to lend Top Notch Singapore taking into account the hi gh probability of such
“implict” support. The practical result is instead of charging Top Notch Singapore high
interest rates pegged to BBB+ rated borrowers, banks may be willing to extend loansg at
much lower interest rates close to the AA rating of Top Notch parent or group.

Paragraph 13.24 states that “IRAS prefers evaluating the credit rating of the borrower
on a standalone basis. However, IRAS may accept a credit rating of the borrower bageg
on the overall group credit rating if it can be substantiated that an independent lendey
will similarly accept such group credit rating”. At the time of writing, the OECD appears
to acknowledge the need to factor in implicit or parental support at least for Important

members of the MNE group in its Public Discussion Draft on BEPS ACTIONS 8-10,
Financial Transactions, issued on 3 July 2018.

COMMENTARY
The guidance merely states “the credit rating of the borrower can be estimated using
commercial credit scoring software provided by credit rating agencies based on informatioy,
available at the time the related party loans are obtained”. In practice, unless the taxpayer
is a financial institution or has a capable treasury, it is likely that the taxpayer will iazl the

expertise or tools to perform such analysis and document it in a way that is verifizble upon
audit and will have to seek external help.

914-400 Multiple Loans — Aggregated Analysis

The arm’s length principle is fundamentally a transaction level analysis. Each party
loan can be different, therefore, taxpayers should technically determine the arm’s length
interest rate for each loan individually. However, to ease compliance burden, IRAS permits
taxpayers with multiple related party loans to determine the arm’s length interest rate for

comparable loans on an aggregate basis using the comparability factors listed in Paragraph
13.13 as a guide.

COMMENTARY

Although there are no further details, the above is a very useful clarification by
IRAS. Generally, non-financial services MNEs lack the expertise and resources

114-400
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. 111 ady ant
loomberg subscriptions) to price, much less perform comparability ddjuf't;];;llle
: . . . - - - c 1
Bt?loan Therefore, in setting related party lending policies, it is morf1 };;dthan e
R el »t loans in aggregate into several categories, rath

inistratively to bucket loans goregat ) ; o
adn'm'-l(]js al loan pricing. The categories justified with aggregate anc_llylses {:nay ta;;i o
. 1‘: different currencies, tenure, geographies or other charactgrl.sﬂ:;. or exb g}ke;

. i . g lated party loans are grouped in the same buc
0 denominated short term related party . : ' chet
! EUIO1 the same transfer pricing approach in calculating the mterest.rdte. Anos e
- aplp 3éould be that entities in countries above investment grade sov_elelgg I’dtl}[lg e
ele.mp: different bucket from entities in countries with poorer than mvgtmil ,cTrl“er

gn ratings, with additional interest margin added to borrowers from the la

(€8

put in
soverel . :
pucket to reflect the higher risks.

€q14-500 Refinancing and Extensions Considered as New Loan

f]’]a[](: o (cecurs wnen a taxpayer o i a loan a lyl B[?E]ya l‘tlng
RE l i 10 CC 1 p y g l)IE[ s ] O a ealc:dp .0 - ] SXI18 y
; 1 i ‘;‘ € 01 an GX'lSting re ath pa[t

Q 51 T d extension Of the tenur
0a ]RAV COnbldel‘S €f]]‘laI]ClngS an ; . ) ; )
i - $ W IOanSl Taxpayel‘s nﬁed to lb-eStabilSh thC arms 1€ngﬂ1 terms a“d nterest rate
Qdn Jo W .

-nd prepare TP documentation accordingly.

H 13
gxamples - Refinancing and Loan Extensions

fan 31, 2018

10 year loan 8% interest due 31 Jan 2018 I

t

15 Jan 2018 loan 10 year extension effective 1 Feb 2018

extension agreed
= point in time to
determine arm's
length rate

10 year loan 8% interest due year X to B sub !

31 Dec 2017 loan
refinanced = point
in time to determine
arm's length rate for
new loan

Explain in TP documentation the commercial basis for re-financing using an

nsecured loan, especial evious| a ateral by the
Existing secured bal oan with collatera d [ly if the assets pi ly held as collat by ti
loan
‘ bank are now avatlable as collateral for the relatad party loan or IRAS may
a rest r: o the arm h r: for a secured loan,
djust interest rate to € s length rate fi St

35 R

Refinanced with unsecured loan from related party

2 Para 13.27 ibid.
B Para 13.27 IRAS TP Guideline.
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COMMENTARY

A commonly encountered situation in practice is where loans and deposits involving 5
member of an MNE group and a Group treasury centre intended to be short term in nature
gets rolled over or extended automatically. This is a potential source of dispute where
taxpayers may apply a short term interest rate whereas the tax auditor may assume that
the loan is of a longer tenure, thus deserving of a higher rate of interest. The uncertainty
is compounded where there are multiple withdrawals, partial pay downs, fluctuation iy
balances during a period in question. One way to avoid such ambiguity would be to execute
loan or deposit agreements specifying the terms and documenting anew any change i
balances or terms when a renewal, roll-over or refinancing takes place,

914-600 Consequences of Failure to Apply Arm’s Length Interest Rates!*

. IRAS will disregard any interest expense in excess of the arm’s length amount,

notwithstanding that tax may have been withheld on the full interest payment to the
foreign related party.
IRAS may not support the taxpayers in MAP discussions to resolve any double

taxation arising from any transfer pricing adjustments made by TRAS or foreign tax
authorities in relation to the interest charges.

914-700 Domestic Interest Expense Limitation

For domestic loans between two Singapore taxpayers and the lender is not in the business
borrowing and lending funds, IRAS will limit the interest expense claimed on such a
is provided interest-free or at interest rates that are not supported by transfer pricing

of
foan if it
analysis.

Example
* Taxpayer A provided a loan to Taxpayer B SG$100,000
* Interest charged by Taxpayer A in 2014 SGS$100

* Interest expense incurred by Taxpayer A in providing the loan in 2014 SG$1,000
* Taxpayer A's interest expense claim of SG$1,000 is limited to SG$100 J

COMMENTARY

An interesting question may arise as to whether the above rule allows Taxpayer A to charge
zero interest, so long as it does not claim any interest expense or is prepared to accept

“Para 13.10 IRAS TP Guidelines.

114-600
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its interest expense claim is zero? This is a practical .question as related enti:rp_nrses
» :;ially in closely held family owned groups may hcsﬁat.e to chargg each ot 1611 cln){
es{J eest since all monies “belong to a single owner” even if they are in separate lega
interest,
entities. N | » »
[t is unlikely that IRAS had intended the above to be permitting zero mtzr;s} 1;1th 9;1;

i inci 13.9 of the /R widelines
ignori 2 th principle. Paragraph 13. !

s, ignoring the arm’s leng . : [ ‘
loariajnsg that the interest restriction whilst not conform to the arm’s llength prmlmple, 'Sir\;}is
expa close proxy and is intended to “facilitate taxpayers’ efforts in complying with the
as

sm’s length principle for related party loans while keeping compliance cost low”.
a

€14-800 Indicative Margin Safe-Harbour )
[RAS has intreduced an indicative margin which taxpayers can apply on each related party
loan not exceeding SGS15 million. | |
Scope: Applies to related party loan no‘.[ exceeding SG$1§ million ob_{')amjd (l)éailswded
duritis cach calendar year period. Tt applies to both domestic and cross-border -

e indicative margin is updated at the beginning of each calendar year and published by
IRAS on its website!*

+ 250 bps (2.50%)
+ 175 bps (1.75%)

1 January 2017 to 31 December 2017
| January 2018 to 31 December 2018

The threshold of SG$15 million is based on the loan committed, at thel Prevai]ing exchange
rate at the time the loans are obtained or provided and not the loan utilised.

Example

Taxpayer S obtained a loan facility of US$ 12 million from a related party B agq ut;hicr::
only US$8 million. At the time of the grant of the logt}, thp Uus Fiolllar to 1Sn§$;1>6 :
dollar exchange rate was US$1:881.4. The loan facility is equiva eél.t lttq s jin
million exceeding the S$15m threshold. TaxPayer cannot appl_y.the- in {?g $1v86: mﬂlim
notwithstanding that the amount utilised or 1pt§nded to be utilised is

(S$ 11.2 million) which is less than SG$15 million'®.

= e
15wy iras. gov.sg/irashome/Businesses/Companics/ Working-out-Corporate-Income- Taxes/Specific-topics)
Transfer-Pricing/Other-1ssues/.

10 Sect 13.31 ibid.
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S

INA NUTSHELL

l. There are a number of models MNEs use to manage transfer pricing risks. Thig g,
Fhe entire spectrum ranging from complete outsourcing to advisors to full-ca a?)pd_ns
1mh0us§ teams who only use advisors for disputes or benchmarking. In 1‘ecenI: .
the optimal TP set-up has been trending toward centralized management drivyears’
the need for global reporting, documentation, consistency and the drive toen G
automation of processes and cost efficiency. Vi

2. The opt.imal set-up to manage transfer pricing risk also depends on the size of the busi
the business model adopted, the geographical footprint and the stage of developtnen?s‘
the transfer pricing function. The judicious use of external advisors can bring benef; I; (‘)f
four aspect — adding capability, capacity, consistency and facilitating change. -

3. But what remains unchanging and important across all MNEs is the need for buy-in
ﬁom_ the key stakeholders and close collaboration between transfer pricing, tax and
the finance and accounting functions. ,

4. Generally, effective in-house transfer pricing functions exhibit both consistency j
approalch/strategy and investment across the years. Good transfer pricing lpract)i(cm
take time to put in place and cultivating employees who possess institutionei
know]_edge of the organisation takes years to develop but the benefits are hard ?
quant‘lfy and_are realized only in later years upon audit. A good transfer pricino
function requires individuals and teams with a good mix of skills with clearly defineg

ro.les a_nd responsibilities, supported by management buy-in to effectively collaborate
with finance, accounting, treasury, legal and IT,

5. Once the compliance requirements are met, processes and controls bedded down
MNES can take transfer pricing to a strategic level by incorporating trasister pricin,
considerations into their tax structuring and business models. In the post: BEPS worldg,
any such planning needs to be based on sound business rationale and gustunce, including

having th i T its are re i i i i
g the locations where profits are recognized align with where value is created.

919-100 How Te Organize Your Transfer Pricing Function?

The transfer pricing set-up of an MNE that is optimal for a company depends on the
industry, geographical exposure and stage of development of the company. There is a
strong tendency towards centralization with the advent of the OECD BEPS Action 13

three-tiers of documentation as the Countr i
_ 5 y-by-Country and the Mast
coordinated and prepared centrally. g o Hlesmesd o B

919-110 Companies With An Initial Offshore Footprint

Cornpanu?s in the initial stages of their foray overseas may see marketing offices being set
up or their first offshore manufacturing facilities. If the types and volume of cross-border

119-100
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intercompany transactions are not significant, there is unlikely the justification to build
dedicated in-house transfer pricing capability. Here the guidance of advisors is generally
sought as transfer pricing is likely managed by finance (CFO, contro]lelj or tax managers who
qre generalists and handle an array of other tax matters. Transfer pricing is characterised by
meeting the minimum compliance requirements, especially documentation of each country and
|imited resources are focused on key related party transactions or certain high-risk countries.

q19-120 Companies With A Mid-Sized Footprint In Several Offshore
Jurisdictions

As the business expands into more countries, the tax function may start having country
or regional tax managers covering the key jurisdictions or regions. The tax function
may also be organized into substreams of specialization such as indirect tax and transfer
pricing. At thiis'stage, it is possible that the MNE may hire one transfer pricing specialist
or a small i2am at the corporate centre. This is so as to prepare and implement globally
coherent fransfer pricing policies and perform the value chain analysis needed to draft the
Mestetfile documentation. The central transfer pricing specialist or team will likely serve
»- an advisor to the geography or business line tax managers and focus on central group
cost recharges of management fees, treasury operations and centrally held intangibles
such as brands and other intellectual property.

q19-130 Large Global MNEs

Transfer pricing can become a “vertical” in a large MNE, alongside other specialist functions
such as indirect tax and mergers and acquisitions. The necessity of CbC reporting will further
drive centralization alongside the need for value chain analysis in the Masterfile. The central
team also set the transfer pricing strategy and framework for the MNE and design most of the
globally consistent policies. They can be supported by regional transfer pricing leaders who
may cut across business (eg in an oil & gas company, a transfer transfer pricing specialist
covers all the downstream activities of the business) or geography lines (eg Europe, Asia,
Latam). At the country end, large countries may have large enough intercompany flows and
issues to justify one or two transfer pricing specialists whercas most countries will have
tax or finance managers who are not transfer pricing specialists work with advisors or the
regional or global team to manage transfer pricing risks.

Finally, a large MNE with many tens or a hundred countries to cover can choose to either
outsource the TP documentation compliance to an advisor or build Shared Services Centre
teams in low cost locations such as India, Philippines or Eastern Europe to support the
headquarter transfer pricing team in such tasks. Such Shared Services Center teams perform
a number of routine functions such as preparing documentation, supporting transfer pricing
analysis by extracting data, running computations, generating reports as well as managing
repetitive financial calculations plus allocations and archiving data.
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919-200 Getting Value-Added Assistance from Advisors

Generally, advisors add value in four key aspects. These can be loosely termed as the 4
“C”s which are as follows: Capability, Capacity, Consistency and being a Change agent,

a. Capability

The best external advisors are up-to-date with the rapidly developing OECD/BEPS
technical guidance and local law and regulations. They are experienced in handling
local, regional or municipal audits and authorities. The latter is particularly
valuable in countries with new transfer pricing regimes where the local rules may
not be clear or the administration of those rules in audit may be uncertain. [n
emerging Asia, knowledge of local practices, appeals procedures and personalities
can be critical in managing dispute resolution and reaching a successful settlement
with the relevant authorities. For bilateral APA and MAPs, there is almost alwaysg
advisors involved and occasionally more than one set of advisors, one in each
country.

Another key capability is performing technical comparability analysis, especially the
economic benchmarking analysis and having access to databases for external CUPs,
Small tax functions may not have the budget to hire transfer pricing specialists who
are able to perform functional interviews and do benchmarking analysis. It does
not make sense for an MNE to subscribe to databases such as Bureou van Dijk,
ThomsonReuters and RoyaltyStat to perform benchmarking when an external adviser
can do it cheaper (for instance, database prices are tied to number of searches), faster
and more efficiently (having performed many searches). Furthermore, transfer prizing
analysis can involve complex valuation techniques especially in hard to valde areas
such as intangibles.

Finally, a skilled advisor can bring comparative knowledge of industy best practices
and use his experience in having encountered many different coenarios to give
strategic advice or transactional structuring advice.

b. Capacity

Transfer pricing work can be periodic or ‘lumpy’. External advisor(s) can bring short-
term or project-based capacity to bolster or relief an internal tax team. Examples of
such engagements can range from having the advisor team perform a transfer pricing
planning study including functional interviews, industry write-ups and economic
analysis to outsourcing entire processes such as coordinating global documentation
across the MNE’s footprint. Advisors can be brought in to support major corporate
restructurings, mergers and acquisitions or significant audits.

¢. Consistency
Some MNEs find using a single firm as a global preferred advisor has the advantage

of better coordination across geographies to achieve consistency of transfer pricing
advice, instead of having to brief and coordinate two or more different sets of advisors

1119-200
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across each country. There is also the convenience of having a single engagement
partner coordinate across the country advisor teams. Advisor standards can differ
greatly across Asia and a firm steer from the main engagement partner can quickly
resolve local service quality issues. The advent of the BEPS Action 13 three-tier
documentation places a premium on consistency, especially in aligning the local
documentation to the value chain described in the Masterfile. A single advisor
coordinating documentation can ensure that transfer pricing planning studies are
consistently documented across the country-by-country, master file and local files.
Consistency can only increase in importance as the world moves towards increasing
transparency and automatic exchange of TP documentation.

d. Change Agent

There are often challenges in implementing transfer pricing where the tax or finance
team tasked with implementation run into conflicting interests (for instance where
transfer pricing require other teams to change long standing procedures or IT
infraswencture) or where effecting process change can be painful. Here, an external
advisor often brings invaluable objective advice that enables the CFO, Tax director or
rensfer pricing leader article the transfer pricing risks, engage and secure buy-in from
senior management and stakeholders. The expertise and knowledge of comparative
industry best practices can help the in-house team to find practicable selutions.

q19-300 Outsourcing and Automation

There are advisors who tout the benefits of wholesale outsourcing of the transfer pricing
function, citing immediate head-count reduction and cost savings, and the other advantages
described above. One strong argument in recent times is the drive towards greater
efficiency by automating processes or via the harnessing of technology. The huge expense
of IT projects and limited expertise of in-house tax teams makes it impracticable to self-
develop tools to automate tax and transfer pricing compliance and reporting functions.
Here, the large advisory firms have the resources to develop and offer tools ranging from
documentation solutions that produce templated Master and local file documentation
integrated with database searches to ERP enhancements that eliminate manual processes
and provide sophisticated data analytics tools and dashboard views.

Caveat

Notwithstanding the above advantages of using external advisors, there are certain elements

of transfer pricing implementation where in-house capability may be difficult to replace:
a. Pragmatic policy setting

—  Typically, advisors do not implement policies. They do not have the same depth of
understanding of the business models, product specifications and most importantly,
a holistic appreciation of the organizational needs and constraints that an in-house

1119-300
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person would have. Successful policy setting and implementation is an ‘art of the
feasible’. It depends on a multitude of factors such as stakeholder objectives, the
availability of data, selecting a method that the accounting system and processeg
can handle (see discussion in 18-400 on operational transfer pricing) and that the
country managers can comprehend and agree to.

b. Knowledge of finance infrastructure and relationships

— Maintaining a transfer pricing infrastructure requires good relationships with
finance teams and the ability to influence as well as work through the tax and
finance channels. It is not possible for a small tax or transfer pricing team tg
introduce controls to police the proper implementation. The ongoing checks,
assurances and resolution of issues require the ongoing support of finance
colleagues. An effective in-house transfer pricing person or function has the big
advantage over external advisors of being able to build such relationships and
retain the institutional knowledge for future audits.

919-400 The TP Journey — Evolution of Transfer Pricing Capability

The in-house transfer pricing function can be developed beyond mere compliance to
making sure there are proper governance and controls and even taking it to a strategic level,

Here is an example of such a journey:

919-410 Where Do I Begin? — Get the Basies Right

If you have responsibility of setting up transfer pricing and there is none previously iu the
company, a starting point would be to undertake a review across the MNE group tC i'entify
and understand the key intercompany transactions. Map out and quantify key 1elated party
transactions, whether there are internal comparables and identify risk factors such as
services provided without charge and entities with continual losses (sez 1isk indicators
above). Draw up transfer pricing policies to cover the major intercoimpany transactions
and implement them.

Read up on individual countries’ documentation requirements, including whether they
follow OECD Master and Local file formats, exemption thresholds and penalties.
Engage internal stakeholders (especially finance who has the data) and consider
engaging an advisor to help set up a complete basic documentation framework that
meets the minimum requirements in all the footprint countries. The objective at this
early stage should be to put in place adequate transfer pricing policy and documentation
to avoid penalty.

Next, introduce transfer pricing policies and intercompany agreements across the group
to cover these key related party transactions. Work with local tax and finance teams to
establish clear roles and responsibilities to ensure that the policies are implemented in the
financial books.
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chapter 19: Best Practices in Managing Transfer Pricing Risks 299

1{19—420 Intermediate — Consolidating Your In-house Transfer Pricing

Having covered key risk areas with TP analysis and documentation in the first stage,
consider hiring dedicated transfer pricing specialists in-house to improve the quality and
consistency of policies and documentation. Ensure that intercompany agreements are in
place and all transfer pricing supporting documentation are properly archived

Enhance Controls: Consider instituting a group wider transfer pricing governance
framework and controls process such as regular review of transfer pricing accruals and
ypdate of TP documentation especially upon setting up of new entities or changes in
pusinesses. Some MNEs form multi-stakeholder TP governance committees that meet
periodically to ensure that implementation issues are addressed and resolved.

Invest in Education: raise transfer pricing awareness throughout tax, finance and business
so that transfer pricing is embedded into tax and other functions and transfer pricing risks
is proactively identified and managed prior to transactions or business changes.

Consider Offshoring and a build-up of Shared Services Center teams in lower costs
jurisdictions’ to rationalize advisor spends and migrate manual computational or
documeniation functions to cheaper offshore locations.

%19-430 Advanced — Realizing the Greater Benefits of Transfer Pricing

The most sophisticated transfer pricing functions collaborate closely with the rest of tax
and finance to harness the planning and strategic aspect such as optimizing the supply
chain using principal and limited risks entities models, resolving disputes using MAP
and getting certainty via APAs. It is also good practice to analyse the tax/transfer pricing
profile presented by the CbCR and Masterfile, alongside the profitability by business
lines, geographies and entities to identify transfer pricing stress points and anticipate
disputes.

— A strategic and a long-term view to transfer pricing can take the form of an APA
strategy where MNEs start by anchoring core related party transactions though
bilateral or multilateral APAs with key countries such as the US, the UK, Germany
and Japan. They then extend such principles to the rest of the MNEs” geographic
locations by either negotiating APAs with the other countries or citing the core APA
in support of adopting the same transfer price in the local file documentation.

— Process efficiency improvements can be taken to a higher level with automation of
manual processes, tools to enhance documentation, invoicing, accruals and other
ERP processes.

— Transfer pricing can be integrated into the overall enterprise or tax risk management
framework with dedicated control manuals and procedures in place as well as
establishing escalation channels. In this regard, the broader finance control function or
even internal audit may be enlisted to ensure transfer pricing is properly implemented
across the organisation.

M19-430
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— Safeguarding Reputation: As transfer pricing and tax avoidance have hit the headline.s
(witness the EU state aid cases, the Australia senate hearings and press reports of
foreign MNEs being audited), the most advanced taxpayers have prepared their Senigr
executives, particularly those in countries to handle sudden audit raids or unsolicifeq
press queries and incorporated transfer pricing considerations in managing thej
sustainable taxpayer reports that may accompany the annual report.

919-500 Key Factors to Effective In-house Transfer Pricing

Whichever the stage of development the in-house transfer pricing function is in, severa]
important factors stand out in effective in-house transfer pricing teams.

Firstly, a good transfer pricing function requires individuals and teams with a good miy
of skills who all have clearly defined roles and responsibilities. The primary competency
required of an in-house transfer pricing specialist would be the ability to effectively
communicate and influence other people who work within the organisation. This would
include teams who do not directly report to him/her as well as the ability to be effective
across different cultures. A good team would also be cross-functional (or it may be two
teams with one in the tax department and another, an intercompany accounting function in
the finance department). It should include transfer pricing professionals who know how to
conduct functional interviews, project manage advisors and draft documentation as well
as finance trained staff who know the statutory accounting as well as ERP systems and
have the relevant links and relationships to be able to source data from group and loca!
level finance colleagues to compute and effect transfer pricing entries and maintain contral
measures. A balanced team could include both veterans who know the organisatior,,
business and products well and get things done, combined with lateral hires who may tring
with them the latest transfer pricing technical knowledge and fresh ideas from Gizewhere.
From the top, such a team must be supported by management so that there is buy-in and
willingness of other functions finance, accounting, Treasury, legal and IT to collaborate.

More broadly, there is consistency in approach/strategy and investrizent across the years,
Good transfer pricing practices (design, implementing and embedding ransfer pricing) and
institutional knowledge of the organization takes time to develop. The benefits are hard to
quantify and are realized only in later years upon audit. The budget cycle and investment
horizon of publicly listed MNEs tend to be short term. Tt is tempting, as a number of MNEs
have done during economic or cyclical downturns, to either reduce advisor budgets (by
for instance, forgoing regular refresh of transfer pricing analysis) or even make transfer
pricing teams redundant only to suffer the consequences later as the loss of institutional
knowledge and out-dated policies hinder audit defense years later. In a post-BEPS world, it
is not prudent to measure the worth of the function by how aggressive transfer pricing can
be used in planning and reducing the MNE’s effective tax rate. Consequently, the benefits
of good transfer pricing can be hard to quantify. The paradox is that the more effective the
transfer pricing, the fewer the audits or the less severe the audit adjustments. This may
give the wrong indication that transfer pricing resources can be cut. At a time of increasing

19-500
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cha

nsfer pricing scrutiny and fast evolving, complex rules, the lwise CFO or Chief Talx
tgi:ﬁc_er will do well to maintain a steady level of funding and investment to keep their

transfer pricing risk well managed.

ﬂ19-600 Strategic Tax Planning
Once the compliance requirements are met, process and controls bcdldf_:d d_own, MNES
can take transfer pricing to a strategic level by incorporating transfer pricing into their tax
planning and business models. B |
[n the years running up to BEPS, such strategic tax planning with transfer pricing typically
involve business restructuring such as

(a) the conversion of full-fledged distributors into limited-risk distributors or

commissionaires;
(b) conversion of full-fledged manufacturers into contract-manufacturers; and
(¢c) resteucturing of the supply chain and holding locations of intangible property.

The iesuit can take the form of a “centralised entrepreneur/principal” supply chain model.

T e core elements are:
« A “central entrepreneur/principal” company usually located in a low tax country;
« An “TP owner” company, which in many, which is often also the “central entreprencur/
principal” entity, again in a low tax country; -
« One or more subsidiaries that are “Contract or toll manufacturers” or “Commissionaire
or limited risk distributors”

Before Value/Supply Chain Restructuring

Parent licenses IP/know-how and
provides services to subsidiaries
Parent gets residual profits which
is subject to a high tax rate

Parent Co

B owngr e BN Distributor
“Entrepreneur” ?

3 party
custarmers

Manufacturing | Manufactiing
SubA Sub A

3% party
suppliers
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After Restructuring

1P is transferred ta IP holding

company usually in a lower tax l Limited risk

country compared to Parent Co. L |

1P holding company licenses IP o

and collects royaiti
percentage of :eva:i:asea o IP holding o
company customers
Limited risk
Distributor
SubD

Contract Toll 7
Manufacturer Manufacturer
Sub A Sub A

Routine services are offshored to

shared services centers in a low
¥ cost location. Services costs are

Shared charged at cost plus.

SErvices

company

3 party
suppliers

The restructuring of the value/supply chain into these “centralised entrepreneur/principal”

model can led to significant tax savings and consequently, lower effective tax rate for the
MNE group.

EXAMPLE |

Company A in Country A with tax rates of 30% and Company B in Country B witl: tax
rates of 15% are related parties. Assume Company A manufactures goods at.a cost of
5G$10m and Company B distributes the goods in Country B at SG$12m. Th= eperating
margin (ignoring costs for now) is 20%.

Prior to Restructuring:

A is the full fletched manufacturer

B is limited risk distributor

As a limited risk distributor under transfer pricing, B earns 1.5% distribution margin

at arm’s length using either the Resale Pirce method or TNMM. Therefore, EBIT for
B is 8G$150,000

A as the entrepreneur, gets the Residual profit of SG$1.85m

Taxable profit Tax Rate Tax Due
A at $1.85m 30% 555,000
B at §150,000 15% 22,500
Total Tax paid by Group 577,500
1119-600 © 2018 CCH Asia Pte Limited
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Post Restructuring:

A becomes a limited risk contract manufacturer. This involves moving out functions and
especially assets and risks from A. For example, if A holds intangibles, it is transferred
to B and B undertakes to reimburse A for inventory and other risk.

B post restructuring owns intangibles and assumes significant risk, is therefore, no
Jonger a limited risk but a full fletched distributor

As a limited risk contract manufacturer, A earns a 3% cost plus margin at arm’s length
using TNMM analysis. EBIT of A at 3% margin is SG$300,000

B as the full-fledged distributor and IP owner gets the residual profit of SG§1.7m

Taxable profit Tax Rate Tax Due
A at SG$300,000 30% 90,000
Bat €GI1.7m 15% 255,000
| Total Tax paid by Group 345,000

The ond result is that the Group saves SG$232,500 of taxes by this restructuring. Such
gawructurings used to be easily implemented as the transfer of intangible assets and

‘ i sks can be done without disrupting business operations.
| S

[n recent years, governments have put in place countermeasures that limit the effectiveness
of such tax planning including exit toll charges for migration of businesses and assets
and general or specific anti-avoidance rules. The BEPS project has further reduced the
effectiveness of such planning with the DEMPE concept, requiring that the returns to
intangibles be directed/allocated to where the key people’s functions are performed (see
discussion in 15-400). Corporate restructurings are required to be disclosed in the TP
Documentation. Hence, the business rationale and robust transfer pricing analysis need
to be performed and documented in anticipation of close scrutiny of such restructurings.
In conclusion, in the post-BEPS world, sustainable planning needs to be based on sound
business rationale and substance including having the locations where profits are recognized
align with where value is created.
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amounts expressed in this manner, CAHPL faced no exposure to currency risk. CFC faceq
currency risk (borrowed in USS, lent in AUS$) and did not hedge currency risk but receiveq
a large forex gain upon repayment, ie difference between US$3.75bn and US$2.5bn.

For Australian tax purposes, CAHPL claimed a deduction for the interest paid to CFC
over the term of the loan. The dividends received by CAHPL from CFC were exempt from
tax under participation exemption. So far as CFC is concerned, the ATO issued a Private
Ruling in 2003 to CFC declaring that the interest it received from CAHPL was not liable
to Australian interest withholding tax which is normally 10% but is subject to a number of
specific domestic law and tax treaty exemptions.

It was ipdicated that CFC was not taxable in the US on the interest income. As a result
of the interest differential, CFC generated profits and it paid dividends to CAHPL,

which were exempt from tax in Australia. CAHPL in turn paid dividends to its
shareholder,

DEAL ECONOMICS

CAHPL reduced its Australian income by the interest outflow but recovered most of the
funds as dividends. Tax effect is that income which might have been taxed in the hands of
CAHPL at the corporate rate of 30% leaves and returns to Australia tax-free. The higher
the interest rate on the loan from Chevren Funding Corp, the greater the arbitrage which
was not subject to tax in either the US or Australia. The arbitrage also lowered the overa'l
Tunding cost to the Chevron Australia Holding group.

ATO Challenge in 2010 ,

Invoking Australia’s transfer pricing laws, the Australia Taxation Offics “ATO”) denied
CAHPL a deduction for more than 50% of the interest claimed overfh= ite of the Facility
and applied a 25% penalty on the basis that CAHPL entered into the tacility for the purpose
of obtaining a tax benefit in connection with a transfer pricing scheme (approximately
AUDS$340m in total). '

Key Points at the Trial

The court rejected the taxpayer’s appeal against the assessment on the basis that the
taxpayer had failed to satisfy its onus of proving that the assessment was excessive.

* Judge accepted Chevron Executive’s testimony:

— The higher the amount borrowed and the interest rate paid by CAHPL, the
higher the cash benefit to CAHPL because there was no tax leakage in the US
and the corresponding dividend from CFC to CAHPL would be tax free to
CAHPL, and that borrowing on the terms in fact adopted was not sustainable for
CAHPL without the dividend flows, and accordingly, the terms adopted would be

7120-200 © 2018 CCH Asia Pte Limited
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unsustainable between independent parties as there would be no dividend between
them (testimony from banking expert).

_  The effect of CAHPL not granting security, not giving covenants and no parent
guarantee for CAHPLs borrowing all combined to push up the interest rate.

+ A total of 19 expert witnesses who included commercial lenders, bank regulator, an
ex-OECD official, a US tax expert and experts in oil & gas provided 45 reports but Judge
gave “no weight to the opinions of transfer pricing economists where those opinions
appear not to be founded in the statutory language which the Court must apply”.

Transfer Pricing Issues

1. Appropriate Approach to determining the interest rate - Credit rating vs
commescial lender approach

_ ATQv First determine the credit rating of CAHPL and the loan itself and then
Fenchmark an arm’s length interest rate or credit spread based on market rates for
similarly rated comparable debt arrangements.

— Judge: correct approach to determining the borrower’s creditworthiness is from
the perspective of a commercial lender and not by reference to how an external
credit ratings agency would rate the borrower. As part of their internal credit
risk analysis, there was evidence which the Court accepted that relevant lending
institutions do not necessarily follow the same approach as credit ratings agencies
and do not rely on credit agency ratings in deciding whether and at what price
to lend.

—  Court found that banks would give more weight than rating agencies to parental
support and rating agencies would be careful in upgrading from non-investment
grade (S&P BB+ and below) to investment grade (S&P BBB- and above)

2. Implicit support — how to treat the influence of parental affiliation on the
creditworthiness of the borrower and therefore the interest rate, in absence of
explicit guarantee

— ATO argued: Parental affiliation can have a material impact on and significantly
improve the creditworthiness of the borrower. It is “a feature of the market
to take account of any affiliation the borrower has” and fundamental to the
interpretation & application of the ALP.

— CAHPL argued: Concept has no application, as the statutory test was to determine
the appropriateness of the pricing based on a hypothetical transaction between
two separate and independent entities and that therefore the borrower could not
have any parental affiliation.

— Per Robertson J; Cannot ignore affiliation between a hypothesised party
to a transaction and other members of that party’s group of companies.

120-200
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Acknowledged that while implicit support may be relevant when assessing 5
borrower’s credit rating, its existence and value is a matter of fact. He aceepteq
Chevron’s argument that in the absence of a legally binding parental guaranteg,
implicit credit support had very little, if any, impact on pricing by a commercig]
lender in the real world.

— Compare with GE Capital where 100bps explicit guarantee fee for Canadiag
subsidiary issuing commercial paper & unsecured debentures in Canada)
consistent in recognizing implicit support but applied credit rating approach

3. Ability to Recharacterise the related party transaction

— Robertson J found that if that property had been acquired under an agreement
between independent parties dealing at arm’s length with each other, the borrower
would have given security and operational and financial covenants and the interest
rate, as a consequence, would have been lower.

— CAHPL argued: any such approach was recharacterisation or reconstruction not
permitted under OECD TP Guidelines and the reconstruction power in the more
recent Subdivision 815-B, in support of its proposition that it was impermissible
to rewrite the terms of the loan. Court should keep the terms as they were and just
determine the interest rate.

— Per Robertson J: Such re-writing of the terms of the Credit Facility Agreement
does not amount to impermissible recharacterisation. Forcused on interpreting the
statute (“consideration” in Division 13, “conditions” in Subdivision 815-A) rathe:
than OECD TP language against not “recharacterising” or not “rewriting”,

4. Are Standards of Comparability for Benchmarking Interest Rates Too Stringent?

— Robertson I: Rejected 4 loan agreements from the ATO expert<and 5 loan
agreements put forward by Chevron expert, reasoning that:

* the amount of the loans was significantly different to that ui/der review:
* there was security provided whereas there was none in fiie CAHPL loan:
* there were no financial covenants in the CAHPL loan;

¢ there was doubt as to whether the CAHPL loan should be benchmarked against
senior debt or subordinated debt;

= the loans were of different tenors; and/or

* the borrower companies were either in different industries (not E&P, even if
they were in the energy industry), or experiencing financial difficulties, or not
operating in the Australian market, or were parents rather than subsidiaries.

— Robertson J: Since there was no CUPs, Chevron had not “shown that the
consideration in the Credit Facility Agreement was the arm’s length consideration

or less than the arm’s length consideration nor proved that the amended
assessments were excessive”,

© 2018 CCH Asia Pie Limited

-

Chapter 20: Landmark Cases Relevant to Singapore

315

Relevance for Singapore

The IRAS TP Guidelines has described the approach t(? comparability analysis in a r.e]a_ted

arty loan gituation in Section 13 of {RAS TP Guidelines. Nevler‘theless, becguse this is a
pCommonwealth case and Singapore has no TP case prccedents, 1t. 1s of persuasive authority
in Singapore court, though the case applied Austr.ahap laws which t_hough ﬂmdamenta]!y
pased on the arm’s length principle, contain cerltam differences particularly in the area of
the scope and ability to recharacterise a transaction.

gome takeaways from Chevron

In examining related party lending transactions, a court is not limited to just adjusting
the interest rate to an arm’s length one but can look more broadly at arm’s length
terms, though the Australia transfer pricing rules addressed by the case is interpreted
more broadly than the Singapore rules;

Any CUT search should be carried out using the financial data of the borrower that is
or woild have been available to an independent lender at the time of negotiation of the
tested/transaction;

i-order to identify CUPs, the credit risk of the borrower should be assessed in the

Singapore Master Transfer Pricing Guide 201819

same/similar way as would be carried out by independent lenders at the time of the
making of the loan, though as noted above, the practical aspects of this expectation
have not been clarified by the judge;

Credit agency ratings should not always be relied upon for assessing the credit quality
of the borrower, although the rating methodology used by the rating agencies may be
similar to that which would be applied by an independent lender;

Whether or not implicit support of a parent exists is a matter of fact and so may be
taken into consideration — the court found that Chevron’s parent would have given a
guarantee though there was no explicit one on the facts, but in practice such hpplicit
support is likely to have little if any impact in the real world — whether there is any
benefit would appear to be a question of fact;

Loan agreements between related parties should be drafted with the terms that would
appear at that time in the real world, as if between an independent bor.rower and an
independent lender (eg with clarity on subordination, appropriate financial covenants,
security and so on). Without this, it would be very difficult in practice to benchmark
the interest rate, given the high standards of comparability that would be expected.
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These series of questions are designed to tease out the key concepts and can be readily used
in any course assessment,

921-100 Question 1 — Supply Chain and Segmental View of TP

NiHaoMei (“NHM?”) is the ultimate holding company of a Malaysia based multinationa]
group that develops, manufactures and distributes branded consumer packaged goods.
NHM was incorporated in 1981 and sells its Asian-customized produets in 23 Asian and
a few Western countries, primarily through supermarkets, wholesale outlets, department
stores, pharmacies, and via the internet through e-commerce retailers. In 2013, the group
held 30% of the world’s leading consumer brands across five Strategic Business Units
(*SBU”); employed over 23,800 people worldwide; and had global net sales totalling
USS$10 billion.

Strategic Biz Unit 2013 Net Sales 2013 Earnings 2013 Net Profit

(USS) Before Interest and | before tax as a % of
Tax as a % of Net Total Assets
Sales

Beauty 2,000,000,000 15% 5%

Grooming 1,000,000,000 10% 3%

Health Care & 1,500,000,000 -5% 7% i

Medicines

Fabric & Home Care | 2,000,000,000 5% 5% N |

Baby & Family Care | 3,000,000,000 8% 108 |

Research and development activities account for 20% of net sales on an'aanual basis.
All raw and packaging materials are purchased from unrelated partiesand all sales are to
unrelated parties. The group owns all the patents and licenses covering sroduct formulation
and manufacturing processes. All the products carry a valuable tradernark, which is critical
to the overall marketing and branding of the products and in part, the group’s success
can be attributed to the existence and continued protection of these trademarks, patents
and licenses. Collectively the group spends 10% of net sales annually on marketing
and advertising. The group has centralised regional purchasing and distribution centres,
regional contract manufacturing plants, and a global service and finance centre.

What are the main elements of the group’s supply chain?

The main elements in the supply chain includes procurement of raw material and packaging,
manufacturing (could be fully-fledge but definitely includes some contract manufacturing),
logistics, R&D, intellectual property protection, services (financial, IT, management,
accounting), marketing, wholesale distribution and other logistical support, retail.
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What are the potential related party transactions?
. Services: central purchasing and distribution; global service (IT support, management)
. Financing: intercompany financing, which could include loans, guarantees, hedging
» Contract Manufacturing

. Intangibles: providing use of trademarks and patents (know-how) licensing, sharing
or transfer through sale; marketing — development of global marketing strategy;
protection of group IP; undertaking R&D on behalf of the group

What could explain the variation between the profitability of the different
Strategic Business Units?

The Margins of the SBU could vary due to a range of:

+ the natute of materials and processes used to manufacture the products

» thevapical intensity of the businesses

» differences in selling, general and administrative expenses as a percentage of net
sates

» aspecific SBU incurring start-up or market penetration costs

« being hit by a down turn in that particular segment

= market forces (extra competition, increases in labour, raw materials, transport)

+ any government or legislative controls/changes (could include environmental, tax,
health)

= level of financing and interest rates
* level of R&D and marketing spend
+ advances in technology, eg medical sector could be impacted but innovation

¢ fads and trends, eg in the beauty sector

poor management or other internal anomalies

» tax planning and profit shifting
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921-200 Question 2 — Advance Pricing Arrangements

You are a junior member of the tax team in an advisory firm. A multinational drug and
medical company, headquartered in Country A, has been operating through subsidiaries in
Countries B, C, and D for the last 20 years. Recently, all companies have been subjected to
tax authority audits, which has been a costly and time-consuming exercise. To avoid future
problems, it has been suggested to the directors of the board that consideration be given tg
entering into an Advance Pricing Agreement (APA) with all four tax authorities and all the
relevant entities, so that they can set and forget the prices for the next twenty years in line
with their strategic plan.

They seek your bosses” advice as a highly regarded transfer pricing expert but your boss
is on holiday speeding 30 miles per hour down the black ski slopes of Whistler and is
not contactable. In a panic, you have no choice but to dust off your notes from textbooks
s0 many moons ago and try to draft a reply addressing the following questions for your
bosses’ review.

* What exactly is an APA, and is it consistent with their understanding as set out
above?

An APA is an arrangement between TRAS and the taxpayer or the relevant foreign
competent authority to agree in advance an appropriate set of criteria to ascertain
the transfer pricing for a taxpayer’s related party transactions for a specific period of
time. An APA can be unilateral, bilateral or multilateral and in essence the agreement
reached between the taxpayer and the authorities give clear directions as to the way
in which prices can be set between related parties so as not to need a transfer pricing
audit. An APA is based on certain critical assumptions which if varied could wvoil
the APA. The main issue with the understanding of the clients is that an At that
could extend to 20 years would be most unlikely. Further, a quadrilateral A2, whilst
possible, poses the challenge of coordinating the meetings and positions and coming
to an agreement that satisfies all four authorities. There is also a significant risk of
delay. In practice, it is more common to see a series of unilateral =nd bilateral APAs.

* How long do APAs last?

Most commonly APA regimes provide for 5 years forward but they can be shorter
for example three years and possibly longer at not more than seven years taking into
account roll-back years. They are unlikely to be shorter than three years because they
are expensive and time-consuming to negotiate and would not be worth the effort if
it was for a shorter period. It is unlikely to be as long as 20 years as the environment
in which the APA operates becomes less and less predictable as time goes by and
revenue authorities will wish to revisit the issues that go to the pricing that is applicable
between related parties.

* Can APAs embrace all the parties identified above?

First Company A and its subsidiaries must be resident in and have access to the tax
treaties in their respective countries. Next, the question is whether countries A, B, C
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and D all recognise (including having the appropriate Double Tax agreements with
Article 25) and accept the operation of the APAs. It is possible that one or more of
these countries would not be willing to enter into such arrangements but they are
becoming more commonplace and most developed and many developing countries
would accept the need for the utility of such an agreement.

What are the advantages and risks involved in seeking an APA?
Some considerations before applying for the APA include:

o Securing an APA can be very time consuming especially where many countries are
involved.

o Securing an APA can be very expensive requiring detailed analysis usually
provided by a substantial accounting firm to support the pricing which the parties
are arguing for in the context of the APA.

o Securing an APA can involve disclosure of certain sensitive information to revenue
authosities in a number of different jurisdictions and this can inadvertently expose
the group to further tax investigations particularly relating to prior years before the
operation of the APA begins.

+Eiow long is it likely to take to seek an APA, and is it costly?
An APA is a time-consuming and costly exercise. The time to negotiate such an
agreement from beginning to end is almost certain to be at least one year and more
likely three years of negotiation, drafting, amending and finalisation. Costs are hard to
predict but it will draw upon a lot of internal resources and advisor costs can run to as
much as $US500,000 or more for complex transactions.

¢ Provide a list of content or headings that will appear in an APA agreement.

Refer to Annex B3 of IRAS TP Guidelines

1. Covered entities - This refers to the related parties to the covered transaction.

2. Covered transactions: This refers to the transactions on which an arm’ length
remuneration is to be agreed.

3. Covered Period: This refers to the Fiscal Years to be covered in the APA. Note that
this need not be calendar years. For example, India has years starting 1 April to 31
March the following year.

4. Transfer pricing method: This is the agreed method on which the arm’ length
remuneration is to be determined.

5. Arm’s length remuneration: This is the agreed arm’s length remuneration for the
covered transaction.

6. Compensating Adjustment Rules: The rules set out the basis of determining the
compensating adjustments.
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7. Critical assumptions: No material changes throughout the covered period to the:
= economic environment in which the covered entities operate.

e functions performed, risk assumed and assets employed by the covered entities
with respect to the covered transaction.

* accounting methods and business operations of the covered entities with respect
to the covered transaction.

8. Annual Compliance report: The covered entities are to submit the annual compliance
report, including computations, to demonstrate compliance with APA terms by the
filing due date of covered entities’ income tax returns.

= If, three years after an APA becomes operative, the number of Country B
employees is halved and a new subsidiary is established in Country E, will the
APA continue to remain valid and effective?

This will depend on whether the number of employees that are involved in each country
participating in the APA was a critical or material assumption made under the assumption
is part of the APA. If it was, such a substantial change could be critical and material and
would at the very least require full disclosure to Country B authorities and all the other
three countries as well as it may have a material impact on the acceptable pricing from the
perspective of all four countries.

The new subsidiary in Country E may not be an issue as subsidiary E and Country E is not
a party to the APA unless there are changes to the functions, assets and risks of the coverena
entities A, B, C and D or their margins impacted.

1121-200 © 2018 CCH Asia Pte Limited

Cchapter 21: Workbook 323

ﬂ21-300 Question 3 — Functional Analysis

GERMAN MARQUE WITH CHINESE INGENUITY

XiFeng and Deutsche Maschinell Gefertigt (“DMG™) are two car companies with
Chinese and German parent companies respectively. DMG is a London Stock Exchange
listed company active in the design, manufacturing and distribution of cars in Germany
and around the world. XiFeng is a State owned car maker owned by the ChengDu state
government. In this industry it is important to be able to constantly renew the product line
and propose new Auto designs for sale each season. One competitive advantage of DMG
is precision engineering techniques or the ability to come up with a new snazzy model
every eighteen months, so that customers will be interested in their cars. They also have
companion concept stores where strong customer loyalty is built for repeat custom. XiFeng
does not hax> its own design department and generally produces “copies” of foreign cars
under preacetion license.

Sincs 2047, the DMG has sold its products in China under a limited risk collaboration with
¥irerg. XiFeng purchases the cars from the DMG and sells them using glitzy marketing
campaigns in twenty concept stores across in China following the DMG branding
philosophy. The agreement between DMG and XiFeng requires that every eighteen
months, DMG will buy back any inventory that remains unsold by the XiFeng and that the
latter will replenish its offerings from the new car models put out by DMG.

In 2009, DMG acquired 35% of the shares in the XiFeng to form a joint venture with the
ChengDu government. The limited risk distribution agreement remains unchanged.

In 2010, confident of the success enjoyed thus far, XiFeng then created a new subsidiary in
Germany, XiFeng Deutchland to distribute XiFeng made cars in Germany to German auto-
dealers who will then undertake after sales service in Germany. These cars are made in
XiFeng’s factories in China using some modern technelogy patented by DMG and licensed
to XiFeng for at a rate of 3% of annual revenues generated from exploiting the technology.

In 2013, the 35% that DMG owned in XiFeng was then increased to 51%. Again the limited
risk distribution agreement remaining unchanged. However, the licensing agreement was
scrapped and instead DMG allowed XiFeng to use all its patents free of charge since it is
now part of the global DMG corporate ‘family’. Further, DMG moved some R&D activities
and assembly lines to China to derive significant location savings, as the manufacturing
and labour costs are significantly lower in China than in Germany. The cars made by the
assembly lines in China are then distributed by both DMG and XiFeng Deutschland in
Germany. To support this expansion of activities, DMG extends a working capital loan of
US$ 100million to XiFeng at LIBOR plus 18% interest rate. DMG further charges Xil'eng
head-office management charges for finance, marketing and other central costs since
XiFeng is now consolidated into the DMG group and receives the standard finance, HR
and other support from DMG headoffice.
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In 2014, DMG considered negotiating a bilateral Advanced Pricing Agreement betweey

China and Germany to gain certainty over the related party transactions between DMG and
XiFeng.

Formulate a functional analysis of the three entities of the group at the end
of 2013, on the basis of information available above.

(a) Manufacturing

DMG - DMG has its own production lines in Germany and it moves some assembly
lines from Germany to China in 2013 in view of the significantly lower manufacturing
and labour costs in China compared to Germany.

XiFeng - XiFeng undertakes manufacturing activities in China.
XiFeng Deutchland does not undertake any manufacturing activities.
Other possible aspects of functional analysis

— Procurement — which entity performs purchasing of materials and parts for the
production process

— Inventory — which entity controls the level of inventory, where is the inventory
held

— Production Equipment — which entity maintains the plant, authorises the purchase
or disposal of capital equipment and specifies what plant equipment is needed

— Production Scheduling — who is responsible for the production scheduic
decisions

— Quality Control and testing — who sets finished products quality standards and
provides the technical know-how to do quality control and related tests.

(b) Research and Development

DMG - carries out R&D activities in order to develop new car niodel every 18th
months, using its precision engineering techniques and patented modern technology.
In 2013, DMG moved some R&D activities and assembly lines to China to derive
significant location savings. The cars made by the assembly lines in China are then
distributed by both DMG and XiFeng Deutchland in Germany.

XiFeng —XiFeng does not undertake significant R&D activities as it does not have
its own design department, and generally it produces “copies” of foreign cars. In
2010, following the incorporation of its subsidiary, XiFeng Deutchland in Germany,
XiFeng uses DMG’s patented technology and know-how in its production process,
and pays to DMG licence fees of 3% on annual revenue generated from exploiting
DMG patented technology. Subsequently in 2013, DMG shareholding was increased
from 35% to 51%, and the licensing agreement was scrapped and DMG allowed
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()

XiFent to use all its patents free of charge since XiFeng become part of the global
DMG corporate group.

XiFeng Deutchland does not undertake any R&D activities.
Other possible aspects of functional analysis

— What R&D activities are carried out by DMG, DMG’s China R&D Centre and
XiFeng on their own?

— Do DMG and XiFeng commission third parties to carry out R&D on their behalf?

— What intangible assets do DMG, DMG’s China R&D Centre and XiFeng own or
have the right to use?

— Who controls and direct the R&D and who bears the risks of failure of R&D
efforts?

— Apart from allowing XiFeng to use DMG’s patented technology and know-how
in(Xireng’s production process, does DMG render services to XiFeng such as
wecanical assistance and training of XiFeng’s employees?

Marketing, Sales & Distribution

DMG — DMG’s marketing strategy includes developing its own branding philosophy
for the German and overseas markets, as well as its own marketing campaigns for
execution by its distributors. DMG is selling its cars in China through its distributor,
XiFeng under a limited risk distribution (“LRD”) agreement, where XiFeng purchases
the cars from DMG and sells them in China using marketing campaigns that aligned
to DMG branding philosophy. Pursuant to the LRD agreement, every 18th month
DMG will buy back any inventory that remains unsold by XiFeng and that the latter
will replenish its offerings from new car models put out by DMG

XiFeng — More information is needed to properly analyse the marketing, sales and
distribution activities carried out leading to the sales of XiFeng’s cars. From 2010
onwards, XiFeng Deutchland distributes XiFeng’s cars in Germany through the
German auto-car dealers who perform after-sales service in Germany. In addition,
XiFeng operates as the limited risk distributor since 2007, who is responsible for
selling DMG’s cars in China using marketing campaigns that aligned to DMG
branding philosophy.

XiFeng Deutchland — Consider whether XiFeng Deutchland is involved in any
strategic marketing, sales and distribution decisions or rely on parent company,
XiFeng for direction. Essentially XiFeng Deutchland is a commission agent that
acts as a distribution agent for the parent company, XiFeng for the sales of cars in
Germany.

Other possible aspects of functional analysis

= Marketing, Sales & Distribution Strategies — which entity make strategic marketing,
sales and distribution decisions, whether third-party distributors are used (which
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