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2.2 History of transfer pricing in Singapore

Following on from the introduction of the Transfer Pricing Guidelines in
2006, the IRAS introduced the transfer pricing consultation process in
2008 to assess the level of compliance with Singapore’s Transfer Pricing
Guidelines and identify areas where IRAS can further assist taxpayers on
transfer pricing.

In addition, in 2008, the IRAS also provided additional administrative
guidance on negotiating and concluding Advance Pricing Agreements
(APAs).? It should be noted that the IRAS has concluded APAs even before
the transfer pricing guidelines were formally introduced. However, with the
experience gained in responding to APAs, the IRAS realised that taxpayers
were not aware of their obligations in requesting for an APA. The 2008
administrative guidance on APAs provided taxpayers with procedural
requirements and timelines that they needed to adhere to when requesting
for an APA. The circular also outlined circumstances in which the APA may
be discontinued by the IRAS.

In 2009, the IRAS issued its circular on transfer pricing for related party
loans and related party services. As far as related party loans were concerned,
the IRAS provided its view on the safe harbours that will be applicable
for domestic related party loans and provided preliminary guidance on
how cross-border related party loans should be structured. With respect to
services, the IRAS introduced the:

*  safe harbour for routine services:
*  cost pooling;

*  notion of pass-through costs.

In 2010, the IRAS formally enacted transfer pricing provisiops;thirough the
introduction of s 34D, in the Singapore Income Tax Act. This wis a significant
development for both taxpayers and tax authorities as it essentially shifted
the burden of proof from the IRAS to the Singapore taxpayer.

Prior to 2010, the IRAS had to essentially rely on the provisions of Articles
7 and 9 of the DTA to review transfer pricing arrangements. However, if
the Singapore taxpayer was transacting with a related party located in a
country that did not have a tax treaty with Singapore, the IRAS would have
had to rely on its domestic legislation (e.g. anti-avoidance provisions). In
other words, the IRAS had to demonstrate that the Singapore taxpayer was
transacting in a manner to avoid paying taxes.

3 See 14.1 for the definition of APA.
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with the introduction of s 34D in the Singapore Income Tax Act, the IRAS
now has the ability to review the transfer pricing arrangements f}f all
Singapore taxpayers based on the arm’s length principle, irrespective of
whether they are transacting with a treaty partner or not.

The year 2015 culminated in a substantial revision of the transfer pricing

guidelines. The revised transfer pricing guidelines, hereafter r"eferred. to as

the 2015 Transfer Pricing Guidelines, consolidates all the previous guldgnce

and circulars provided by the IRAS. In addition, it provides clarity to various

technical issues that arise from the practical implementation of transfer

pricing.

The 2015 Transfer Pricing Guidelines addresses the needs of majority

of the taxpayers in understanding and complying with transfer pricing

requirements in terms of :

Applying the arm’s length principle.

e  Stating vhe objectives of preparing transfer pricing documents and
adepiing certain parties to reduce compliance costs for the taxpayer.

s < Datailed guidance in avoiding and resolving transfer pricing disputes
1ising MAP and APA.

»)" Setting out various types of adjustments relating to transfer pricing
issues.

The growth and development of transfer pricing is depicted in the diagram
below:
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authorities will be satisfied if they see that the royalties paid by the Vietnamese
company to its headquarters in Singapore are not higher than those that would
be paid to an independent enterprise for a similar transaction. But if the royalties
are too high, there is a possibility that profits are being shifted out of Vietnam to
Singapore to reduce tax liabilities there.

In the above situation, the “arm’s length principle” will be used by both the
Vietnamese tax office/the Inland Revenue Authority of Singapore (IRAS), as

well as the MNC Group to demonstrate that transactions among group/affiliate
| companies are appropriate.

—

3.2 Legal basis of arm’s length

The legal basis for applying the arm’s length principle in Singapore is s 34D
of the Singapore Income Tax Act. Section 34T)( 1) provides:

“Where 2 persons are related parties and conditions are made or

imposed between the 2 persons in their commercial or financial
relations which differ from those which would be made if they were
not related parties, then any profits which would, but for those
conditions, have accrued to one of the persons, and, by reason of
those conditions, have not so accrued, may be included in the profits

of that person and taxed in accordance with the provisions of this
Act.”

The arm’s length principle is also found in all of Singapore’s DTA, typically
in Paragraph 2 of the Business Profits Article, which states that_#/en
attributing profits in a contracting state/party to a permanent estahliShment
in that state/party, the permanent establishment should be corsidered as

“a separate and independent enterprise engaged in the sasie™or similar
activities under the same or similar conditions”.

Furthermore Paragraph 1 of the Associated Enterprises Article states:

“Where...conditions are made or imposed between...two [associated)
enterprises in their commercial or financial relations which differ
from those which would be made between independent enterprises,
then any profits which would, but for those conditions, have acerued
to one of the enterprises, but, by reason of those conditions, have

not so accrued, may be included in the profits of that enterprise and
taxed accordingly.”

3.2 © 2015 CCH Asia Pte Limited
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si i ’s length principle found
bove references are consistent with the arm’s : :
iah;;-agraph 1 of Article 9 of the OECD Model Tax Convention.! Article 9

provides:

“Where] conditions are made or imposed betwe{?n the _two
[associated] enterprises in their commercial or ﬁnanc-la] relations
which differ from those which would be made between mdepe'nfient
enterprises, then any profits which would, but for those conditions,
have accrued to one of the enterprises, but, by reason of those
conditions, have not so accrued, may be included in the profits of
that enterprise and taxed accordingly.”

The United Nations has also produced a United Nati‘ons E'l.ffodei Convention
for Treaties between Developed and Developing Nations in 1980. The UN5
Model has been updated and was finally launched_ as the 2011 Update on 1

March 2012. Tae.UN Model is in many respects Slmlifﬂ' tu_the OECD Mot.lel
but the diffekences (such as preserving greater taxation rlghts_ to countzzles
hosting jnveStments) are very significant, especially for developing countries.

The A Model contains similar provisions to the OECD Model in Arti.cle
9((dt Paragraph 1 especially) and therefore serves as a guide for applying
the arm’s length principle for developing countries. Howe'zver t}_ze UN Model
also includes an additional paragraph (Article 9(3)) which ’stlpuljates that
a Contracting State is not required to make the cor.*respcfndmg adjustment
referred to in Article 9(2) where judicial, admimstratn:fe or .oifher ’legal
proceedings have resulted in a final ruling that, by the actwng giving rise to
an adjustment of profits under Article 9(1), one of the enter.pnses concerned
is liable to a penalty with respect to fraud, or to gross or wilful default.

33 Prevalence of the arm’s length principle

Several countries have adopted the arm’s length principle as the apprc.-prl.ate
measure for transfer pricing. A major reason is that the arm’s‘ len gth principle
provides broad parity of tax treatment for members of multlnat}onfll groups
and independent enterprises. Because the arm’s length pru}mpie puts
associated and independent enterprises on a more equ.al footing for tax
purposes, it avoids the creation of tax advantages c—r dlsadve_mtages that
would otherwise distort the relative competitive positions -?f mtl?e.r typ.e (.uf
entity. In so removing these tax considerations from economic decisions, it is

1 The Model Tax Convention forms the basis of bilateral tax treaties involving OECD
member countries and an increasing number of non-member countries.

in Si 3.3
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34 Chapter 4: Application of the Arm’s Length Principla

of the comparability analysis is to identify any differences between the

third party and related party situations that can materially affect the price
and margin being compared. Where differences do exist, it is necessary g
determine if reasonably accurate adjustments can be made to eliminate the

effect of such differences.

The IRAS notes that such a comparability analysis should consider the
following three aspects:

(a) characteristics of goods, services and intangible properties!:

(b) analysis of functions performed, assets used and risks assumed (ie,
FAR);? and

(c) commercial and economic circumstances.

The requirements for comparability analysis under the 2015 Transfer
Pricing Guidelines are somewhat different from those outlined in the OECD
Transfer Pricing Guidelines. The OECD Transfer Pricing Guidelines require
the following aspects to be reviewed from a comparability perspective:

(a) characteristics of property or service;

(b) functional analysis;

(¢) contractual terms;

(d) economic circumstances;

(e) business strategies.

Although the OECD Transfer Pricing Guidelines seem to require additicaal
comparability factors to be reviewed, the 2015 Transfer Pricing Guidelines
are broadly consistent with the OECD Transfer Pricing Guidelii=z a3 the
factors included in “economic circumstances” and “business strategies” have

been combined into “commercial and economic circumstances™ iz the 2015
Transfer Pricing Guidelines.

However, under the 2015 Transfer Pricing Guidelines as well as the 2006
Transfer Pricing Guidelines, there is no explicit requirement to compare the
contractual terms between the related party and third party transactions.

The contractual terms of a transaction generally define explicitly or implicitly
how the responsibilities, risks and benefits are to be divided between the
parties. Contractual terms are important because in transactions between

1 Although this factor refers to the comparability of goods, services and intangible property,
please do note that it will also include intercompany financing. The explicit comparability
factors that should be considered for intercompany financing have been detailed in
Paragraph 13 of the 2015 Transfer Pricing Guidelines.

2 Going forward, this will be referred to as the function asset risk (FAR) analysis.
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i i f interests between the parties
. dent enterprises, the divergence o
_mdepei that they will ordinarily seek to hold each other to the- terms of
lmEmrt:;ﬂ;ract and that contractual terms will be ignored or .mnchﬁed after
ttie gct (ger;erally only if it is in the interests of both parties). The same
e

divergence of interests may not necessarily exist in the case of associated
dive

rises. It is therefore important to examine whether the COI.IEililCt of the
ente}'P onforms to the terms of the contract or whether the parties’ conduct
indi ei:s that the contractual terms have not been followed or are a sham.
Ed:fih cases, further analysis is required to determine the true terms of

the transaction.

Although this might be the case, a close read of the 2015 Transli'e:' Pn-::l;ii
Guidelines make plenty of references to contracts and coni‘;ract}la ez('imsi.: 3
a matter of fact, when a review of related party transactions is con m.:“e f
IRAS does(ask for intercompany agreements. Thus, an analysis o
:ztractual terms should be a part of the ﬁmctiun.al analysis prc:-c?ss. '[Il'l_le
terms of a {ransaction (from a contractual perspectl.ve} may also be uur-lt t:!n
correspindénce/communications between the parties other than a written

contrast.

Evaluate transactions on an aggregate or separate
basis

4.2.1

Before the comparability factors are reviewed, it is necessary to deter:n?ne
whether the transactions are reviewed on a tranfsacnun-by-trans?cdlon
basis or on an aggregate basis. In general, any analysis sh?uid be ap?lze .on
a transaction-by-transaction basis to obtain the most precise gpprumms:itul}:;
of arm’s length conditions.” In other words, each transaction shoul

evaluated on a stand-alone basis.

In addition, the IRAS notes that if the individual .transactiuus are l_ligh.ly
inter-related and it can be demonstrated that 11.1de_pt?ndent partles in
comparable circumstances would typically Price the 1:1&?\’1(1].131 transaci;nns
on an aggregate basis, taxpayers may consider evaluating the transactions

on an aggregate basis.*

To further understand whether transactions should be considered on a
stand-alone basis or collectively, please refer to the following examples:

3 Paragraph 5.25 of the 2015 Transfer Pricing Guidelines.
4  Paragraph 5.26 of the 2015 Transfer Pricing Guidelines.

i 421
Transfer Pricing in Singapore

*



42 Chapter 4: Application of the Arm’s Length Principle

protect the inventory. The functions performed can be quantified by the additional
personnel that need to be hired to carry out the warehousing and distribution
activities. Finally, the cost of the asset can either be determined through
depreciation expense (if the asset is owned) or lease expense. Once these costs
have been identified, an adjustment can then be made to the third party price,

Careful analysis is required if such calculations are performed. In addition,
the tax authorities are likely to query the validity and appropriateness of
any or all adjustments.

4.2.4 Commercial and economic circumstances

Arm’s length prices may vary across different markets even for transactions
involving the same property or services. Therefore, achieving comparability
requires that the markets in which the independent and associated
enterprises operate do not have differences that have a material effect on
price or that appropriate adjustments can be made. As a first step, it is
essential to identify the relevant commercial and economic circumstances,
taking account of available substitute goods or services.

Such commercial and economic circumstances can be broadly categorised
as follows:

e economic circumstances (see 4.2.4.1);
*  government policies and regulations (see 4.2.4.2);
*  business strategies (see 4.2.4.3).

4.2.4.1 Economic circumstances

This is an important factor surrounding any transaction.VNieiket prices
for the transfer of the same or similar property may vary across different
markets owing to cost differentials and/or differences in purchasing power
and habits prevalent in the respective markets, which may affect the market
price. Given that the price of the same property or service may vary from one
market to another, it is necessary to evaluate the economic circumstances
that surround the transaction to give rise to a meaningful comparison of
price or margin.

The economic analysis examines the industry and the circumstances in
determining market comparability. Some of the factors are listed below:

4.2.4 © 2015 CCH Asia Pte Limited
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o industry overview and analysis;

o geographic location;

« market size;

level of market at which the taxpayer operates (e.g. wholesale or
retail);

¢ market share;

e extent of market competition;

e« consumer purchasing power;

e availability of substitute goods or services;

e price of production factors;

e cost of transportation;

¢ government. regulatory control, etc.

Markets can/be different for numerous reasons. It is not possible to list

exhaustively all the market conditions which may influence transfer pricing
analysig'hiit some of the key market conditions are discussed below.

Gévgraphic markets

Ih general, third party comparable companies or transactions should

be derived from the geographic market in which the controlled taxpayfer

operates. This is because there may be significant relevant Qiﬁ‘erences in

economic conditions between different markets. If information from the

same market is not available, an uncontrolled comparable derived from a

different geographical market may be considered if it can be determined

that:

(i) there are no differences between the two markets that would materially
affect the price or profit of the transaction; or

(ii) reasonably reliable adjustments can be made to account for such
material differences between the two markets.

Level of market at which the taxpayer operates

The level of market in which the taxpayer operates can be a key factor in
determining comparability. An example is detailed below.

Transfer Pricing in Singapore
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In view of the above, tax authorities tend to view market penetration
strategies with suspicion. Therefore, the taxpayer will need to maintain
proper documentary evidence and prove that there is sacrifice of profitability
for a certain period under similar economic circumstances with a view tg
establish a market and long term profit.

4.2.5 Practical application of the comparability analysis

As one may observe based on the above discussion, it is difficult to perform
a robust comparability analysis between controlled and uncontrolled
transactions due to lack of available information.

However challenging it may be, establishing a comparable situation is

important. This is because reasonable accurate adjustments may be made
to eliminate such differences.

The IRAS has addressed such issues in the 2015 Transfer Pricing Guidelines
as described below.

4.2.5.1 Characteristics of product, services and intangibles

In the case of physical characteristics, it may be difficult to opine as to
whether the product subject to the related party transaction is a product
with better quality or more features than the uncontrolled transaction. In
addition, even if the product subject to the related party transaction may
have more features, it may not necessarily enhance the value of the produ«t,
and therefore be sold at a higher price.

The nature and features of goods, services and intangibles irarsacted
between related parties in comparison to independent parties must be
examined closely. The reason being that similarities and differénces should
be identified as this will impact the value.

As mentioned earlier, some important characteristics identified by the IRAS
are as follows:

(1) Transfer of goods — the comparisons will be physical features, quality,
reliability, availability and volume of supply.

(2) Provision of services — the comparisons will be the nature and extent of
services.

(3) Intangible properties — the comparisons will be form of transaction,

type, nature, duration, extent of rights and anticipated benefits from
its use.

4.2.5 © 2015 CCH Asia Pte Limited
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In genera], it is extremely difficult to translate a value judgement on the
product (i.e. a product is of a better quality or more reliable) to one of
quant':tative measure.

4.25.2 Functional analysis

The extent of information required to determine the functional analysis
comparability is difficult to obtain.

Looking back at Example 4.3, let us assume that the A-B transaction is
the related party transaction, while the C-D transaction is the third party
transaction.

Given that A-B is the related party transaction, itis clear that a determir‘lation
of the functional-asset-risk split between the manufacturer and distributor
can be arrived a¢(@s all the information needed for the FAR analysis can be
obtained from(Within the Group.

On the otiwer hand, information on transaction C-D may not be available.
It shoxlo e noted that in any transfer pricing analysis, one can only
rely_en publicly available information. Publicly available information can
Lo gbtained from websites, industry or market publications, as well as
fnancial statements. In the case of transaction C-D, in order to evaluate the
comparability of the uncontrolled transaction, we first need to establish tb.at
Party D is a customer of Party C. No company is required to disclose who its
customers or suppliers are. Therefore, it is often difficult toisolate a particular
transaction between one supplier (i.e. Party C) and a customer (i.e. Party D).
In addition, information on the extent of functions, assets and risks may not
be available on either of the parties. At best, the analyst will know if Party
D operates as a manufacturer (disclosed in the principal business act‘%vit%es
in the financial statement) but the extent of such manufacturing activities
will not be evident. In addition, information at the transaction level/product
price level will not be available. Financial statements typically provide the
aggregated income and expenses across all products, across all suppliers.
Thus, it would be difficult to pinpoint that the particular transaction price
between Party C and Party D would be, for example, S$50.

Some of this information may be more readily available in the scenario
detailed in Example 4.4 where Party A sells products to both related and
third parties. Given that most of the information is internal to Party A, it
would be easy to determine:

(a) comparability in terms of product characteristics;

42.5.2
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64 Chapter 4: Application of the Arm’s Length Principle

Summary

in most cases, when relying on external data, it may be difficult to ensyma
that the cost bases are comparable as there are insufficient disclosureg .;
how each entity treats each segment of costs. For example, machines ug -,,-:'_
in manufacturing may either be owned by the manufacturer or leased. >
such differences exist between the related party manufacturer and
third party manufacturer, the cost plus mark-up calculations are likely tg-
be tainted. In addition, similar to the RPM, the CPM is also affected by how
expenses are categorised into cost of goods sold versus operating expenses.

and US3 account for supervisory and G&A costs in their COGS, whi _E
SingCo accounts for it through operating expenses. Such disclosures will
typically not exist in real-life situations. Therefore, the applicability of the
CPM in real-life situations is low. i

The CPM would be most appropriate where there are semi-finished goods
which are sold between related parties or where the related party transaction
involves the provision of services.

The CPM is considered a one-sided method as it essentially evaluates the
transaction from the perspective of the manufacturer or service provider,
In the case of the CPM, if the gross cost plus mark-up earned by the
manufacturer/service provider is consistent with the arm’s length staridrd
(i.e. what other third party service providers earn), then it necessarilytaeans
that the sale of the product/service by the related party manufacturer/
service provider is arm’s length, which essentially means th&tthe related
{Jarty purchase, from the perspective of the other related‘oarty, is arm’s
ength.

4.3.4 Transactional net margin method (TNMM)

The TNMM determines the net margin of related party transactions based
on the indicator of profit margins of comparable unrelated transactions."
The TNMM is usually applied to the related party transactions of sales,
transfer and usage of tangible goods, and provision of labour services.

The TNMM is considered an extension of the RPM or the CPM. The RPM and
CPM evaluate the margins of the distributor and manufacturer, respectively,

14 Paragraph 5.72 of the 2015 Transfer Pricing Guidelines.
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gt the gross profit level. However, the TNMM evaluates the compensation

arned by the distributor or manufacturer at the net profit level as follows:

1 With respect to the distributor, the TNMM will evaluate the net profit

margin, while the RPM evaluates the gross profit margin.

9. With respect to a manufacturer/service provider, the TNMM will evaluate

the net cost plus mark-up rather than the gross cost plus mark-up.

The types of profit level indicators' that are typically referred to include:*

Return on sales, which is defined as the ratio of operating profit to sales/
revenues. This essentially is an extension of the RPM to the operating
profit level rather than the gross profit level.

e Mark-up on total costs, which is defined as the ratio of operating profit
to total costs. As explained above, this essentially is an extension of the
CPM to the eperating profit, where the operating profit to total costs is
evaluated.s‘opposed to evaluating the gross profit to cost of goods sold.

¢ Return@ndssets/capital employed, which is defined as the ratio of profits
to a¥séts or capital employed. Assets or capital employed is a balance
sfitet éntry and there are multiple definitions depending on whether
e assets include liabilities. It should be noted that the 2015 Transfer
Pricing Guidelines do not explicitly define “assets”. The OECD Transfer
Pricing Guidelines notes that only operating assets should be used in the
definition of assets. Operating assets include tangible operating fixed
assets, including land and buildings, plant and equipment, operating
intangible assets used in the business, such as patents and know-how,
and working capital assets such as inventory and trade receivables
(less trade payables). Investments and cash balances are generally not
operating assets outside the financial industry sector.

*  Berry ratio, which is defined as the ratio of gross margin to operating
expenses.'” The Berry ratio is typically used for distributors that do
not perform any value-added activities. While the distributor has its

15 It should be noted that the OECD Transfer Pricing Guidelines that was revised in 2010
refers to profit level indicators as net profit indicators. Thus, profit level indicators and net
profit indicators are used interchangeably.

16 It should be noted that Singapore Transfer Pricing Guidelines do not explicitly define any
of these profit level indicators. As such, we have relied on the definition of these profit level
indicators based on either conventional wisdom or traditional practice.

17 This net profit indicator (NPI) has been named after Charles Berry who devised this
profit indicator while serving as an expert witness for the Inland Revenue Service. The
argument that was made was that distributors should earn a return commensurate with
the distribution services performed.

4.3.4
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4.3.7 Selection of transfer pricing method and the tested
party

IRAS does not have a specific preference for any one method. Instead, the
method that produces the most reliable results, taking into account the
quality of available data and the degree of accuracy of adjustments, should
be selected. The choice of the most appropriate transfer pricing method
depends on the facts and circumstances of each case. In order to select any
one method as the most appropriate to justify the arm’s length nature of the
related party transactions, taxpayers have to actively consider the following;

(a) strengths and weaknesses of the five methods above;

(b) nature of the transaction and appropriateness of the method applied to
the transaction;

(c) availability of reliable information needed to apply the method: 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.

In general, with the description of the methods and an analysis of the
intercompany transactions entered into by taxpayers as well as lack of data,
certain assumptions can be made in respect to the transaction type and the
most suitable method. This is described in the table below.

hat may be suitable | Commonly used method

4.3.7.1  Selection of tested party

Once the appropriate transfer pricing method (keeping in mind the specific
factors of the related party transactions) has been selected, the tested party

23.7 © 2015 CCH Asia Pte Limited
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peeds to be selected in the case of the one-sided methods (i.e. CPM, RPM

and TNMM).

Wwith respect to the one-sided methods, it is necessary to choose the party to
the transaction for which the financial indicator (i.e. gross mark-up on cost,
ss margin, or net profit indicator) is applied. This process is known as the

selection of the tested party.

However, the selection of the CPM automatically implies that the tested

y is the entity that manufactures or provides the service. This arises from
the fact that the CPM is typically applied to the service provider. Similarly,
the selection of the RPM will imply that the tested party is the entity that
distributes. This arises from the fact that the RPM, which calculates the

gross margins, is applied to the distributor.

Therefore the determination of which entity should be the tested party is
only explicitly:xéquired in the application of the TNMM.

As a general rule, the tested party is the one where:

(a) actemasfer pricing method can be applied in the most reliable manner;
and

i*3~ most reliable comparables can be found.

In other words, the tested party is often the party with the smaller scope
of functions and less complex operations. The simpler entity is typically
selected as the tested party as it is often easier to find comparable data that
reflect these simple operations. In addition, fewer adjustments are likely to
be required.

Given that we are selecting the “simpler” entity to the transaction as the
tested party, the choice of the tested party should be consistent with the
functional analysis of the transaction. As mentioned earlier, the functional
analysis will describe the functions, assets and risks that are performed by
the various entities to the transaction. Based on such an analysis, it can
be determined which entity should be treated as the simpler entity in the
transaction.

Let us go back to Example 4.3 that was discussed earlier:

Example 4.16

Party A operates as a manufacturer who owns significant tangible assets, and
undertakes a whole range of activities (such as design, manufacturing, logistics,
etc) as well as the risks associated with the transaction (e.g. product liability risks,
inventory risks, foreign exchange risks). Party B operates as a simple distributor

Transfer Pricing in Singapore 43.7.1
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90 Documentation Compliance Requiremen
Figure 5.1
= | | | | |
1 Jan 2014 1 Nov 2014 1 Dec 2014 30 Apr 2015 30Jun 2015 30 Nov 2015
Preparation of Review of Financial Finalisation of ~Review and make  Tax return tg

transfer pricing  transfer pricing year end
documentation  documentation
to determine the to evaluate if

audit report ~ Necessary be filed
adjustments to

transfer pricing

appropriate pricing policy report. Test the

transfer pricing through the year related party

policy to be is correct transaction

adopted during results with the

the year arm’s length
result

5.5 Who should prepare transfer pricing
documentation?

In the 2015 Transfer Pricing Guidelines, the IRAS has provided
administrative exemptions for the preparation of transfer
documentation. Taxpayers that do not meet the administrative exemptiong
would then have to evaluate if their transactions meet the thresholds.

The administrative exemptions and the related party transaction thresholds

are provided to help taxpayers manage transfer pricing documentation
compliance and administrative costs.

5.5.1 Administrative exemptions

The TRAS does not expect taxpayers to prepare tré

\nifer pricing
documentation under the following situations:

(a) Where the taxpayer transacts with a related party in Singapore and
such local transactions are subject to the same Singapore tax rates for
both parties. With respect to loans, an additional condition is placed

where the Singapore taxpayer is not in the business of borrower and/or
lending.

(b) Where the taxpayer applies the 5% cost mark-up for routine services in
relation to the related party transactions.’

5 “Routine” services are defined in Annex C of the 2015 Transfer Pricing Guidelines,

5.5
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Where the related party transactions are covered by an agreement
ander an advance pricing agreement (APA).° In such circumstances
the taxpayer is required to keep proper records for the purpose of
preparing the annual compliance report to show compliance and
critical assumptions remain valid.

(c)

Where the taxpayer does not meet the above administrative exemptions,
the taxpayer then has to consider the value or am.ount of the related pzr;;y

actions disclosed in the specific year’s financial accounts. It should be
noted that the related party transaction values exclude the amounts stated
in the administrative exemptions.

Ejaseafsoads 5 15 million
'-'-'Salé of goods 15 million
Ens provided to related parties 15 million
];nans‘ reccived from related parties 15 million
mndiértramactiuns (service income/ -1 million per category of transaction
’ fj' _i , royalty income/expense, -
ntal income/expense)

Key observations . '

(1) The IRAS applies these thresholds on a transactmn-by-vtransactmn
basis. For example, if the sale of goods to related parties exceeds
the S$15 million threshold while the purchase of goods does no-t, the
taxpayer is only required to prepare transfer pric.'mg docfumenta.tmn to
demonstrate that the pricing of the sale of goods is consistent with the
arm’s length standard. .

(2) Some transactions are not explicitly mentioned in the abf::-ve table. With
respect to these transactions, the taxpayer should consider h::uw these
transactions should be categorised — if they are broadly considered to
be trade transactions, it is likely that the thresholds for tl'.le purchase/
sale of goods will apply. On the other hand, if _it is conmdfred to be
an intangible in nature, then it will be categorised under “All Other
Transactions”. For example, cost sharing agreement payments, as

6 Transactions subject to an APA are excluded as the IRAS would have already'revi_ewed aqd
opined on the related party transaction. The taxpayer is still expected tu. r:_mml;am certain
documentation (e.g. the annual compliance report). See 14.1 for the definition of APA.

— 551
Transfer Pricing in Singapore 3




106 Chapter 6: Preparing Transfer Pricing Documen

The risks that should be considered include:

* financial risks (e.g. method of funding, fluctuation in interest rate
funding of losses, foreign exchange risk); 1

*  product risks (e.g. design and development of product, risks associateg
with R&D, product liability risk, intellectual property risks, inventy ,
risks); 1

* market risks (e.g. fluctuation in demand and prices, business cyelg
risks, volume risks); |

*  collection risk (e.g. credit risk, bad debt risk);

® entrepreneurial risk (e.g. risk of loss associated with capital investmen|
single customer risk); 1

*  general business risk (e.g. risk associated with the exploitation of a
business, inflation risk);

*  country/regional risk (e.g. political risk, regulatory risk, risk related to
government policies);

¢ operational risks (e.g. risks relating to breakdown of machinery,
reliability of suppliers, inventory risks and carrying costs, R & D risk
and environmental risks).

The impact of risk on the related party outcome is a key part of allocating
profits between the various related parties. In general, if a taxpayer bears
the risks, it would be expected that his/her profitability arising from:the
related party transaction will vary.

On the other hand, an entity that bears minimal risk, would be exbected to
earn a consistent level of profits arising from its operations, year on year.

6.4.4 Preparing the functional analysis

The functional analysis is typically carried out by reviewing key financial,
legal and business documents obtained from the group as well as the
Singapore taxpayer. In addition, additional clarity is obtained by speaking to
key operational personnel to understand their key roles and responsibilities
and how each division interacts with one another within the company also
allows the MNC to gain a better insight to its business, the industry and key
responsibilities of different companies in the group.?

In most cases, the head of each business division can provide:
®* an overview of the value chain;

2 Such a process is known as the functional analysis process (FAR),
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The functional analysis should also keep in mind the overall business
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an explanation of their roles and responsibilities and interaction with
other functions and group entities;

decision making processes within the group and risks borne; and
relevant industry information and trends as they impact the company.

ontext of the group as well as the industry business models to ensure that
gzre are no inconsistencies between what is being captured d}mng’ the
interview process and the overall business strategy of the group in respect
of the Singapore taxpayer.

When preparing the functional analysis, it is critical ftur the a.n.alyst {whl_ather
the internal resource or the external consultant) Fo tick ar?d tie the busmes.s
reality with the accounting and legal realities. This eﬁsentlally mean?. th:itt it
is necessary to evaluate if the legal contracts, ﬁnanc1_al stat?.ments,’mvmces
and other suck documents are depicting a story that is consistent with what
the key operational people are detailing.

A perfeciexample of an inconsistent relatinnsh?p between the economic/
accsanting and legal realities is depicted in the diagram below.

Swure 6.1

Review of contracts suggests that

Singaporetaxpaﬁromtesas§

sales and marketing service provider

and is compensated by way of a

senvice fee

Uponspeakingmmm;am
i |, one discovers that

Review of financial statements shows personnel,
that the Singapore taxpayer has Smgapowlaxpayarpaysrenttoa
made a provision for stock mldgp:uw_loglsﬂc_scompanyfor
obsolescence. warehousing services

Based on the above example, it is clear that in reality, the Singapnr.e taxpayer
actually undertakes additional distribution related activities which are not
explicitly covered or noted in the legal agreements. Although the Eaxpayer
may have classified this entity as a service provider, a tax authority upon
reviewing the information about this company may turn ar_‘uund and
reclassify the Singapore taxpayer as a distributor, given that it pays for
warehousing services and recognises inventory risk on its books.

6.4.4
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6.8.3 Country-by-country report

The country-by-country (CbC) report requires the Group to report anny
and for each tax jurisdiction in which the Group does business the follow;
information:

*  revenue;

*  profit before income tax;

*  income tax paid and accrued:

s  total headcount;

* total capital and retained earnings;

*  value of tangible assets;

¢ primary business activity of the specific entity.

Based on the requirements, it is most apt for the CbC to be prepared by the
head office/the ultimate parent entity of a Group. The OECD has provid ,
a prescribed format for the preparation of the ChC report and this needs
be done for each fiscal year.

The CbC is intended to be for tax administrations only and will not be
made public. It is expected that the CbC report will be helpful for high-
level transfer pricing risk assessment purposes. The CbC is not meant to
be used as a substitute for a detailed transfer pricing analysis of individual
transactions and prices based on a full functional analysis and a full
comparability analysis.

6.8.4  Will IRAS adopt the revised transfer pricing
documentation guidelines?

The Singapore Transfer Pricing Guidelines were revised in January 2015
after the finalisation of Chapter 5 of the OECD Transfer Pricing Guidelines.
While the IRAS has revised its transfer pricing documentation to require
more information at the group and individual entity levels, the IRAS has
remained silent on whether it will explicitly adopt the three-tiered approach,
where it can ask for the masterfile, local file, and/or the CbC report. Given
that it is the head office that will typically prepare the ChC, it is unclear
whether the IRAS will expect Singapore headquartered companies to
prepare the CbhC report.

In June 2015, the OECD released the implementation package for Base

Erosion and Profit Shifting (BEPS) CbC reporting which is expected to

6.8.3 © 2015 CCH Asia Pte Limited
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:litate a consistent and swift implementation of the new transfer pricing
;ﬁndards introduced by the revised Chapter 5.

This is definitely a space to watch to see how Singapore and other regional
tax offices are going to adhere to the OECD’s suggestions. More on how the
IRAS is viewing the BEPS Action Plan is discussed in Chapter 16 of this

book.

6.9 Tips for preparing documentation

The contemporaneous documentation requirement will place a significant
purden on many taxpayers in Singapore. Although the IRAS is aware of
this compliance burden and notes that taxpayers are not expected to incur
compliance costs which are disproportionate to the amount of tax revenue at
risk or complexi{y of the transactions, the introduction of contemporaneous
annual trangfer pricing documentation introduces a new compliance
requirement.for taxpayers operating in Singapore.

It is tlleretore important to plan and manage this information collection
and <ocumentation as efficiently as possible to avoid excessive costs and
+Houe commitment, as well as ensuring maximum benefit is derived from the
Jdocumentation in addition to fulfilling compliance obligations.

The following are some tips to assist and to gain maximum benefit from this

process:

(1) Identify internal resources to be involved in the documentation process.
Understand what can realistically be in-sourced and what parts will
need the help of an external advisor. Specifically, information on the
company/group and the industry is something that may be readily
available with the taxpayer and therefore is something that can be
prepared in-house. Even if it is decided that the entire documentation
will be prepared by an external advisor, it is key to identify a project
manager, who will be able to manage the information flow effectively.

(2) Develop appropriate templates and tools to simplify and standardise
aspects of the transfer pricing documentation and transfer price setting
process. It should be noted that in the first year of implementation, this
may take time and cost, but having a standardised process will bear
fruit in future years.

(8) Most MNCs have entities that are located in multiple jurisdictions. It is
likely that each of these jurisdictions may also require local taxpayers
to prepare transfer pricing documentation. Thus, it will make sense for
the Group to review the overall transfer pricing compliance burden in

Transfer Pricing in Singapore 6.9
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(b)

*  costs related to reporting requirements of the parent compg 1y
including the consolidation of financial reports; and l

¢  costs of raising funds for the acquisition of new companies tg pg
held by the parent company.

Duplicative in nature

Duplicative services as the name indicates are services that ara
duplicated at the service recipient. These are services that the se ice
recipient performs on its own, and therefore, given that there ig ,._7,:
added commercial value provided by such services, the service recipieﬁ"
would not be expected to pay for the service. '

An example of a duplicative service occurs where a person is tasked
to handle Human Resource (HR) matters at the service recipient’s
organization, and yet the service provider charges for services
associated with HR activities to the service recipient. In this case, the
tax authority in the service recipient’s jurisdiction may argue that tha
HR services provided by the service provider are duplicative. One way.
to support a HR related service charge would be for the taxpayer to
demonstrate that although HR services are provided internally by the
service recipient, the nature of the services received from the service
provider is different to the nature of services provided internally. To the
extent that such distinction is made, it may still be possible to support 1
a similarly labelled service provided by the service provider. The
functional analysis is a particular key in highlighting these differenyes,
The IRAS does not provide detailed explanation/definitions of
shareholder and duplicative services in paragraph 12 of the 2015
Transfer Pricing Guidelines. However, these concepts are'\well-versed
through the OECD Transfer Pricing Guidelines. In addition, they are
covered broadly under the IRAS “benefit test”. Taxbayers therefore.
need to also keep these distinctions in mind in order to support their
intercompany services transactions.

On call services

The OECD Transfer Pricing Guidelines also refer to another special
category of services in the context of intra-group services, namely
services provided on-call. The availability of such services generally
requires the existence of a support group of some sort and an
understanding between the group members about the nature of the
assistance being provided in any field of operation whenever required,
and on an on-call basis. For example, a parent company or a group
service centre may be available to provide assistance with regard to
legal, finance, technical or tax issues at any time.

7.2.0
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The key question here is whether the availability of that service in
itself is regarded as a separate service. For example, services provided
on a retainer basis are common in the legal/financial consulting space.
In such cases, on-call services are considered provision of services that

should be charged.

(d Services that provide incidental benefits.

§.2.2 Determination of arm’s length pricing

Once it has been determined that intercompany services have indeed been
vided, the next step in the transfer pricing analysis of intercompany
services is to determine the appropriate payment for these services.

To determine if the service charge is consistent with the arm’s length
standard, the IRAS once again adopts the three step approach that was

outlined in Cliapter 4:
(a) Step.l:Undertaking the comparability analysis.

(b) Stép: Determine transfer pricing method.
(¢)_Step 3: Determine the arm’s length value for the services provided.

Jach of the above steps are discussed as follows:

7.2.2.1  Step 1: Comparability analysis
The comparability analysis for related party services will consist of two
aspects.

The first aspect of the comparability analysis is to understand the services
that are being provided. Specifically, the following factors should be kept in
mind:

(a)
(b)
(e)
(d)
In addition, the comparability analysis should also take into account from
the perspective of the:

(a) Service provider: how would an independent service provider charge
for the services that are being provided; and

Service recipient: what would an independent service recipient have
been willing to pay for the services under similar circumstances?

nature of services;

how are the services provided,;

who is involved in the provision of these services; and

benefits expected to be provided from the provision of the services.

(b)

2.2
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Figure 8.1

3-month USS SIBOR
2003 - 2014

0 - L~ =
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Year

US 5 SIBOR Interest Rate (%)

(c) The seniority and/or security of the loan is another key consideration,
Seniority refers to the order of repayment in the event of a sale of
bankruptcy of the issuer. Senior debt is generally considered lower
risk and therefore carries lower interest rate than other forms of debt.
Similarly, debt that comes attached with security will also have a lower
interest rate than other debts.

(d) Principal amount, duration and tenor of the loan.? These factors will
have an impact on the pricing of the intercompany loan, e.g. the larger
the amount of the loan (the principal), all things considered the sama,
the higher the interest rate likely to be charged because of the highor
probability of default.

8.3.2 Step 2: Identifying the most appropriate transfer
pricing method

In general, the CUP method is the preferred method for determining the arm’s
length pricing for related party loans as it is the most suitable method for
loan transactions. As a matter of fact, in practice, it is difficult to consider the
application of an alternative method, although the IRAS notes that if another
method is considered more appropriate, taxpayers may use that method.

Application of an internal CUP

Similar to the discussion in Chapter 4, the taxpayer can choose to apply
either an internal CUP or an external CUP.

2 Duration refers to the total repayment period, while tenor refers to the amount of time left
for the repayment of a loan or contract.

8.3.2 © 2015 CCH Asia Pte Limited
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An internal CUP can arise from the following situations:

ﬁ.(-a) A Singapore taxpayer borrows funds from both related and third

] parties. In such a case that interest rate that the Singapore taxpayer
pays to the third party bank can provide a reference to the interest
rate that the Singapore taxpayer should pay to its related party.
Such transactions may exist, although careful consideration of the
comparability factors should be undertaken.

(b) A Singapore taxpayer may lend to related parties and to third parties.
This is particularly the case if the Singapore taxpayer is in the business
of borrowing and lending money (i.e. a bank or a lending institution).
The likelihood of a Singapore taxpayer that operates either as a
manufacturer or distributor lending funds to a third party is low.

The IRAS notes that an internal CUP may be accepted assuming that a.ll
loans are compazable, through a determination of Step 1. An example is
detailed belo@. )Additional details may be found in paragraph 13.16 of the
9015 Trapster Pricing Guidelines.

S

Extfipte 8.1

Related party Loan

Assuming that no other loan transactions are entered into either by Party X or
by Party Y, the third party loan A may be used as an internal CUP for the related
party loan B provided that the facts and circumstances of third party loan A and
related party loan B are comparable. Specifically, the credit rating of Party Y
and the credit rating of Party X must be similar. In the event that they are not,
it would be necessary for Party X to charge a margin over and above the interest
rate that it pays to the third party bank when it on-lends the funds to Party Y to
proxy compensate Party X for bearing the credit risk of Party Y defaulting on the
loan. The margin uplift that Party X charges Party Y should also be sufficient to
| cover any additional costs that Party X may incur in administering the loan.

Transfer Pricing in Singapore 8.3.2
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(c) Explicit credit guarantee: a legally binding commitment of a party-
guarantor) to pay an amount to another party (the creditor) in 3
a group company (the debtor) defaults its obligations to the credigy

the spread and it would not be appropriate to expect a further
service fee to be charged if such were the case.”

OECD Transfer Pricing Guidelines refer to financial transactions as
necial case where it may be appropriate for a tax authority to disregard
_ taxpayer's characterisation of a transaction and re-characterise it in
gecordance with its substance.

" mhe example cited in the OECD Transfer Pricing Guidelines is that of “an
Livestment in an associated enterprise in the form of interest bearing debt

Most countries may not recognize soft commitments (e.g. comfort letta

letters of intent/agreem
ents, etc) for transfer prici iB0n
transaction which does not exist, PrERE pipates as 2 il

The pricing of a guarantee will need to consider the following:
(a) The underlying reason for the guarantee should be established

(b) It shoul : { i
e };ﬂe be determmeo.’. \ivhether the guarantee creates a benefit fx “when, at arm’s length, having regard to the economic circumstances of the
company receiving the guarantee should pay a fee. 1 ~ perrowing company, the investment would not be expected to be structured

The guarantee fee should be established by taking into ac 5;1 any way. In this case, it might be apprnpr:iat(? for a revenue authority- to
count characterise the investment in accordance with its economic substance with

perspective of both the guaranteed group company and the company thg ;

issuing the guarantee. ﬂm result that the loan may be treated as a subscription of capital.™

An arm’s length guarantee fee is in practice typicall ; . = ‘More recently the OECD has released a public discussion draft to outline
range between the guarantee fee the guar anto:pw Iﬁ established N thg ‘how interest.d#ductions and other financial payments should be evaluated
cover the costs it incurs with respect to a guarant ould want to receive fg ‘from a tsX ahd transfer pricing perspective, given that the use of interest
that the guaranteed group company would, at m ie’biﬂd_ﬂ?e guarantee feg: (andinpdrticular related party interest) is perhaps one of the most simple
on the benefit conferred by the guarantee : ost, be willing to pay based) of 2hié profit-shifting techniques available in international tax planning. The

. fividity and fungibility of money makes it a relatively simple exercise to

There is currentl i :
arm’s length natufe I;;i Tmma?tmnal consensus on how to determine th « adjust the mix of debt and equity in a controlled entity. Currently, the public
nternal guarantees and the level of the arm’s leng "‘ . discussion draft still does not provide enough insights on how intercompany

guarantee fee. , N . i2es ’
Alth d financial transactions should be reviewed from a transfer pricing perspective.
a ta:?;?: aloan guarantee can be considered as a financial instrumest, from I
n - RN m - b
i ;e;z?;ctlre, t?;h Il:‘.is treats any form of guarantee gy-a, service, 8.6 Guidance from other tax authorities
- ral, withholding tax is ; : S\ i
. 's applicable if the guarantee fees are S8 Both the Malaysian and Indonesian tax offices have provided some guidance

borne by a person resident in Si
nt in Singapore or a permanent esteblishm
: nt estalk : ' : .
Singapore. teblishment in on intercompany financing.
For example the Malaysian Inland Revenue Board has noted that Malaysian
taxpayers are required to substantiate and document that the terms of an

intercompany financial assistance, specifically the interest rate applied, are

8.5 Guidance from the OECD

As we noted earli I o ’
oD g; ::lr(.:ili;here tif 11m_]1:ed guidance from the IRAS on how arm’s length. Such documentation should include the following:
y O i
addressed. This is not Sj'PriSinegrgi:reiih T:ircﬂmpany loans, should be (a) An analysis of how the interest rate has been determined;
at the e i
urrent version of the OECD (b) A consideration of the various factors of comparability (e.g. loan

Transf: - e
sfer Pricing Guidelines was fully updated in its entirety in 1995, when

Intercompany financing transactions were minimal | structure, etc);

Para 7.15 of the OECD Tr - (¢) Intercompany agreement that is periodically updated to ensure that
ansfer Pri sdeli
r Pricing Guidelines notes: ' all terms and conditions of the loan remain at arm’s length. Taxpayers

“F . - gy -
or example, in respect of financial services su : ] need to ensure that these terms and conditions are structured in a
ch as loans, foreign

e an : ;
xchange and hedging, remuneration would generally be built into fe
4 Paragraph 1.65 of the OECD Transfer Pricing Guidelines.

8.5
8.6
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When applying the CUP method, the following steps should be unde

(a) Understanding the transaction. This step is similar to an understap,
of the comparability factors between the related and third o
transactions. As mentioned in Chapter 4, the com parability factors
one should consider when reviewing intangible property include
form of the transaction, the type and nature of the intangible pro
duration and extent of rights provided by the intangible propert

In the event that internal transactions are not available, one would g
to select an appropriate database to obtain information on exte
transactions. Various commercial databases (e.g. the RoyaltyStaj
KtMine) are available for this purpose. 3

(c) Conduct an objective search for unrelated licences of compars
intangible property and verify that the comparable intangible prope
transactions were conducted under comparable conditions. Care must
be taken to ensure that the base upon which the royalty is compy
is consistent with the tested transaction. In the above example,
base upon which the royalty is computed is net sales. If the compara
agreement provide that royalty rates are computed as a percen
of gross sales, then an adjustment has to be made to transform g
sales to net sales.

The various comparability factors have to be taken into account. In the .‘
above example, it is noted that the licensing is provided on an exclusivi;
basis. In the event that the comparable transactions are agreemeunis
that provide the license on a non-exclusive basis, adjustments. iiay be
required.

(d)
i

i
Construct the arm’s length range based on selected transactions and

evaluate if the royalty rate in the related party transactivr/is consistent
with the comparable transactions.

(e)

9.4.2 Application of the PSM

As mentioned in Chapter 4, the profit split method (PSM) may be used |
where there is an integrated business model or value chain. The PSM,
however, cannot be used to isolate the royalty rate that should be paid by |
the licensor to the licensee. Rather, this method can only be used where both
of the parties to the transaction own and use the intangibles to contribute

to the overall value chain.
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3 Application of the TNMM

o the CUP and/or the PSM do not produce meaningful results, it
gible to rely on the transactional net margin method (TNMM) to
_ide support on the arm’s length nature of the royalty rate. The TN'MM
atially focuses on getting the appropriate set of compfﬂ'able companies,
terms of functions, assets and risks to the licensee which pays a royalty
toa related party.

an the set of comparable companies has been fletenn,ined and -t.he
;-pprupriate profit level indicator is determined, the hcen.see s profitability
as compared to the profitability of the comparable companies.

The difference in the profitability will be considered the appropriate royalty
rate that produces the right level of operating profit.

Example 9.2

Party B uses.the trademark provided by SingC? a.‘nd earns an operating margin of
10%. Ce\nparable companies that distribute similar products earn an op-eratu;g
mazainof 5%, The application of the TNMM suggestsi that the royalty rate shou
Leavs (i.e. the difference between the operating margin earned by Party B and the
i sperating margin earned by the comparable companies).

In other words, through the application of the TNMM, we may argue that Party
B paid too little for the right to use the tradename.

While there are advantages to the TNMM, this approach ghuuld be used
on a selective basis and usually as a secondary or supporting ‘methnd. .In
general, there are many other factors that may aﬁ_‘ect the operat.mg margin,
‘and imputing the royalty rate based on a comparison of operating margins
may not be truly accurate.

The TNMM determines the royalty rate of the intangible on an i]:lliirect
basis (by evaluating the operating margin and subsequently calculating the
royalty rate).

Therefore, this method should be used with caution. The more appropriate
method w:ould be to directly evaluate the royalty rate through the CUP
method.

944

In general, royalties or license fees, that are paid in relat.iurf to the right to use
certain IP (e.g. trademarks, patents, copyrights and proprietary technology)

Scrutiny on royalty rates

Transfer Pricing in Singapore 9.4.3
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This approach starts off with hypothesizing that the PE is a distinet ap
separate entity. This is consistent from a transfer pricing pder'slneet;Ttt .
such an approach states that “the profits that are to be attributed t o
are the profits that the PE would have earned at arm’s length, in ar:' I
in its dealings with other parts of the enterprise, if it were a,seprz:rat:, 3
mdependept enterprise engaged in the same or similar activities und
same or similar conditions, taking into account the functions perfo?—rm

assets used and risks assumed b i i
y the enterprise through th A
through the other parts of the enterprise”2 y ° T

Under this approach, the following two-step process is required:

(1) Determine the activities and conditions of the PE based upon functiong]
and factual analysis, including the attribution of assets, risks and :

capital as well as the identification of dealings to b : eg
the PE and the home office. g e recognised betwegy

(2) Determine the profits of the PE based on a comparability analysis and
aPpllcatlon of transfer pricing methods premised on the allocation of
risks, assets and other attributes determined in (1) above.

104

Case law on attribution of profits t
: 0 perman
establishment g y

, 1
A landmark case which brought out the issue of profit attribution to PRs »

was the case of Director of Income Tax (International Taxation), Muméoi y
Morgan Stanley and Co Inc.; Morgan Stanley & Co Inc. v Director of:

o) ]
Tax (International Taxation) Mumbai.’ sncome

Facts:

The tax.p:d_-,rer was a United States investment bank engaged N the business
of p{‘owdmg financial advisory, corporate lending and sec&n;ieé underwritin,
servwgs. It had an Indian subsidiary which provided back office servi :
exclus:vel:?r for the taxpayer and the Group. The taxpayer proposed to send st(:ﬁs'
to the Indian subsidiary to ensure that quality standards are met. The taxpayer
also sent staff on deputation to the Indian company to work uncier the Indfan
company’s supervision and control. The deputed staff continued to be employed/
engaged and had their salaries/fees directly paid by the taxpayer. TR

2 OECD report on the Attribution of Pr
ofits to P i
2010, para 8 and 13, ermanent Establishments, dated 22 July
3 9ITLR 1124
10.4
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' r:m Indian company reimbursed the compensation costs of the deputed staff to
'ﬁe taxpayer with no profit element. The taxpayer sought an advance ruling as
to whether the Indian company was a PE of the taxpayer in India, and if it was,

what was the amount of income attributable to the PE in India.

The advance ruling stated that there was a service PE by reason of the deployment
of staff to India but there was no PE by virtue of the provision of back office
gervices for the group. Both the tax authority and the Indian taxpayer appealed
to the Supreme Court.

Decision:

To determine whether the taxpayer had a PE in India, the Court undertook
a functional and factual analysis of each of the activities undertaken by the
establishment in India. Specifically:

The performance of back office functions did not constitutes a PE;

b, There wasnt agency PE in India as the establishment in India did not have
any ailtherity to enter into or conclude contracts; and

¢. Wifh)tespect to the deputed employees, given that they remained the
amployees of the overseas company while rendering services in India for
periods ranging from a few months to 2 years, it was stipulated that there
was a service PE.

On the issue of whether the profit is attributable to the PE, it was held that
the transactional net margin method (TNM) adopted by the taxpayer was the
appropriate method of determination of the arm’s length price in respect of the
transactions between the US taxpayer and its Indian subsidiary. Therefore, the
computation of remuneration based on cost plus mark-up was accepted as correct.

On the question of whether there would be any further profits attributable to the
PE, it was observed that where a related party (which also constituted a PE) was
remunerated on an arm’s length basis, taking into account all the risk taking
functions of the enterprise, nothing further would be left to be attributable to the

PE.

10.5 IRAS’ position

The IRAS’ position reflects the position of the Indian tax authority.

Specifically, the IRAS has noted that no further profits should be attributed

to a PE if the following conditions are met:

(a) The taxpayer receives an arm’s length remuneration from its foreign
related party that is commensurate with the functions performed,
assets used and risks assumed by the taxpayer;

10.5
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treatment;

(¢c) Recurring losses or large swings in operating results which may pa
unusual given the functions and assets of the taxpayer and the rigkg
assumed; '

Operating results that are not in line with businesses in comparapjs
circumstances; '
(e) Use of intellectual property, proprietary knowledge or other intangibleg

in the business;
(f) Transactions involving R&D or marketing activities which could lead

to development or enhancement of intangibles; and -
(g) Indications (for example, through engagement with tax authuritiesi
country’s audit focus, etc.) that the transactions are likely to be subject
to transfer pricing audit by tax authorities.

Similar guidance has also been provided by the OECD on transfer pricing
risk assessments.? While the above factors are discussed, the OECD alsg
alludes to the following factors:

(a)
(b)

Intragroup service charges;

Royalty, management fees, and insurance premium payments,
particularly to entities in low tax jurisdictions;
(c) Marketing or procurement companies located outside market countries
or countries where manufacturing takes place;

(d)
(e) Cost contribution/cost sharing arrangements;

(f) Business restructuring which is defined as change in_theé, way that a
company within a group operates. There are two aspects-that needs to
be considered with respect to business restructuring. The first is the
restructuring transaction itself — i.e. the transfers of assets, including
intangibles in connection with business restructuring can give rise to
difficult valuation and other transfer pricing issues. The second set

of issues involves the ongoing transactions following the transaction
which flow from the restructuring.*

Excessive debt and/or interest expense;

3  Public consultation: draft handbook on transfer pricing risk assessment 30 April 2013.
This handbook has not yet been finalised as of the time of writing this book.

4 It should be noted that the IRAS has not provided explicit guidance on how business
restructurings should evaluated from a transfer pricing perspective. However, the IRAS is
actively engaged in OECD forums that discuss business restructuring.
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(@ Comparison of the Singapore taxpayers’ results to the overall group’s

results; and

(h) Fluctuations contrary to market trends.

Once possible companies are selected, cases are ranked according to the
risks and generally those with a higher risk score will be selected for an

audit. Factors such as financial ratios being out of line compared to those in

the same industry, significant change in gross and net margins, may push a
taxpayers’ risk ranking up the scale. In addition to the selection of taxpayers
pased on risk assessment, the IRAS also practices some forms of random
audit to make it difficult for taxpayers to pinpoint the selection criteria, and
therefore avoid an audit.

The IRAS has various sources of information available that it relies on to
make a decision as to whether a transfer pricing case exists. Some of the
sources of information that are available to the IRAS include:
(a) Informérs~allegations
Tha{TRAS receives allegations from many informers who can provide
ifitbrmation about companies/individuals who are engaged in tax
evasion practices. Such allegations are processed and assessed centrally
to determine their validity.*

(b) Information from Double Taxation Agreement partners

The IRAS may also receive information from treaty partners which
may lead to an investigation/audit. This comes in two main forms:

- the first is information on assets (e.g. immovable property, shares
and bank accounts) owned by Singapore citizens or residents, and

- the second is on transactions entered into by Singapore entities
that treaty partners find suspicious.

(¢) Information from local law enforcement agencies

The IRAS also receives information from other law enforcement agencies
and ministerial divisions (e.g. the Economic Development Board of
Singapore/Monetary Authority of Singapore, etc.) within Singapore
when they believe that the practices adopted by the Singapore taxpayer
may not result in the “right” outcome from a Singapore tax perspective.

(d) Declarations which are the taxpayers’ obligations

The IRAS receives different types of declarations from many parties.
These declarations include individuals and companies filing their

5 Where information provided lead to recovery of tax that would otherwise have been lost,
the informer may request for a reward.
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