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Introduction
Welcome to the Spring 2012 edition of the FSTP Perspectives. This 
edition focuses on the transfer pricing landscape in Asia Pacific, 
which has undergone dramatic changes recently, particularly 
within the financial services sector. Companies operating in the 
region are facing an overwhelming number of regulatory and tax 
reforms, all of which will have a significant impact on the way 
companies structure and manage their transfer pricing going 
forward. A striking example of this is the new focus on liquidity 
management and increased capital regulation under Basel III. 

This edition of FSTP Perspectives provides an overview of some of 
these key regional developments. Highlights include:

• An update on the proposed rewrite to the transfer pricing 
legislation in Australia, ostensibly designed to increase 
transparency and disclosure, and to provide greater clarity 
to existing transfer pricing rules. As discussed on page 10, 
however, the reforms proposed by the ATO have instead raised 
key concerns among taxpayers and practitioners, particularly 
around the creation of retrospective taxing powers for the 
Commissioner and the potential for discrimination against 
taxpayers in treaty countries.  

• Selected points from the 2012 India budget, which include 
the implementation of an Advance Pricing Agreement (APA) 
program. This should be seen as a welcome advance among 
taxpayers with existing or potential operations in the sub-
continent. On the other hand, provisions to extend the powers 
of the Indian tax authorities, such as the application of transfer 
pricing regulation to domestic intercompany transactions, are 
unlikely to be viewed as favourably.

• An overview of practical developments in transfer pricing 
for financial institutions in both China and Indonesia, where 
transfer pricing legislation and documentation requirements 
have now been in place for a few years.

All these topics—and many others—were discussed during PwC’s 
2012 Asia Pacific FSTP Masters Series on April 2, which was held 
in Sydney, Australia this year. As in previous years, the event was 
well attended by clients and the discussion was lively. Presentations 
were made by members of the PwC transfer pricing financial 
services network, both from Australia and around the world, as well 
as by experts from the ATO’s Economist Practice. A summary of the 
key discussion points arising from the Sydney meeting are provided 
on page 9, and are sure to be of interest to taxpayers throughout 
the region. It is also worthwhile noting that taxpayers attending the 
American and European editions of the Masters Series, held in New 
York on May 1 and Frankfurt on May 8, raised many of the same 
concerns. It is clear that geographic differences in transfer pricing 
legislation—while important—are less of a concern for financial 
services taxpayers than the common issues faced by all arising from 
transfer pricing management in the middle of intense regulatory 
and economic change.

Finally, for those in the region who were unable to attend the 
Sydney Masters Series, for the first time a second Asia Pacific 
Masters Series is also being held in Mumbai in September this year. 
Contact details for the Mumbai event are also provided on page 9, 
and we hope that many of you will be able to join us then. 

Ryann Thomas   Danielle Donovan 
Ryann.thomas@jp.pwc.com Danielle.donovan@au.pwc.com

“Welcome to the June 2012 issue of FSTP Perspectives: PwC’s market 
leading financial services transfer pricing publication.”

Ryann Thomas

Danielle Donovan
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The OECD’s latest work  
on Article 5

On October 12, 2011, the OECD released for public 
comment a discussion draft on the definition of 
'permanent establishment' (PE), inviting comments 
on this draft by February 10, 2012. On February 29, 
2012, the OECD published the comments that had 
been received from interested parties, 42 in total.

The question of what constitutes a PE for the 
purposes of Article 5 is one that has been attracting 
increased attention over the past few years, and 
its importance in financial services is all too 
clear. Parts 2, 3 and 4 of the OECD Report on the 
Attribution of Profits to Permanent Establishments 
focus on, and raise the profile of, PEs and 
dependent agent PEs in the context of banks, 
global trading and insurance, but lack terms of the 
circumstances in which a PE /dependent agent PE 
should be seen to exist or be created.

The discussion draft released in October 2011 
is intended to address various questions on the 
interpretation and application of the definition of a 
PE, but is not intended in any way as an overhaul, 
re-write or rethink on the fundamental principles 

The question of what constitutes a PE for the purposes of Article 5 is 
one that has been attracting increased attention over the past few 
years, and its importance in financial services is all too clear.  

of the Article.  The working group tasked with the 
review will be meeting again in September 2012, 
and, subject to the outcome of the meeting and 
any subsequent amendments, the intention is that 
the commentary on Article 5 will in due course be 
updated to reflect the discussion draft.

The draft deals with a number of threshold issues 
for the fixed place of business PE and the dependent 
agent PE, including attempting to provide additional 
guidance and clarification on:

• The meaning of the phrase “to conclude contracts 
in the name of the enterprise”

• The time requirement for the existence of a PE

• The meaning of “at the disposal of”

• Carrying on business through sub-contractors

• The treatment of secondments and visiting 
employees

• Place of management PEs

• The application of the “preparatory or auxiliary” 
test.

Gavin Helmer

In seeking to achieve some form of consensus, the 
draft has not met with universal approval on all 
of these matters from those who have sent their 
comments to the OECD. In many cases people 
have expressed concerns that the working party’s 
clarifications could result in a widening of the net of 
what can constitute a PE, and in some cases, there are 
concerns that too many ambiguities remain. There 
is also a sense that the draft could benefit from the 
inclusion of more examples. 

Perhaps of most concern to the financial services 
sector is that the draft has not sought to address 
the problems that are so often encountered in 
determining independent agent status. Save for one 
section dealing with the question of entrepreneurial 
risk (with a conclusion that no amendment to the 
commentary is necessary in relation to this concept) 
the draft does not deal any further with the multitude 
of issues that arise from consideration of the status of 
an agent as either dependent or independent. Given 
the prevalence of centralised booking in financial 
services and the questions that this raises on the 
potential for creation of a dependent agent PE (with 

(Continued on next page)
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The OECD's latest work on Article 5 (continued)

potential consequent attribution of assets, risks and 
capital, etc.1), it is difficult to reconcile this with the 
aim of providing greater clarity and guidance on the 
interpretation of Article 5, within which arguably the 
independent agent test is the most ambiguous and 
most in need of further clarity.

As financial services market participants turn towards 
the East given the turmoil in Europe, it seems that 
one of the key tax issues to be addressed in the 
structuring of business operations may continue to 
need the exercise of a great deal of judgement and 
pragmatism. For those hoping to finally understand 
what it means to be an independent agent, please 
continue to watch this space. 

For more information, please contact:

Gavin Helmer
gavin.rh.helmer@sg.pwc.com

1 In relation to the issues to be dealt with once a DAPE has been found to exist, guidance may be found in the 2010 Report on the Attribution of Profits to Permanent 
Establishments, as well as, for some countries, domestic guidance. For example, the Australian Tax Office has issued guidance on attributing profits to a DAPE, 
including very specific and detailed numerical examples. See: http://www.ato.gov.au/content/downloads/LBI_64343_N14314-09-2005.pdf
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Some transfer pricing implications of 
industry and regulatory change

Global banking losses have been significant over 
recent years and have resulted in the OECD’s 
2010 Report, Addressing Tax Risks Involving Bank 
Losses.1 There is clearly a fear that transfer pricing 
is being used to shift these losses purely for tax 
reasons. However, in reality the changing economic 
environment and regulatory framework is resulting 
in both reduced profitability and the requirement 
to restructure operations or contemplate new 
or changed related party transactions, none of 
which is aimed to erode the tax base, but rather to 
ensure transfer pricing outcomes reflect the new 
economics. 

The financial crisis has also been accompanied 
by increased financial regulation. Much of this 
regulation is originating out of the US (Dodd-Frank2 

and Volcker3) and international organisations such 
as the Basel Committee on Bank Supervision (Basel 
III). Most of this regulation has been focussed on 
increasing the level and quality of capital that banks 
hold including holding liquid assets and matching 
duration risk.  

The principal transfer pricing issue that is raised by these industry 
and regulatory changes is how the benefits and costs of complying 
with this regulation should be shared amongst global branch and 
subsidiary operations. 

The principal transfer pricing issue that is raised by 
these industry and regulatory changes is how the 
benefits and costs of complying with this regulation 
should be shared amongst global branch and 
subsidiary operations. Within this environment of 
complex change and limited global or local transfer 
pricing guidance, addressing these issues will be 
challenging. 

Basel III
The response from the Basel Committee to the 
financial crisis is contained in Basel III: A global 
regulatory framework for more resilient banks and 
banking systems. In particular, Basel III aims to 
strengthen the regulatory framework by increasing 
the quality, consistency and transparency of banks’ 
capital bases. It achieves this through:

• Increased capital requirements including counter-
cyclical buffers

• Changes in acceptable leverage ratio

• Enhanced liquidity regulation, which includes the 
introduction of the liquidity coverage ratio and the 
net stable funding ratio

Danielle Donovan, Justine Townsend

These changes have triggered changes in the way 
financial institutions manage capital and liquidity. 

Capital 
Failure to capture major on-and-off balance sheet 
risks, as well as derivative related exposures, was a 
key destabilizing factor during the crisis. There are a 
number of international related party transactions that 
require the reward for capital to be explicitly transfer 
priced. One of the most common examples is in global 
trading, where the capital required to undertake the 
business may be held in a separate legal entity to the 
traders using the capital. The impact of Basel III and 
the current economic environment means:

• The amount of capital required to undertake these 
types of businesses increases

• The cost of that capital has increased

• The risk the capital provider is taking has increased 
and needs to be priced accordingly

The transfer pricing policies of financial institutions 
need to reflect these changes. The policies must also 
clearly outline how both the capital provider and 

1 OECD: Addressing Tax Risks Involving Bank Losses
2 The Dodd-Frank Wall Street Reform and Consumer Protection Act (DFA or Act), enacted in July 
3 In October 2011, the Federal Reserve Board (and various other US regulatory bodies) issued a Proposed Rule to implement the Volcker Rule provisions of the Dodd-Frank Act.  

(Continued on next page)
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trading entity will share in any profits or losses the 
bank incurs as a result of these activities. To the 
extent that a transfer pricing model is implemented 
where all reward and all risk is borne by the 
capital provider, this may increase the risk that tax 
authorities in the trading location have more of an 
incentive to deem a dependent agent permanent 
establishment (PE) on the capital provider, thereby 
bringing part of the profits of the capital provider (or 
loss) to tax in the trading jurisdiction. 

Further complicating any analysis of transfer pricing 
capital requirements is the ability to accurately 
identify the capital that is being used by the business 
in light of other business areas, which may for 
example be mandated to manage the bank’s overall 
credit exposure on derivatives. A large percentage of 
banks’ risk-weighted assets may be accounted for by 
credit risk (as opposed to other risks, e.g., market, 
operational risk, etc.). As such, the ability to track 
where credit risk is being assumed, managed and 
funded needs to be addressed.

Funding and Liquidity 
Changes in the availability, structure and cost of 
funding at both an industry wide and at an individual 
financial institution level has implications for internal 

financing arrangements and may also result in new or 
changed related party transactions which reflect:

• The value of liquidity

• The scarcity of funding

• The stability of customer deposits

• Reducing reliance on wholesale bank funding 

These arrangements are further complicated by the 
extent to which multinationals have branch and/or 
subsidiary structures, as tax rules in many countries 
often discriminate between these two forms when 
applying thin capitalisation rules and the arm’s length 
principle to pricing financial transactions. 

For more information, please contact:

Danielle Donovan
danielle.donovan@au.pwc.com 

Justine Townsend
justine.townsend@au.pwc.com

Some transfer pricing implications of industry and regulatory change (continued)

Further complicating any analysis of 
transfer pricing capital requirements 
is the ability to accurately identify 
the capital that is being used by the 
business in light of other business 
areas, which may for example 
be mandated to manage the 
bank’s overall credit exposure on 
derivatives.
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Bank liquidity reserves:  
Transfer pricing considerations

The transfer pricing treatment of liquidity reserve 
expense raises several difficult questions, both 
because of the nature of the expense and the lack 
of an agreed standard for its treatment. This article 
explains the key transfer pricing issues that arise in 
connection with liquidity reserves and suggests a 
framework for addressing them.

Banks maintain liquidity reserves to meet 
regulatory requirements and to prudently manage 
their balance sheets. A liquidity reserve is a 
portfolio of high quality liquid assets (e.g., US 
Treasury bills) that can be sold quickly and without 
a significant loss of value during a severe liquidity 
crisis, and thus provides emergency cash to meet 
the bank’s payment obligations. The amount of a 
liquidity reserve is based on a model of anticipated 
funding needs during a liquidity crisis lasting at 
least 30 days. The model makes assumptions about 
how quickly depositors would withdraw deposits, 
the rate at which providers of short-term funding 
would refuse to roll over financing, and the extent 
to which the bank’s assets are liquid or self-funding 
through their value as collateral.  

Tax issues arise with respect to liquidity reserves 
because (1) the reserve results in a significant net 

The transfer pricing treatment of liquidity reserve expense raises 
several difficult questions, both because of the nature of the expense 
and the lack of an agreed standard for its treatment.

interest expense to the bank (because the interest 
paid on the funding for liquidity reserve assets 
typically exceeds the interest earned on those 
assets) and (2) the reserve is typically managed 
and maintained centrally, but the bank may seek to 
deduct the liquidity reserve expense in all locations 
(branches or subsidiaries) that benefit from the 
reserve’s existence.

Establishing the connection between the 
liquidity reserve and the business of a 
branch or subsidiary
It is essential to establish and document the 
connection between a centrally-managed liquidity 
reserve and the business of a bank’s branches and 
subsidiaries so that they can obtain a deduction 
for their share of the liquidity reserve expense, and 
also to support the transfer pricing method used. 
The connection usually follows from the nature 
of the liquidity reserve itself and the assets and 
liabilities of the particular branch or subsidiary. 
The liquidity reserve provides an important 
benefit to locations that need short-term funding 
to support their assets and, specifically, have the 
type of funding and assets that would make them 
vulnerable during a liquidity crisis. Without access 

Carrie Lim

(Continued on next page)

It is essential to establish and 
document the connection between a 
centrally-managed liquidity reserve 
and the business of a bank’s branches 
and subsidiaries so that they can 
obtain a deduction for their share 
of the liquidity reserve expense, and 
also to support the transfer pricing 
method used.  

to the reserve, the locations might be unable to 
purchase some of the assets currently used in their 
business (because holding them would entail too 
much liquidity risk) or during a liquidity crisis would 
face heightened risk of incurring large losses if the 
assets needed to be sold at fire-sale prices because 
funding was unavailable, as well as the possibility of 
insolvency. In all these cases, the earnings power of 
the branch or subsidiary (and the taxes it pays) would 
be reduced.
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Transfer pricing considerations
Because the computation of the amount of the 
liquidity reserve is often complex and bank-specific, 
the details of a transfer pricing policy will vary 
among banks and must consider the bank’s particular 
circumstances. However, it is nevertheless possible 
to provide some general guidance that may help 
to provide a framework for establishing a transfer 
pricing policy for liquidity reserves:

• Consider whether the method used by the bank 
to calculate its overall liquidity reserve can be 
used to allocate liquidity reserves to branches and 
subsidiaries based on their assets and funding 
needs. This may conserve tax department 
resources and reduce operational risk since 
liquidity reserve computations are often complex 
and involve large amounts of data. Where this 
cannot be done (e.g., due to limitations in 
information technology systems or data), ensure 
that the treasury department or other relevant 
group within the bank is fully committed to 
reviewing the reasonableness of the method from 
a business perspective and can provide and review 
the data needed to perform the calculations.

• Aim for an allocation that is most likely to satisfy 
tax authorities in the locations where the bulk 

Bank liquidity reserves: Transfer pricing considerations (continued)

of the liquidity reserve expense is expected to be 
allocated.

• Apply the chosen method consistently to all 
locations unless specifically prohibited. 

• Document the allocation method by explaining 
its rationale and calculation, preferably in non-
technical language and with a simplified illustrative 
calculation to help reduce time spent explaining 
the method on audit.

• Consider executing an agreement among the 
relevant locations that includes the rationale for 
the liquidity reserve, describes the benefits that 
accrue to locations being charged, and sets out 
each location’s right to access the reserve. 

As noted above, it is difficult to provide a “one size 
fits all” approach for liquidity reserve expenses given 
the variety of ways in which banks calculate and 
manage their liquidity reserves. However, the above 
recommendations are meant to provide a framework 
within which to develop a detailed, bank-specific 
transfer pricing policy for liquidity reserves.

For more information, please contact:

Carrie Lim 
carrie.cl.lim@sg.pwc.com
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FSTP Masters Series, Sydney 
George Condoleon, Danielle Donovan

On April 2, 2012, PwC held its FSTP Masters 
Series in Sydney, Australia. The agenda included 
panel discussions on OECD developments (profit 
attribution to bank PEs, bank losses, intangibles 
project) and Asian country updates, as well as 
presentations on various technical issues in relation 
to regulatory change (funding and liquidity) and 
financial transactions.

The keynote of the event was the drivers of change 
impacting the global financial system, including 
the rise and interconnectivity of emerging markets 
and the rise of state-directed capitalism, and the 
implications of these and regulatory trends for tax 
and transfer pricing. 

The convergence of a combination of global 
forces, including the need by fiscally challenged 
governments around the world to raise tax revenues, 
has resulted in a substantial increase in the number 
and size of transfer pricing audits and disputes 
across Asia, Europe and the US, as well as an 
increasing trend in cooperation and information 
exchange and joint audits among revenue 
authorities. At the same time, tax authorities such 
as the Australian Taxation Office (ATO) are taking 

an “olive branch” approach with an emphasis 
on the desire to increase transparency and 
early identification of material transfer pricing 
risk through measures such as the Reportable 
Tax Position (RTP) schedule and International 
Dealings Schedule (IDS).

A highlight of the day was a presentation by the 
ATO’s Economist Practice (EP) who provided 
valuable insights and perspectives on transfer 
pricing for financial services, financial transactions 
and key focus areas for the ATO.

The primary role of the EP is to provide economic 
advice and research related to case work including 
transfer pricing risk reviews, audits, mutual 
agreement procedures (MAP) and Advance Pricing 
Arrangements (APA). The EP also undertakes 
economic analyses of cross-border flows and 
industries (including the FS industry), as well as 
supporting the ATO to effect legislative change 
such as the recently announced reforms to 
Australia’s transfer pricing rules.

During its presentation, the EP reinforced that the 
financial services sector and foreign banks remain 

a key focus areas for the ATO going forward having 
observed, among other things, the following trends 
in the FS industry:

• Declining net interest margins 

• Reduction in the taxable income of permanent 
establishments of foreign banks and increase in 
carry forward losses 

• Increased interest bearing related party debt and 
financial instruments

• Increase in related party service expenditure 
relative to revenue in the financial services sector

Other events in the Transfer Pricing Masters  
Series this year include New York (2 May), 
Frankfurt (8 May) and Mumbai (13 September). 
Those interested in attending the Mumbai event 
should contact Dhaivat Anjaria, dhaivat.anjaria@
in.pwc.com.

For more information, please contact:

George Condoleon  
george.condoleon@au.pwc.com 

Danielle Donovan  
danielle.donovan@au.pwc.com

On April 2, 2012, PwC held its FSTP Masters Series in Sydney, 
Australia. The agenda included panel discussions on OECD 
developments and Asian country updates, as well as presentations  
on various technical issues and financial transactions.
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Re-write of the Australian TP legislation 
and impact on the FS industry

On November 1, 2011, the Australian Assistant 
Treasurer released a consultation paper (CP) 
that outlined the principles of the new Australian 
transfer pricing law (new law). The new law 
would consist of two parts: one with retroactive 
application (applicable from July 1, 2004 to 
taxpayers that engage in transactions with 
related parties in treaty countries) and one with 
prospective application to replace rules applying 
to all taxpayers. The prospective law would apply 
to all taxpayers, not only to those dealing with 
treaty countries. On March 16, 2012, the Treasurer 
released an exposure draft (ED) on the proposed 
retroactive amendment to the transfer pricing 
rules; the exposure draft on the prospective law is 
expected to be released in June 2012. In June 2012, 
a revised Bill for a new Subdivision 815-A of the 
Income Tax Assessment Act and an Explanatory 
Memorandum (EM) on the retroactive application 
have been introduced to Parliament. The Bill is not 
expected to change materially before enactment, 
which could occur by the end of June 2012.

The key contents of the new law based on the CP, 
the draft Subdivision 815-A and the EM, as well 
as the expected implications for taxpayers in the 
financial services industry are summarized below: 

The financial services industry not only uses branch structures 
more widely than any other industry, but tends to have complex 
arrangements between branches or between branches and 
incorporated entities.

• Selective incorporation of certain OECD 
guidance into Australian law. Relevant OECD 
guidance specifically excludes the 2010 OECD 
report on the profit attribution to permanent 
establishments (setting out the “Authorised 
OECD approach” or “AOA”).

• Incorporation of treaty language, hence 
‘confirming’ the ATO’s view that Australia’s 
double tax agreements create a domestic taxing 
power. 

• Approach to determine an arm’s length interest 
rate on intercompany financing arrangements. 
Ability for the Commissioner to “reconstruct” 
transactions. 

• Mandatory transfer pricing documentation going 
forward.

• Introduction of a statute of limitations.

• Introduction of a self assessment regime and 
removal of the Commissioner’s ability to deem an 
arm’s length price.

Implications 
The key implications of the new law for the 
financial services industry relate to uncertainty 
over how profits should be allocated to Australian 

Tanja Koch and Sarah Stevens

permanent establishments. The financial services 
(FS) industry not only uses branch structures more 
widely than any other industry, but tends to have 
complex arrangements between branches or between 
branches and incorporated entities. The new law 
does not specifically address which principles should 
be adopted in allocating revenue and expenses to 
branches, but the EM clarifies that the AOA is not 
applicable for interpreting Subdivision 815-A.

The ‘functionally separate entity approach’ endorsed 
by the OECD, which recognizes intra-entity ‘dealings’ 
for purposes of attributing profit, is not applicable 
under Australian domestic law without restrictions. 
For bank branches, Australian law does not recognize 
notional transactions (with the exception of internal 
loans). Instead, revenue and expenses attributable 
to a branch need to be linked to actual third party 
revenues and expenses. This requirement is likely to 
increase the level of uncertainty, and present material 
practical difficulties in dealing with the complex 
and unique transactions between a head office 
and branch in the FS industry. It may also result in 
differences in treatment of inbound branches vs. 
outbound branches, and branches vs. subsidiaries, 
and may lead to double taxation if the treatment at 
the overseas counterparty is based on the AOA. 

(Continued on next page)
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On the same day that the Subdivision 815-A Bill 
was introduced into Parliament, the Government 
announced a review of the potential impacts of 
Australia adopting the AOA for profit attribution 
to permanent establishments (PEs). The review 
will involve consultation with various stakeholders 
and is due to be completed by 30 April 2013. This 
timeframe suggests that the current branch profit 
attribution rules are likely to remain unchanged 
when the new prospective transfer pricing rules are 
released later in 2012.

FS taxpayers may also be impacted by potential 
discrimination against dealings with treaty 
partners, given that the retrospective law applies to 
transactions with treaty partner countries. Among 
the countries with which Australia currently does 
not have a double tax agreement is Hong Kong, a 
hub in the FS industry. 

An ability to ‘reconstruct’ transactions may 
be particularly relevant for taxpayers in the 
FS industry. ‘Reconstruction’ means that the 
Commissioner is able to price a transaction 
on different terms than those agreed between 
the parties, if those terms are not considered 

‘commercial’, i.e., are not observable in a similar 
manner between third parties. Therefore, it is 
expected to become increasingly important that 
the terms of financial transactions or the terms 
of a business restructure are analyzed and can be 
supported as being arm’s length. 

While not limited to the FS industry, the new 
law is also expected to have a material impact 
on intercompany funding arrangements, by 
retrospectively legislating a taxation ruling issued by 
the ATO in 20101, which set out the ATO’s view that 
it can challenge debt deductions on what could be 
perceived to be an ‘excessive’ amount of debt, even 
if the taxpayer’s pre-interest profits were considered 
to be arm’s length and even if interest deductions on 
that debt were within the safe harbor. Therefore, the 
new law could potentially undermine the Australian 
thin capitalization rules and disadvantage taxpayers 
who do not follow the ATO’s interpretation of the 
current law.

In summary, FS taxpayers in Australia are well 
advised to closely monitor future developments, 
particularly if they are already under review or audit 
by the ATO, operate through branch structures, 

Re-write of the Australian TP legislation and impact on the FS industry (continued)

engage in complex financial transactions 
or cross border business restructures, have 
high levels of related party debt funding, low 
profitability or losses. 

For more information, please contact:

Tanja Koch  
tanja.koch@au.pwc.com

Sarah Stevens  
sarah.m.stevens@au.pwc.com

1 “Income tax: the interaction of Division 820 of the Income Tax Assessment Act 1997 and the transfer pricing provisions.”
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The National Tax Service of Korea has frequently challenged 
the deductibility of allocated fees, as it is practically difficult to 
substantiate the substance, relevance and benefit of the services that 
are centrally provided.  

Background
In order to capture cost savings and business 
efficiencies, many global financial companies 
centralize various functions including strategic 
and risk management as well as other back-
office activities. This not only helps facilitate the 
effective management of the local business units 
but also promotes the consistency of services being 
provided to clients in different jurisdictions, and 
reduces duplicative expenses. The costs associated 
with centralized activities are subsequently 
allocated to the local business via intra-group 
service fees.  

Unfortunately, these fees have long been a point 
of contention by tax authorities and Korea is no 
exception. The Korean regulations related to intra-
group service fees are addressed under Article 
6(2) of the Presidential Enforcement Decree of 
the Law for the Coordination of International Tax 
Affairs (LCITA-PED) and Basic Tax Ruling (BTR) 
4-0…2 of the LCITA. Accordingly, the following 
conditions must be satisfied for the local business 
unit’s remuneration paid to its related parties for 
their provision of services to be considered tax-
deductible:

• Both parties should have entered into a 
service agreement in advance of the services 

Korea: New era of aggressive challenges 
on intra-group service fees
Shin-Jong Kang

being provided, and the services should be 
provided in accordance with the terms of the 
service agreement (commonly referred to as a 
“substance test”)

• The services should be related to the local 
business unit’s business operation in Korea, 
while the local business unit should reasonably 
expect additional profit or a decrease in costs 
from the receipt of such services (“relevance 
and benefit test”)

• The remuneration should be consistent with 
arm’s length pricing (e.g., reasonableness of 
the cost pool, allocation keys used, mark-up 
ratio, etc.)

• Documents to support the above points should 
be adequately prepared and maintained 
(“evidential documentation”)

The National Tax Service of Korea (NTS) has 
frequently challenged the deductibility of allocated 
fees, as it is practically difficult to substantiate the 
substance, relevance and benefit of the services 
that are centrally provided.  

Recent tax audit trends in Korea on 
intra-group service fees
In the past, the NTS did not strictly apply the 

abovementioned requirements. However, during 
recent tax audits of global financial institutions, the 
NTS has increasingly scrutinized the deductibility 
of intra-group service fees. Even in cases where a 
taxpayer provides a significant amount of evidential 
documentation to illustrate the substance, benefit and 
relevance of the services, the NTS has persistently 
raised challenges on certain services that it has 
traditionally considered not deductible (senior 
management and certain finance and accounting 
services). 

Challenges raised by the auditors 
The NTS frequently attempts to deny a significant 
portion of the intra-group service fees by initially 
requesting a significant amount of information and 
documents from taxpayers, shifting the burden 
of proving the substance, benefit and relevance 
of all the functions to the taxpayers. If any of the 
requested information/documents are not provided 
during the audit period, the deductibility of the 
associated charges will be denied. Under BTR 
4-0…2 of the LCITA, the NTS may request detailed 
data such as a service provision schedule/progress 
schedule, entities that provide services and their staff 
information, and even expense ledgers to verify to a 

(Continued on next page)
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Korea: New era of aggressive challenges on intra-group service fees (continued)

certain extent the substance of services provided to 
the local business unit. During a recent tax audit case 
involving a major financial institution in Korea, the 
auditors dissected the cost pool of intra-group service 
fees and requested comprehensive data related to 
the overseas service providers such as organizational 
charts, overseas personnel, amount of costs included 
in the cost pool, etc.

Challenges also raised during Financial 
Supervisory Service (FSS) audits
The FSS tends to approach intra-group service fees 
in a similar manner. In fact, the FSS sometimes 
conducts its evaluation based on the results of 
previous tax audits conducted by the NTS. It is also 
worth noting that the FSS’ level of evaluation on 
intra-group service fees may depend on whether the 
local business unit has an adequate internal review 
process of the amount to be allocated to Korea. 

Recommendations to defend the 
deductibility of intra-group service fees
Due to the increased scrutiny by the NTS, the 
successful defense of intra-group service fees has 
become one of the priorities to obtain a favorable 
tax audit result. Thus, there is a heightened need 
for taxpayers to prepare supporting documents in 

advance of an audit. It is also imperative for taxpayers 
to obtain the full cooperation of their related service 
providers to be able to provide detailed information 
upon an auditor's request in a timely fashion. 
Companies can also proactively seek certainty on the 
deductibility of intra-group service fees by obtaining 
an Advance Pricing Arrangement with the NTS.

For more information, please contact:

Shin-Jong Kang 
sjkang@samil.com
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The recent amendments to The Income-tax Act, 1961 (“the 
Act”) include substantive changes to the existing transfer 
pricing regime in India. 

The recent amendments to The Income-tax Act, 
1961 (the Act) include substantive changes to the 
existing transfer pricing regime in India.

Introduction of Advance Pricing 
Agreements (APAs) 

APAs have been introduced with a view to 
significantly reduce transfer pricing litigation and 
provide tax certainty to foreign investors. APAs 
will be binding on taxpayers and tax authorities 
for the transactions covered and will be valid for 
a period not exceeding five years. APA provisions 
will be effective from July 1, 2012. 

The introduction of APAs will provide a good 
opportunity to obtain certainty in key areas such 
as off-shore loans, high-value cross-charges, sales 
credits for derivatives and long term borrowings 
and investment banking.  

Further, given the aggressive transfer pricing 
environment in India, entering into an APA for 
highly complex transactions like loan syndication 
or investment banking would be meaningful given 
that these transactions are generally driven by 

Key amendments in Indian transfer 
pricing provisions 
Dhaivat Anjaria, Radhika Kapadia and Bhavika Gulati

global policies where group affiliates may already 
have APAs in other countries. 

At this stage, while the detailed rules /guidelines 
are being framed, it is important to evaluate where 
APAs could be applied and start preparing for 
them. To start, taxpayers may consider applying 
for an APA for simpler transactions where the tax 
authorities have prior experience and then look at 
more complex arrangements in the future.  

Application of transfer pricing 
regulations to specified domestic 
transactions 
The provisions have extended the application of the 
transfer pricing regulations to specified domestic 
related party transactions and undertakings to 
which profit linked deductions are available. In 
such cases, taxpayers will be required to undertake 
annual transfer pricing compliance in respect of 
the specified domestic transactions if the aggregate 
value of such transactions exceeds INR 50 million in 
any financial year. This amendment will be effective 
for financial years starting 2012–13 and beyond. 

Large banking and financial services groups with 
multiple subsidiaries in India will be impacted by 
this amendment. Transactions impacted could be 
payment of service fees from one subsidiary in India 
to another, remuneration paid to key management 
personnel and so on. Moreover, while the expanded 
coverage will provide objectivity in determining 
income and reasonableness of expenditure between 
related domestic parties, it will lead to an added 
compliance burden on taxpayers.

Accordingly, it will be important to evaluate the 
applicability of the new provisions, develop and 
document a pricing policy for all such transactions, 
undertake benchmarking analyses to evaluate the 
appropriateness of the pricing policies and collate 
prescribed documentation. 

Transaction/information penalties
The provisions have been amended to include 
an additional penalty of 2% of the total value 
of international transactions for not reporting 
transactions and furnishing inaccurate information. 
These would be in addition to penalties for non-

(Continued on next page)
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maintenance/non-furnishing of transfer  
pricing documentation and will take effect from  
July 1, 2012. 

Given the different classes of related party 
transactions undertaken by financial institutions, 
particularly banks, and their complexities and 
volumes, taxpayers will need to re-visit their current 
reporting framework and strengthen internal 
systems to comply with the onerous reporting and 
compliance requirements. Particularly, for foreign 
exchange and derivatives trading, where even 2% 
is a significant amount given the volumes at stake, 
banks will need to carefully consider if their current 
level of compliance is sufficient.

Tolerance band as standard deduction 
The availability of the tolerance band of 5% around 
the arithmetic mean as a standard deduction has 
been a matter of litigation for a number of years, 
having judgments both in favor of and against the 
issue. The amendment clarifies that the tolerance 
band of 5% is not a standard deduction for 
taxpayers where the difference between the transfer 
price and the arm’s length price is more than 5%. 
Thus, the so claimed standard deduction of 5% is 
no longer available to taxpayers, including for any 
pending litigation. 

Further, from April 1, 2013 the tolerance band 
available is subject to an upper limit of 3%.

"International transaction" has  
been clarified  
"International transaction" has been clarified to 
include an indicative list of transactions in an 
explanation to the definition of ‘international 
transaction’. This list includes purchase, sale, 
transfer, lease or use of intangible property, 
business restructuring and financial transactions.

Anti Avoidance Rules (GAAR)
Stringent General Anti Avoidance Rules (GAAR) 
are proposed to be introduced from financial years 
beginning April 1, 2013 to codify the doctrine 
of ‘substance over form’ and address aggressive 
tax planning in India. The scope of the proposed 
GAAR provisions is exceptionally wide and likely to 
create uncertainty about tax implications of various 
business arrangements. For financial services 
companies, offshore structures based in tax havens, 
thinly capitalized entities, business restructurings, 
etc. would need to be evaluated.

Conclusion  
Given the number of significant changes contained 
in the amendments, it will be imperative for 
taxpayers in the banking and financial services 
sector to evaluate specific changes impacting them 
and to adequately prepare themselves. 
For more information, please contact:

Dhaivat Anjaria 
dhaivat.anjaria@in.pwc.com

Radhika Kapadia 
radhika.kapadia@in.pwc.com

Bhavika Gulati 
bhavika.gulati@in.pwc.com

Key amendments in Indian transfer pricing provisions (continued)

The standard deduction of 
5% is no longer available 
to taxpayers
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Transfer pricing 
developments for banks 
operating in China 

The importance of TP, especially for the financial services sector, has 
been reinforced by a number of important developments.

Phillip Mak, David McDonald

Transfer pricing trends in China
Transfer pricing has been gaining prominence 
in mainland China for a number of years. The 
introduction of the Corporate Income Tax (CIT) 
Law in 2008 and subsequent rules, regulations and 
guidance issued by China’s State Administration of 
Taxes (SAT) marked a significant step up in China’s 
TP regime. Since then, the importance of TP, 
especially for the financial services sector, has been 
reinforced by a number of important developments 
outlined below.

Nationwide requests and evaluation of TP 
documentation

• Since 2010, the Chinese tax authorities have 
required provincial and municipal tax authorities 
to collect, review and evaluate at least 10% of the 
TP documentation retained by taxpayers. 

• Most, if not all, foreign financial institutions 
operating in China have been requested to submit 
their 2008, 2009 and/or 2010 TP documentation 
– in many cases with as little as six days' notice.

• Even some foreign banks whose related 
party transactions were exempt from the 
documentation requirements were asked to 

provide a formal explanation of the basis for their 
exemption.

• Inspections of the content of documentation 
and enforcement of the relevant deadlines have 
become more rigorous.

• Explicit statements have been made that 
“unqualified” TP documentation will be rejected 
and could be a trigger for a TP specific audit. 

Focus on financial transactions

• Financial services and financial transactions 
ranked as one of SAT's focus areas.

• Announcement No. 34 states that effective July 
1, 2011, non-financial institutions that borrow 
from other non-financial institutions are required 
to document and produce evidence of the 
“rationality” of their interest expenses and file a 
statement to claim a tax deduction. 

• The conclusion of the first thin capitalization 
audit case in favor of the Shaanxi Provincial State 
Tax Bureau is notable given that many banking 
branches exceed the 5:1 ratio set out in a joint 
circular of the Ministry of Finance and SAT 
(Caishui [2008] No. 121).

Surveys conducted on foreign banks 

• In 2011, the Shanghai Taxation Bureau sent survey 
forms to the branches of foreign banks requesting 
detailed information on the services that they 
provided to their head office, their clients and 
related parties during the 2009-2010 period; and

• The China Banking Regulatory Commission 
(Shanghai Office) conducted a survey on a small 
number of subsidiaries of foreign banks in 2011 
about their approach to cost and revenue sharing 
with related parties.

Challenges to be addressed
The financial services industry and its operating 
models are still relatively new to China. At the 
same time, the Chinese tax authorities are still 
developing their capabilities in this area and actively 
engage in trainings and discussions both with 
foreign governments and domestic and foreign 
stakeholders. Combined with the recent reviews of 
TP documentation and other inquires, this may be an 
indication of increased audit activity in the near term.

Consequently, we recommend that taxpayers assess 
their TP risk profile in China and prepare their TP 
documentation on a timely basis, paying attention 

(Continued on next page)
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to the May 31st national deadline and any local 
deadlines. Though China’s TP regulations and 
guidance were written primarily with non financial 
services businesses in mind, it would still be prudent 
for financial institutions to complete all the forms/
tables required. Any taxpayers that exceed the 
RMB40 million TP documentation threshold1 for 
the first time need to prepare TP documentation.

A separate challenge is the lack of clarity in the 
regulations about how they apply to branches 
as well as subsidiaries, or if they apply to 
representative offices (ROs) as well. Industry 
practice is to apply TP rules to branches of overseas 
companies. In this regard, we note that in 2010 the 
SAT published circulars 18 and 19, which encourage 
both permanent establishments (PEs) and ROs 
to use the ‘actual profits’ method and to calculate 
profits based on the ‘functions and risks’ of the local 
establishment. In practice almost all taxpayers and 
advisors take the view that branches should comply 
with the TP rules and documentation requirements.

Taxpayers should also continue to maintain and 
improve their TP documentation with up-to-date 
descriptions of their businesses, operations and 
benchmarkings and document any changes to 

their related party arrangements and any new 
transactions.  

Last, taxpayers should be prepared to respond to 
any inquiries of the tax authorities consistently 
and in a timely manner, as the burden of proof in 
mainland China rests with the taxpayer.

For more information, please contact:

Phillip Mak 
Phillip.mak@hk.pwc.com

David McDonald 
David.mcdonald@hk.pwc.com

Transfer pricing developments for banks operating in China (continued)

Taxpayers should be prepared 
to respond to any inquiries of 
the tax authorities consistently 
and in a timely manner, as the 
burden of proof in mainland 
China rests with the taxpayer.

1Taxpayers are required to have contemporaneous transfer pricing in place where the annual amount of related party purchases and sales transactions is more 
than RMB200 million or the annual amount of all other types of transactions (i.e., services, royalties, interest, etc.) is more than RMB40 million.
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The number of cases scrutinized and the average size of transfer 
pricing adjustments made by the Indonesian Tax Office over
the last three years indicate an increasingly more aggressive 
transfer pricing landscape

Five countries in the Asia-Pacific region are 
featured in a survey list1 of the ten most aggressive 
tax authorities for transfer pricing in 2010. As 
compared to the other growing economies of India 
and China, who were ranked in the top three most 
aggressive jurisdictions, Indonesia was not listed.  

However, the number of cases scrutinized and 
the average size of transfer pricing adjustments 
made by the Indonesian Tax Office (ITO) over 
the last three years indicate an increasingly more 
aggressive transfer pricing landscape. Tax audits, 
which are triggered automatically under local law 
if a taxpayer files a tax return claiming a refund 
position2, have focused primarily on related party 
transactions that involve payment for intragroup 
services, interest on loans and royalties. No specific 
guidance or regulations have been issued for the 
financial services industry in Indonesia. However, 
the triggers above are clearly relevant. With related 
party loans and corporate guarantees becoming 
increasingly common, it may be worthwhile for 
Indonesia’s Directorate General of Taxation (DGT) 

Transfer pricing in Indonesia— 
What is next? 
Ay Tjhing Phan, Ravi Gupta

to consider the introduction of a ‘safe haven’ 
approach for financial transactions, similar to that 
provided in the US transfer pricing regulations.

Recent developments 

Regulation PER-32 (PER-32)3 issued by the DGT in 
November 2011 amended the previous regulation 
PER-434, directing taxpayers to submit transfer 
pricing documentation with the annual corporate 
tax return (CITR) due for filing within four months 
from the end of the financial year. Separately, the 
DGT issued a letter three days before the April 
30th annual CITR filing deadline for taxpayers 
with financial year ending in December, allowing 
transfer pricing documentation to be submitted 
upon request5.  

PER-32 provides clarity around the transfer pricing 
compliance burden with respect to domestic 
transactions between related parties. Prior to the 

Regulation PER-32 (PER-32) issued by 
the DGT in November 2011 amended 
the previous regulation PER-434 , 
directing taxpayers to submit transfer 
pricing documentation with the annual 
corporate tax return (CITR) due for 
filing within four months from the end 
of the financial year.

(Continued on next page)

1 Source: “Asian Countries top aggressive tax authority poll” TP Week, 16 June 2010
2 Tax audits can also be triggered under other circumstances, which include perpetual losses, change of financial year end, failure to provide certain information required by the tax officer within prescribed time limit, etc.
3 PER 32/PJ/2011 issued on November 11, 2011 
4 PER 43/PJ/2010 issued on September 6, 2010
5 This letter (S-479/PJ.033/2012) is also applicable to taxpayers with CITR filing deadline other than April 30th



20   PwC Financial Services Transfer Pricing Perspectives   |  June 2012 Home

issuance of PER 32, the documentation requirements 
applied to all domestic related party transactions. 
However, they are now only applicable for transactions 
between related parties that are effectively not taxed 
on the same basis.

PER-32 raises the limit for exemption from the transfer 
pricing documentation requirements to approximately 
USD 1.1 million6. Also, the hierarchy of transfer 
pricing methods has been replaced with the ‘most 
appropriate method’ in line with the revised OECD 
Guidelines7. Therefore, the transactional net margin 
method (TNMM) is no longer a method of last resort. 
PER-32 also allows for correlative adjustments as well 
as defines intangibles more clearly by recognizing 
trade and marketing intangibles.  

To the extent that a financial services company 
engages in related party transactions (such as payment 
for intragroup services, a corporate guarantee, interest 
on a loan, etc.) not exceeding the revised threshold 
of USD 1.1 million with each contracting party, it will 
not need to maintain transfer pricing documentation. 
Further, financial services companies will have more 
flexibility in the selection of transfer pricing methods, 

especially in cases where it is not feasible to apply 
the comparable uncontrolled price (CUP) method.

Dispute resolution alternatives

Mutual Agreement Procedure (MAP) is an 
alternative approach to the domestic dispute 
resolution process and can be pursued 
concurrently in Indonesia. However, the MAP 
process is terminated if the tax court decision 
under the domestic dispute resolution option is 
issued before the MAP process is resolved. Since 
MAP usually takes longer than the domestic 
dispute resolution process, it is often rendered 
ineffective where the tax court decision is issued 
earlier. Therefore, the MAP does not always serve 
as an effective dispute resolution alternative in the 
Indonesian scenario.

Based on discussions with the ITO, the tax 
office wants to encourage taxpayers to negotiate 
Advanced Pricing Agreements (APA) in Indonesia. 
The ITO is considering the issue of additional 
guidelines to address some of the practical 
limitations of the current APA process. One of these 

Transfer pricing in Indonesia—What is next? (continued)

6 IDR 10 billion equivalent figure in US dollars
7 ‘Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations’ issued by the OECD in 2010

issues is that the current APA regulations treat APAs 
and tax audits as separate processes, thereby failing 
to provide assurance to taxpayers that an audit will 
not be conducted during the APA negotiation process.

Overall, the Indonesian transfer pricing regime 
has moved into a higher gear. The DGT has now 
empowered tax officers with all ammunition 
necessary to launch Indonesian transfer pricing into 
an advanced orbit.  

For more information, please contact:

Ay Tjhing Phan  
ay.tjhing.phan@id.pwc.com 

Ravi Gupta  
ravi.r.gupta@id.pwc.com
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Pricing Knowledge Network (PKN) 
and upcoming events

To view any of the articles listed above, or any other 
contributions to the Pricing Knowledge Network, 
please click viewPKN and select the archive tab

PKN Alert/TCDR Alert India Union Budget 2012—Key amendments in transfer pricing provisions (APAs introduced) 3/17/2012

PKN Alert/TCDR Alert Australia Analysis of exposure draft of treaty-equivalent transfer pricing rules 3/27/2012

PKN Alert Belgium New draft legislation on Belgian thin cap rules has been published and potential changes have been announced 3/27/2012

PKN Stop Press Sweden New Swedish interest stripping restrictions to apply from 2013? 3/28/2012

PKN Alert/TCDR Alert Hong Kong Hong Kong launches APA programme 3/29/2012

PKN Alert/TCDR Alert OECD PwC's response to the OECD's discussion draft on Article 5 (Permanent Establishment) of the OECD Model Tax Convention 3/29/2012

PKN Alert Canada Canadian withholding taxes to be payable on "deemed dividends" from transfer pricing adjustments 4/4/2012

PKN Alert Brazil Provisional measure introduces significant changes in Brazilian transfer pricing regulations 4/5/2012

PKN Alert El Salvador El Salvador passes transfer pricing regulations resulting in immediate compliance requirements 4/5/2012

PKN Alert South Africa Amendments to the South African transfer pricing legislation 4/11/2012

PKN Alert/TCDR Alert China The second Chinese APA report—Key trends and observations 4/12/2012

PKN Stop Press Australia Clarification on when an International Dealings Schedule will be required for income tax returns lodged in June/July 2012 4/17/2012

PKN Alert Russia Transfer pricing—A view of the fiscal authorities on fan-like controlled transactions 4/18/2012

PKN Alert/TCDR Alert Liberia Liberia enacts APA provision 4/25/2012

PKN Alert Guatemala Guatemala passes transfer pricing legislation for transactions in 2013 5/3/2012

PKN Alert Nigeria Nigeria releases transfer pricing regulations 5/16/2012

PKN Alert/TCDR Alert Malaysia New transfer pricing and APA rules introduced in Malaysia 5/17/2012

PKN Alert Chile Proposed tax reform in Chile introduces detailed transfer pricing bill with new compliance requirements 5/24/2012

PKN Stop Press Australia New bill introduced to retrospectively amend transfer pricing rules 5/24/2012

PKN Alert India Sixth method ("other method") for determination of arm's length price prescribed, published 5/29/12 5/29/2012

PKN Alert /TCDR Alert Australia Analysis of bill containing proposed retrospective transfer pricing law changes, published 6/5/12 6/5/2012

PKN Alert OECD project on intangibles: OECD releases highly anticipated Discussion Draft of Chapter VI of the OECD Guidelines on "Intangibles" 6/6/2012

PKN Alert Belgium Draft legislation with a proposed amendment to the Belgian thin capitalisation rule for certain financing activities 6/7/2012

Upcoming events

For further information about any of these events, please contact your local transfer pricing specialist.

FSTP Masters Series, Mumbai    September 13, 2012

Global Transfer Pricing Conference, New York   October 15-19, 2012

http://www.pwc.com/gx/en/tax/transfer-pricing/pricing-knowledge-network-pkn.jhtml
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FSTP book launch

We are proud to announce the launch of our book, Clarifying the rules: Sustainable transfer pricing 
in the financial services sector. This book provides the most recent and leading comprehensive 
treatise dedicated solely to transfer pricing issues facing the financial services industry. In addition 
to the depth of its technical content, covering transfer pricing issues relating to all of the banking/
capital markets, asset management and insurance sectors, this book also demonstrates the breadth 
of PwC's specialist FSTP network, with contributions from more than 60 practitioners in over 40 
jurisdictions.

Intended as a supplement to PwC's annual transfer pricing book, International Transfer Pricing, 
which has grown to now cover nearly 70 countries in the 2012 edition, Clarifying the rules provides 
the technical industry overlay to jurisdictional rules and practice. This book also follows the recent 
launch of Clarifying the rules: Permanent establishments in the financial services sector. Together, 
these three publications provide an essential and invaluable resource for multinational enterprises 
in the financial services industry.

For more information and to order your copy, please visit www.pwc.com/tppublications. For 
questions, please reach out to your local office.

Clarifying the rules: Sustainable transfer pricing in the financial services sector

http://www.pwc.com/tppublications
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Stan Hales stan.hales@us.pwc.com +1 415 498 6086

Junko Yamato Junko.yamato@us.pwc.com +1 646 471 6944

Venezuela Fernando Miranda fernando.miranda@ve.pwc.com +58 212 700 6123
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