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REVENUE AUDIT MEMORANDUM ORDER No. |~ 2019
SUBJECT - Transfer Pricing Audit Guidelines
TO : All Internal Revenue Officers and Others Concerned

DBJECTIVE

The Transfer Pricing Audit Guidelines is intended to supplement Revenue Audit Memorandum
Order (RAMD) No. 1-2000 (Updated Handbook on Audit Procedures and Techniques Volume 1) and
RAMO No. 1-2008 (Computer Assisted Audit Tools and Technigues), and to provide standardized audit
procedures and technigues i the conduct of sudit of taxpayers with related party and/or intra-firm
transactions i order 1o ansure guality audit,

i PURPOSE )

The Transler Pricing Audit Guidelines grovides a framewark and gulde for transfer pricing
examinations. Every transfer pricing issue Is unique, and teams should exarcise their judgement on
how to best apply this guide.

i, SCORE

1. The Guidelinesare applicable on controfled transactions including sale, purchase, transfer snd
utilization of tangible and infangible assets, provision of intra-group services, Interest
payments and capitalization among others, between related/associated parties, where at
least one party is assessable or chargeable to tax in the Philippines

2. The Gutdelings-are akso applicable by analogy, in relation to transactions between permanent
establishment [PE} and |ts head office or other related branches. For the purpose of the
Guidelines, the PE will be treated as o separate and distinct enterprise from its head office ar

other related branches/subsidiaries for tax purposes.
. REPORTING REQUIREMENTS

Revenue Officers are required to make a report after the audit has been conducted.
V. REPEALING CLAUSE

This prder supersedes all revenus isspances or portlons thereof inconsistent herewith,
V. EFFECTIVITY

Al eveEnue officers and other peployees conceried are hereby directed to ise the aforesaid
nnual in the dudit/investigation of tax returns mmmedEaraty after the approval of IRis Qrder.
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CEESAR B, DULAY
Coammissioner of ipteoml Bavanna
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Globalization spears up multinational corporations in expanding out their business
activities globally, The fast pacing progress in technology, communication and transportation
make it accessible for them to determine their business options through investment and
sale/purchase transactions between countries. High production costs and saturation of
domestic markets lead them to look into other countries where they could have advantages
in production costs (location saving) and in market share (market premium.

The rapid growth of multinational corporation entails an increase of related
transactions globally, This special relation may evoke the possibility that income or profit may
be reported smaller than the actual one or costs/expenses may be claimed excessively, These
related transactions include sale, purchase, transfer and utilization of tangible and intangible
assets, provision of intra-group services, interest payments and capitalization among others.
some of the reasans that drive the group of companies in setting up the transfer prices for
related party transactions include minimizing tax, repatriation of capital, exchange rate
difference risk; and window dressing of the parent company’s financial statements.

The transfer price in a related party transaction must conform with the arm’s length
principle (ALP) as mandated in Section 5 of Revenue Regulations (RR) No. 2-2013 (Transfer
Pricing Guidelines). This principle stipulates that if the conditions In the transaction between
related parties are the same as or similar to the conditions in transaction between the
independent parties that are used as comparable, the price or profit in the related
transactions must be the same as or similar to the range of prices or profit in the transactions
between the comparable independent parties,

The Commissioner of Internal Revenue (CIR), as stipulated in Section 50 of the
National Internal Revenue Code and as implemented under RR Mo, 2-2013 has the authority
to réview, allocate and distribute the Income and deductions of the related parly transaction
[cross-border and domestic) including intra-firm transactions' between related parties to
dotermine the appropriate revenue and taxable income by using the Comparable
Uncontrolled Price Method {CUP), the Resale Price Method{RPM), the Cost Plus Method
{CPM), the Frofit Spliit Method (PSM], the Transactional Met Margin Method (TNMM) or other
method.

Audit on transfer pricing on related transactions is a test of application of ALP to the
related transactlons, henee, thase avdit guidelines.

Lisgdre i transections ar misaloration ol ol s fofts oecurs whien o fiem colh detvedtles i ditfodont b
pegtimmes (Ee., Wscamie Lok olldiy, 59 gross snonrme: saricst 10 mird rpgiinr corgorato fax] mantpelal ey et ey
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Annex 5 ! Supply Chain Management Analysis
Annex & : Function, Assets and Risks Analysis (FAR Analysis)
Annex 7 : Characteristics of Business
Annex 8 : Comparability Analysis
Annex 9 : Supplemental Letter Request for Information on Affiliated Transactions
Annex 10: Minutes of Provision of Information on Taxpayer in Respect of
Affiliated Transactions
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Audit is a series of activities of collecting and processing data, information, and or
proofs abjectively and professionally based on an audit standard to test compliance In
fulfilliment of tax obligations and/or for other purposes in the context of implementing the
provisions of the existing tax laws and regulations.

A transfer pricing audit 15 conducted to test the compliance in fulfillment of tax
obligations of a taxpayer with related party transactions. Audit procedure on transfer pricing
cansists of Preparation, Implementation and Reporting.

In the preparation of audit, Revenue Officer should collect and learn taxpaver's data
in respect of special relations with their related/assoclated parties.

Implementation of audit on transfer pricing comprises of the foliowing: (1)
Determination of the characteristles of the takpayer's business; (2] Selection of the transfer
pricing methed; and [3] Application of the ALP,

Lastly, Reporting of Audit on transfer pricing is carried out in accordance with the audit
procedure.

A, PREPARATION FOR TRANSFER PRICING AUDIT

This phase of the examination process determines the scope of the audit. Proper
selection of Issues and application of a transfer pricing method for transfer pricing
examinations should have the broadest impact on achieving compliance regardless of the size
or type of entity, The audit plan will be issue-focused and contain the fellowing; issues
identified, audit steps, timeline[s), and communication agreements. The Revenue Officer
should coardinate with the taxpayer to establish a plan to complate the transfer pricing audit
in a timely mannear, The audit can be productive if the Revenue Officer and the taxpayer work
together in a spirit of cooperation, responshreness, and transparency. The audit plan may be
adjusted throughout the process,

The stepsin the audit preparation Include the following:

1 Review the avallable Information relaling to the taxpayer’s related party
transactions and its related parties such as Annual Income Tax Return and jts
pttachments  (Addited Financial Statements), Tax Troaty Ralinf
Applications/Rulings and prior years audit reports, iFany. Further research may be
done about the taxpayer's background, history and core businoss operations
through websites, cammercial databases, or other sources of data to confirm the
exlstence of 3 wweckil! relimionship with the transuciion colunterparty,




2. Set a schedule for initial meeting with the taxpayer covering the general
background of the taxpayer's business operations, key functions, product/service
flow, worldwide structure, transfer pricing policy, transfer pricing (TP)
documentation and other relevant information. The Revenue Officers may request
for information/evidence of related party transactions together with other
attachments. (Piease see templates in Annexes 1-8.)

3. Evaluate the information and documents submitted.

4. Set for a transfer pricing orientation meeting with the taxpayer to discuss the
initial findings including but not limited to:

a. Taxpayer's background and history of intercompany transactions
b, Discuss all intercompany transactions in the year(s) under examination,

# Gain understanding of the taxpayer’s rationale for entering into the
transactions.

¥  Gain understanding of the taxpayer's value EhHEH{E]- associated with the
intangible, services, and/or tangible goods.

& Gain understam:'ﬁng whether the intercompany transaction is
associated with the transfer of an income stream, or contribution to
the value, of any Intangible.

€. Discuss the functions performed, assets employed, and risks assumed by each
centrolled party of the respective intercompany transaction.

d. Understand how the preparer of the transfer pricing study gained knowledge
of each controlléd party’s functions performed, asséts employed and risks
assumed and request supporting documents {interview notes, minutes).

e. Discuss whether to request background documentation.

f. Identiiy persons responsible for structuring the transaction from the tax

planning perspective.

1l '-':-
f’, }g g Discuss the need to request additional documentation including contracts and
- oy :
_i} - qnfg agreements not previously requested,
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% 3;—5’ h. Gain an understanding of the wansker pricing methods selected by the
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5. If needed, require the taxpayer's explanation through a Supplemental Letter
Request for Information on Related Party Transactions [Annex 9) for clarification

purposes.

6. The Revenue Officers shall analyze the rsk of arm's length price in the related
party transactions based on the results of the prior meetings and as set forth in
the Annexes. Factors that need to be examined include the follpwing:

-

i

Worldwide effective tax rate and whether the taxpayer's overall tax position is
such that income shifting would be beneficial from a financial accounting/cash
fiow standpoint;

Potential applicahifity of a tax treaty;
Saurce of income and tax credit avallability;

Materiality of related party transactions, which may be measured from their
proportion to sales or to net operating profit;

Taxpayer's transactions with related parties domiciled/located in countries or
ecanomic zones with low or zérop tax rates;

Related party transactions of a special nature, such as transfer of intangible
assets (license), royalty payment, intra-group services, and interest expense;

Performance of the taxpayer's net operating profit is lower than that of other
companies in the same industry;

Significance of related party transactions not included in the components of
the taxpayer's net operating profit such as interest expensa, gain/loss on sale
of assets, and exchange rate gain/loss;

Non-routine types of refated party transactions, such as business restructuring
that invalves ar does not involve intangible assets and sales of intangible

praperty; and

The taxpayer suffered losses over several years.

When the risks of relatad party transaction are present, the Revenue Officers shall
include in the audit plan the appropriate method in determining arm’s length
price. IF none, the Revenue Officers shall perform the testing In the
implementation of the audit. pon discovery of the risks, the audit plan shall be
ravised sccordingly.
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Determine  which transaction{s) need(s] further development, which
transactions may be closed or which transaction(s) need(s) to be eliminated
from further analysis;

Determine the level and scope of TP invelvement going forward;
Discuss any new information and reassess/adjust working hypothesis{es);

Astess level and scope of counsel invelvement and begin 1o consider any
discrete legal issues;

Continue to document, organize and outline transactions determined to
warrant further development and analysis based on information gathered to
date; and

Begin to formulate the best method amalysis to include assessment of the
taxpayer's selected method.

¥ If there is doubt as to whether the taxpayer’s selected method is the
best method, assess the reliability and comparability of the taxpayer's
assumptions and data.

» Determine additional accounting data and records needed for this
assessment for application of any methods being considered as a best
mathod.

(MPLEMENTATION OF THE TRANSFER PRICING AUDIT

The Implementation of the transfer pricing audit Involves stages of issue development
by determining the facts, applying the law to those facts, and understanding the various tax
implications of the issue. The Revenue Officer and the taxpayer shall conduct interactive
discussions and every effort should be made to resolve any factval differences.
Communication and contlmious reassessment should remain thraughout the implementation

process.

tmplementation of audit on transfer pricing consist of the following steps:

1)

Determination of the Characteristics of the Taxpayer's Business.

Every taxpayer Has different charucteristics; evén within the same |nduskry,
gach company has different stratogy, organizational structure, and objectives,
This wage v needod to understand the reality of the taxpayer's business. The
Revenue Officers oy gain an overview of the industod inowhich the taxpayer

i



operates, the business of the group of companies, and the main functions of
each member of the company group based on the tacpayer’'s internal and
gxternal sources of information.

By determining the characteristics of the taxpayer’'s business and
understanding the functions of its related parties, the Revenue Officers will
gain an impression of the return expected by each of the parties In the
transaction, as well as the risk/s of tax avoidance using transfer pricing
transactions.

The accurate determination of the characteristics of the related transactions
and the taxpayer's business will ease the selection of reliable comparable.

Measures in the determination of the characteristics of the taxpayer’s
business, among other things, are [a) identifving the characteristics of the
related transactions of the taxpayer and by (b} conducting functional analysis.

a). Identify the Characteristics of the Related Transactions of the Taxpayer.

The Revenue Officers shall do an industry analysis by using external sources of
Infermation, including industry research reports, publicly available annual
financial statements of the main players In the taxpayer’s industry, data from
the Securities and Exchange Commission (SEC), Transfer Pricing
Documentation, and other information media avallable through the internet
or in databases in order to gaina general understanding of the conditions of
the taxpayer's industry. Analysis of the taxpayer's industry shall be done with
consideration to several factors, including main characteristics of taxpayer's
business and performance of the industry.

Understand the condition of the related transactions for comparability
analysis. For purposes of identifying the related transactions, the following
factors shall be considered:
a.1) Conditions that influence Industry
a.1.1) Industry and market segment where the taxpayer carries on
business, L.e. growth of industry, technology, size and growth of
market;

1.1.2) competitive condition of the taxpayer and |ts competitors; and

a1.3) economic factors and existing regulations that influence the
taxpayer s husiness.

a:2) Comditions ol the related transactions

i 1) e and walus of rlsied transactions:



a.2.2) the pertod and frequency/rate of the related transactions;

a.2.3) terms of the agreement, including the set-off arrangement
between the related porties;

a.2.4) terms of contract, including term of delivery, discount;

8.2.5) parties Involved In the related transactions, as well as the
relation between the parties, for example: parent-subsidiary
relationship, joint wenture, franchlse, cost contribution
arrangement; and

a.2.6) chain of transaction in which the taxpayer's affiliated
transactions become part of.

a.3) Functional role of the taxpayer in the Group

a.3.1j structure of the taxpayer's organization in its group including the
decision making process;

a.3.2} shareholding structure of the taxpayer in the group;
a.3.3) strategies, policies, as well as targets of the taxpayer;

a.3.4) function performed by each member of the group (supply chain
management); and

a.3.5) restructuring of taxpayer’s business.
a4) Financial ratio

In audit on transfer pricing, it 15 important to do early examination on
financial performance of the taxpayer to identily the risk for tax avoidance
by reason of the special relation. Prior examination can be done by getting
the averape ratio of the taxpayer's industry,

In applying the ALP, financial ratio [degree of gross/net profits) of 1he
taxpayer will be compared to that of the financial ratio (degree of gross/net
profits) of comparable companies to determine the ALP of the taxpayer's
business.

it {ollowng are the financal raties that can be wsed as Basisfindlcator for
comparabhia:
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a.4.1] Gross Margin to Sale Ratio

= Gross profit
Lale

a.4.2) Gross Profit to Basic Sale Price Ratio

(Gross Mark-up) = rofit
Basic Sale Price

a.4.3) Rate of Return of Sale Ratio

MNet Operatin im
Lale

a.4.4) Rate of Retum of Total Costs Ratio

= Net Operating Income
HPP? + Total Qperating Costs

a.4.5) Rate of Return of Assets (ROA] Ratio

= Net Operating Inc
Total Dperating Assets’

a.4.5) Rate of Outcome of Capital Employed (ROCE) Ratio

| Net Operating Income
Current Assets-Liabilities

a.4.7) Berry Ratio

= otk
Operating Costs

#.4.3) Debts to Capital Ratio
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2.4.9) Research and Development {R&D) Costs to Sale Ratio

- RE&D Costs
Sale

a.4.10) Marketing Costs to Sale Ratio

Marketing Costs
Sale

b) Make Functional Analysis.

Functional analysis is performed to obtain accurate identification on the
characteristics of the taxpayer's business as well of their counterparts. By
knowing them, the level of the risks borne and remuneration (profit) which
are proportional with the risks borne by any of the parties can be predicted.
For example, the characteristics of business of the parties who perform
manufacturing function among others, are fully fledged manufacturing,
contract manufacturing, and toll manufacturing. On the other hand,
characteristics of the parties who perform distributor function, ameng other
things, are fully fledged distributor, limited risk distributor, commissionaire,
and commission agent.

FaR nnalysis is a mapping of the econamigally relevant facts and characteristics
of related party transactions with attention to the Functions, Assets, and Risks
(FAR) and the allocation of the functions, assets, and risks between the parties

Involved in the affiliated transactions to accurately know the characteristics of
each party:

The Revenue Officers need to study several sources of information, Including:

1) ‘Organizational chart of the taxpayer under audit and structural
chart-of the group;

2} List of all employess, job descriptions, and the autharities of the
employees invelved in the economically relevant functions;

3} Audited Brancial statemonts:

] segmented financial statoments {segmented both by function
and by independence of transactions);

5 Global pricing policy docunend;

&) Licensing contracts for intangible assets to recognize the parties
that own- intangible assots anil identify paymeants/ recelpt ol

1""".1."
LElj




royalty te/irom related parties; and

7} Transter Pricing Documentation,

The Revenue Officers should focus on the following acthvitids In performing
FAR analysis:

1} Identify the significant/material economically relevant functions
performed by the taxpayer, including design, processing, assembly,
research and :leue}npment, zale and distribution, purchase,
provision of services, marketing, promotion, transportation,
financing, and management and other related activities,

2} Identify the significant functions performed based an the following:
# Transfer Pricing Documentation and/or FAR analysis form;

# Taxpayer's inancial statements; and

# Drgenizational Chart.

3} Prepare questionnaire neaded for Interviews with key personnel
that are involved in significant functions,

4) Conduct a review and analysis of accounting data, Interviews, plant
tours and site visitations.

#  Work with the taxpayer to identily key personnel for interviews
[site tours.

& Work with taxpayer to identify plan and site for tour(s).
~ Work with core members to prepare for interviews and tours:
~ Consider and evaluate far foreign travel,

5) The Revenue CHficers nesd to prepare Minutes of Provision of
Information In connection with information relevant to the FAR
analysis (Annex 101,

6) Durtrg the Interview, confirm the functions / contributions /

participaticns performed by related parsios regarding the related
transactions, intluding;
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Revenue Officers need to do research on the organizational
chart, number and qualifications of personnel, and financial
statements of the related parties, In arder to confirm that these
related parties have functions in the taxpayer's related party
transactions.

b) Transactions of transfer of intangible assets, the Revenue
Officers need to confirm the gualifications (economic/legal
ownership} of the party that receives the transfer of the
intangible assets, .e. considering the ability of the transferee in
developing, protecting, or maintaining the intangible assets.
This can be done by studylng the arganizational chart, number
and qualifications of personnel, and financial statements of the
refated parties.

¢} Transactions of provision of intra-group services, the Revenue
Officers need to confirm the gualifications (beneficial} of the
party that delivers the intra-group services. This can be done by
studying the organizational chart and the number and
gualifications of the personnel who provide the services,

7) Identify and/or confirm the types of assets used by the taxpayer,
Including land, buildings and machinery, use of valuable intangible
assets, financial assets; and the nature of the assets that are used,
Incliding useful life, market value, location, and legal protection
avallable for the intangible assets.

The following should be considered in identifying the use or
existence of intangible assets:

a) The company obtains a higher profitability level than the
average for similarindustries;

b} The existence of the Intangible assets is not determined by
whethar or not the intangible assets are recorded n the balance
sheet;

Example 1:

Costs In connection with research, development and marketing of
a product are often not capitalized but instead charged as expense
at the time they cccur, These costs may not be reflected in the
balance sheet as Assels,

—_— g} Theexistence of intangible assels s not tletarmined by whethet

ety O el *_'-e"-' or not they e legal protection.
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Example 2:

Intangible assets relating to the production process in the form of
patents are commanly registered, while thoseé in the form of know-
how are commonly not registered, because the company owning
the know-how takes the view that this information should be kept
confidential.

Below are the types of intangible assets and the steps to identify
thair existence.

a) Manufacturing intangibles

Manufacturing intangibles are generally created through research
and development activities, which are risky and entail expenses, so
that the developer secks to obtain compensation for the
expenditure in connection with these activities and to seek profit
through the sale of goods, license agreements, or service contracts,
The developer of the intangible assets may engage in the research
and development activities by itself, or in the name of one or mare
members of the company group, in these ways:

(1) based on a service contract, in its own name or that of one
or more members of the company group; and

{2} based on an agreement whereby the members Involved in
the joint activity will be the economic owners of the
manufacturing intangibles.

The Revenue Officers need to take the following steps to ldentify the
existence of manufacturing intangibles:

{1} Perform research on contracts, such as ficensing contracts
or sale  contracts for the intangible assets.

(2] Review the FAR analysis table relating to manufacturing
functions and intangiblé¢ assols used that has been filled in
2y the taxpayar (Annex ),

(3] Check the taxpayer's organizational chart regarding
manufacturing functions, key personnel, and  job
descriptions of the key persormel,

i1l Conduct site visits and Ierviows with Factory managers
and manuli:cturing engineers to confirm whother or not
thace s Ko (o) o patents osed fn thefactoi . s well as
ity ettnumis Bonolit:
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(5) Identify existence of unique production equipment or

modifications made to the production equipment that
baosts quality or reduces production costs.

(6) Identify any changes in factory design that reduce

production costs or increase in output.

(7) Obtain a list of patemts and conduct interviews with

research and development personnel [or key persons
related to patents) to determine whether the patents are
used or not, and also to determine the value of the patents
if any. The Revenue Officers may request the opinions of
expert regarding the value of the patents for the taxpayer.

i8) Conduct Interviews with research and development

personnel to determine the company’s level of success In
the market (market power) produced by each such patent,

b) Marketing intangibles

Tarketing intangibles include but are not limited to trademarks or
trade names that help increase the marketing of goods and services,
customers list, distribution channels, a unigue name, symbal or
picture that has important promotional valug for the products.

The value of marketing intangibles depends on several factors,
incliding the reputation and credibility of the brand or tra:ie name,
level of quality control and continuing research, distribution and
avallabllity of the goods and services that are marketed, success of

promotion costs, and o an.
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The Revenue Dificers should do the following steps to identify the
pulstence of markating intangibles:

(1) Conduet research on contracts relating to licenses
{substance over form).

{2} Review the FAR analysis table regarding marketing
functions and Intangible assets used that has been filled
in by the taxpayer [Annex 6).

(3] Chedk the taxpayer's organizational chartwith regard to

marketng function, key personnel and their job
descripticons,

13



{4) Conduct Interviews with marketing/sales personnel to
identify reasons for the products’ success in the market.

(5} Identify the existence of a series of activities that add
value to the transaction.

Exampie 3:

Strategic planning activities in the field of marketing,
advertising activities that have a long-term impact on a
product, and so on.

(8) Identify the existence of successful distribution channels
that make It easy for consumers to purchase the
products and/or services. If necessary, the Revenue
Officers may request the opintons of experts regarding
the reasons for the success of the taxpayer's product in
the markes.

7. Map and/or confirm the risks bome by the taxpayer in connection with
the affiliated ransactions. This can be done by, for example, studying
sale/purchase contracts, identifying write-off transactions, including
those for uncollectible receivables, operating expenses in the form of
loss from exchange rate differences, warranty expense, and inventory
obsolescence. The Revenue Officers need to observe consistency
between the party that bears the risk as stated In the contract and the
facts and conditions in the field.

In performing FAR analysis, the Revenue Officers need to Identify the
taxpayer’s contribution to the creation, development, protection
and/or maintenance of the Intangible assets. Factors that need to be
considered In identifying the taxpayer's contribution inclode the
following:

aj) Existence of research and development costs or marketing
costs;

L} Exstence of a function relating to research and develapment
performed by the taxpayer;

e} Existenceof a function of marketing performed by the taxpayer:

d) Existence of risks of research and desslopment andfor
marketing risks that are home iy the tazpayer;

VTN | e) Existdrce of parsonnal with spocksl (uolifications who sre
employed [n the functions of marketing. manilacluidhng, o
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research -and development or other functions that determing
the success of the taxpayer's products. These personnel can be
identified from several factors, such as experience, educational
background, income, performance evaluation, and duties of the
personnel; and

f) Existence of distribution channels and customer lists.

The contributions made by the taxpayer in connection with the success of its
products should receive remuneration over and above the routine functions
that are performed. Therefore, the reasonable range of the taxpayer’s financial
performance should be higher than the average for similar companies that do
not have a contribution to intangible assets.

After perfarming the FAR analysis, the Revenue Officers should be ableto draw
conclusions about the characteristics of the taxpayer's business-and the
functions performed by [ts related parties, and to examine the appropriateness
of the remuneration recoived by the taxpayer and its related parties to the
functions performed, assets used, and risks borne by each party.

The conclusion about the characteristics of the taxpayer's business may be in
the form of toll manufacturing, contract manufacturing, fully fedged
manufacturing, - fully — fledged  distributor, limited  risk - distributor,
commissionaira; commisgion agent, service provider or others,

In cases where there are some changes or developments in the business
activities that may re-characterize the taxpayer's business, the Revenue
Officers shall determine the adjustments based on the functions performed,
assets used, and risk borne.

2,) Selection of Transfer Pricing Method

In choosing the transfer pricing methed {TPM), ldentlfying the availability of
comparables and determining the most appropriate transfer pricing method based
on facts and condition are necessary.

a)

Identify available comparables.

One of the important things in choosing TPM |5 the avallability of reliable
independent comparables, The purpose of this is to ensure availability and
reliability of independent comparables to be applied. Comparables to be
idertified can be in the form of prices data (for example marke! prices for
comnniedities), data on margin of yross profii, ar data on margin ol net profits
Comparables used to test transaction of the taxpayvers with their related
mitrties can be grouped mro internal comparable and external comparable,
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1} Internal comparables

internal comparables are obtained when the tested party* engages In sale
transactions or purchases of goods/services with unrelated parties,
licensing of Intangible property to unrelated parties, imposition of Interest
rates/ interest payments on loans to unrelated parties, etc. Factors that
need to be confirmed in identifying rellable internal comparables include
the following:

a)

b)
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Ensure that the internal comparables are not transactions that
were performed soiely to Justify that the related party transactions
are at arm’s length.

Example 4:

TMD Corp., a manufacturer of agricultural machinery, sells part of
its product 3WG through LAC Inc., its subsidiary in country X. In
addition, TMD Corp., also sells a small amount of its product IWG
to FEL Ltd., an independent distributor in country Y. The economic
conditions in country X and country ¥ are relatively similar. To usa
the sale transactions to FEL Ltd. as internal comparables, it must
first be confirmed that these Independant transactions are not
performed solely to justify that the affillated transactions are at
arm's length.

“Performed solely™ means that FEL Ltd. is not economically
dependent from its transaction with TMD Corp.

Ensure that internal comparables are independent transactions
performed in the normal course of business,

Example 5:

At the start of the year, TMD Corp,, a manufacturer of agricultural
machinery, sells product 3WG to LAC Inc,, its subsidiary in country
X, However, at the end of that year, TMD Corp, goes bankrupt and
has to liquldate ts lnventory by seiling all s praduct 3WG at a
liguidation price. Because this liquidation sale is not conducted
under normal business conditions, the sales of TMD Comp. at the
time of the lquidation cannot be used as an indepéndent
comparable in determining the fair price of TMD Corp.'s products
to LAC Inc.

Vihe Lested pory b e cotipy baowhikch o [rinsfer prickag dilind can be irdst sfliabihy appiied Looaoid fodm
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e} Ensure comparability between the related party transactions and
the internal comparables by considering the five {5) comparability
factors as enumerated in RR Mo, 2-2013.

AURRALOF I ErmaL nevenue | 1 Characteristics of goods and services;

T TR TR T VTN

n \ 2. FAR analysis;

t\'-, =L b L | 3. Contractual forms;
* EECOROS MGT. DIVISION_|

4, Economic circumstances; and
§, Business strategies.
2) External comparables
The external comparables that can be used to test the arm’s length nature

of related party transactions may be in the form of the following but not
limited to:

a) market price of commodity products or price of similar
goods/services traded by unrelated partizs, such as gold, silver,
crude palm ol (CPO), coal, and other commaodity products;

bl Bangko Sentral ng Pllipinas Offered Rate [BSP);

¢} Philippine Securities and Exchange Commission (SEC) database; and

dj commercial databases {i.e., orbis, oreana, onesource, speedal.

b} Choose the TPM that is Most Appropriate to the Facts a_nd Conditions

Factors that need to be considerad in selecting the TPM that is mast
appropriate to the facts and conditions include the following:

1) advantages and disadvantages of each method;

2] appropriateness of the TPM to the basic nature of the transaction;
determined based on FAR analysis;

3] availability of reliable information (in connection with independent
camparables) to apply the method that o chosen and/for other
methods; an

1) level of comparability betwoeen the related party transaction and the
trancaction:  tetwesn indepandent pastic:  incloding refinbility of

e



adjustments made to eliminate the material influence of any
differences.

BUREALIOF 1+

Te choose the most appropriate method in a transfer pricing case, it needs
information in respect of factors of comparability on related transactions
In examination process, especially information on FAR of all related parthes

entering into transaction with taxpayer, Induding related party existing
abroad.

WSl
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Selection of tested party is carried on based on functional analysis already
prepared and reliability of data/proofs/information as well as facts
[r:*..ﬂf] obtained In audit. The Revenue Officer can choose taxpayer which Is being

audited as tested party. The Revenue Officer can also choose counterpart
of audited taxpayer as tested party.

Factors that require attention in choosing the tested party include the following:

= The tested party is generally the party that has the less complex functions, for
example, the party that does not have unique/valuable intangible property;

# If the tested party is located abroad, the Revenue Officers should confirm the
reliability of the information regarding the tesied party, for example by
requesting data/information on financial statements or other data from the
taxpayer and/or performing an exchange of information with the competent
authority in the country concerned,: and

7 If the Revenue Officers cannot confirm the reliability and adequacy of
information of a related party located abroad that was 1o be tested, the
Revenue Officers can select the taxpayer or another related party as the tested

party.
3.) Application of the Arm's Length Principle® {ALP)

Applying the ALP s conducted after choosing the most appropriate TPM and should
conslder the following;

et
a)  anentergdise of o Contracting State partidpates directly or IndErectly in the managemant, contral
ot et of wm entorprlse'of thie athar Condracting Stags, of
Bl T same porsans pisthpate dlnectly oF ditectly in thoe wanaramant, obnirol or éapital of an
mmterpriss of o Tondraclng Staje and an salerprise of {he ather Cantracting State,
ored I ovther e onaditiong wie idade or impased bibwoen o enlonanses in Wair commercial or Hemmcial
rolitisnn wihech dllies beom ihost ahich wonkl o pmede betwenm iisprndont enbimrses, Whén oy prolits
which wataliil, L2 fer thpte comdithons . Fawd acerind fa ani al th el tmfd, bytenton ol thoss
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a. Performing Comparability Analysis

Audit on transfer pricing Is made by comparing condition of related
transactions and condition of Independent transaction. Related transaction is
deemed comparable with independent transaction In the event that:

a.1 Difference (if any) between condition of affiliated transactions and
condition of independent transaction has no material influence to
prices or profits;

a.2 Accurate refiabie adjustment can be conducted to eliminate
material influence.

b. Increasing Scope of Comparability

Ta compare condition in related transactions to condition of independent
transaction, economically relevant characteristics of condition compared must
be comparable adequately so that the comparison I& more accurate. In the
event that condition of related transactions |s not comparable with condition
of independent transaction, expansion of scope of comparability can be
conducted by ways, among other things:

b.1 Criteria of Manual Searching and Sefection

To generate reliable comparable, data’ searching in commercial
database must use right searching strategy/searching criteria, among
other things:

b.1.1 Code of industry in accordance with the audited taxpayer;
b.1.2 Region;

.13 Availability of data; and

b. 1.4 Indicator of financial statement,

Following the data searching through the searching strategy, one or
more data of company to be made as comparable will be abtained.
However, data ebtained from commerclal database only- constitute
candidate comparable. The candidate comparable chosen must
underpo manual selection process (manual review/manual screening)
that can be decided whether the candidate comparable s used
(reliable) or rejected

Manual selection |5 made |3y leaming profile of every company
becoming candidale comparable; secing In its website, searching
information (olating 1o the candidate compat able in printed media or
anline or other methods.

i I|_|||r|||_|.|.._|_. I
i Ufl
1T |'1
Al 5“.’ II]‘I'] o 19
L 1)
|F




The criteria to reject candidate comparable, among other things, are as
follows:

1} General Review

The purpose of the genaral review is to select companies
that have data or information available to further testing
and those that meet basic comparability requirements such
as independence, product and business activity similarities.
The Table below summarizes the general review.

Raojection Description Wurmnber of
Criteria companies
rermaining after
applying the
eriterion
At Ruject companies that are no

longer active or are dormant
since  they do  not  haes

eeonamic scthvity
Corporate Reject companies that aré not
Strucire lipted ot 3 stock corporathon L.

the companies’ legal form is
gllher 3 hmited o general
partnership,

-

Available Rejeit cormpanies that do oot
information have financial information for at
least 2 of ‘the 3 yodars of the
Lesiod petiod. Reject companites
that da ool have sulfigient
bsformation based on intoimel
research,

Moduet  and | Revew  the omaln bl

Linishriiss ictivity of the companies and
At il the prodocts thot Thiy el
itk
—
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Independence | Reject companias that have the
following:

fa) Compankes which are
owned by another by
more than 25% of its total
sharshodding; or

[b} Companies which have
rednted party transactions
that are more than 20% of
thie relevamt threshold

Consecutive | Reject companien that are not
leases . comparable dug 10 the volatility
of  their profitability s
evidenced o1 shown by
consefulive years of losses

Ineurred.
Cther Rejoct companies that declared
rejection affidavit of non-opsration and
Fedenn discontinied cormmierchal

operations, newly registered
cormpanies,  companies  that
hdve nd busess description or
have msolfickent dntn

2] Financial Review

The financial information of the remaining companies Is
placed under further scrutiny to ensure that the companies
perform the same FAR. The table below summarizes the

steps below.
Rejaction Dexcriplion Blumber of companies
Criteria remnaliving oftar

applying the critciion

Lawel of | Relect  companes  whose

THERE raweniE lovel exconds 10t
T
T TR T L it .ﬂ:m,- higher or lower than the bestod
ne 5| ey ‘ifiI'ﬂ revenue level, IndBoathyd M |
= 1| coMmpany’ s Seale ol opermilions
hUE E'ZU pody Be differend! from Fhe

J ) testedd by
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Lyl &l | Reject companiet whose ratin
researeh and | of research and development
development | expenses Lo sales enceed %

EHDENEeS

Ll of | Reject ompandes whose rabio
intangible of intangible 2ssely to 1otaf
assels 0 | azsms excood 3%

total assels

b.2 Use of Multiple Year Data

To obtain a complete understanding of the facts and circumstances
surrounding a controlled transaction®, it is useful to examine from both
the years after the year under examination and prior years, The use of
data from past years will show whether a taxpayer’s reported loss on a
transaction is part of a history of losses on similar transactions, a result
of a particular economic condition in a prior year that caused an
increase in cost in the subsequent year, or a reflection of the fact that
a product is at the end of its life cycle.

b.3 Use of an Interquartile Range”

In some case it will be possible to apply the arm’s length principle to
arrive at a single figure [e.g. price or margin) that is the most reliable to
gstablish whether the conditions of @ transaction are at arm's length,
However, because transfer pricing is not an exact science, there will be
many occasions when the application of the most appropriate method
or methods produces a range of figures all of which are relatively
equally rellable. This Is often the case in practice where the
comparables are extracted from a database. In such cases, if the rango
Includes a sizeable number of observations, statistical tools that take
account of central tendency to narrow the range (=4 the interquartile
range cr other percentiles) might help to enhance the reliability of the
analysis,

The end result of the financial data analysis after performing FAR of the
sefected comparables are summarized in an interquartile range. The
median i the midpomt of the interquartile rdnge, The meadiau will
generally praduce a different result to the average of the range being
conshlerod.

! “Jﬁtlf'"F"' IFANSECTRON odoes ary Srasacion elswioon (ves ar more pdiaciibod onterpoises . Condrgl] rolfaig e
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In these cases, differences In the figures that comprise the range may
be caused by the fact that in general the application of the arm’s length
principle only produces an approximation of conditions that would
have been established botween independent enterprises. It is also
possible that the different points in a range represent the fact that
independent enterprises engaged in comparable transactions under
comparable circumstances may not establish exactly the same price for
the transaction.

It may also be the case that, while every effort has been made to
axclude points that have a lesser degree of comparability, what is
arrived at is a range of figures for which it s considered, given the
process used for selecting comparables and limitations in information
available on comparables, that some comparability defects remain that
cannat be identified and/or quantified, and are therefore not adjusted.

if the relevant conditions of the controlled transactions (e.g. price or
margin} are within the arm's length range, no adjustment should be
made.

if the relevant conditions of the controlled transaction (e.g. price or
margin) fall cutside the arm's length range asserted by the BIR, the
taxpayer should have the opportunity to present arguments that the
conditions of the controlled transaction satisly the arm’s length
principle, and that the result falis within the arm’s length range (ie.
thiat the army’s length range s different from the one asseried by the
BIR}. If the taxpayer is unable to establish this fact, the BIR must

‘determine the point within the arm’s length range to which it will

adjust the conditions of the controlled transaction.
b.4 Comparability Adjustment

Measures on comparability adjustment are taken if there is difference
of conditicns that Influence condition (prices or profits) matenally
betwesen related transactions and independent transaction,
Comparability adjustment can be in the form of adjustment of
difference of coniractual terms, gfc.

If reasonably accurate adjustment cannot be done, then test of ALP at
related transactions should be conducted by using other TPM that is
mast appropriate with facts and conditions.

Where the Revenue Officer has found that a price in & controlied
transaction Is pot at arm’s length, e may make an adjustmen: to
refiect the arm's length price or interast rate Tor that transaction by
substituting or Impatting the price, or interest, as Ve case may be In
nstances, the udjustiiont will alko he reilocted by a
il
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corresponding adjustment upon request of the other party of the
controlied transactions. Adjustments will be made where:

1} Forthe supply of property/goods or senvices, the consideration
i5 less than the consideration that would have been received or
recelvable in an arm's length arrangement;

PR o e na], By ue
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\ 2) For the acquisiion of property/goods or services, the
f consideration is more than the consideration that would have
| been given or agreed to be given in an arm's length
/ arrangement; or

3) Mo consideration has been charged to the related/associated
party for the supply or services.

b.5 Losses

Companies tncur losses for variety of economic and husiness reasons
such as startup losses, market penetration strategles, and research and
development failure. However, an independent company would not
endure continuous losses without taking appropriate measures to
correct the situation within reasonable time, as it would contradict
fundamental business objectives of making profits. The fact that
related/assoclated company continuously suffers losses may be an
indication that it ls not being compensated Taily,

in determining whether the losses are acceptable, it is important to
ensure that the controfled transaction entered into is commercially
realistic and make economic sense. A taxpayer needs to establish that
the losses are commercial In nature within the context of its
characterization. In this regard, a taxpayer s expected to maintain
contémporaneous documentation which outlines the non-transfer
pricing factors that have contributed to the losses.

A contract or toll manufacturer that only carries out production as
ordered by a related party, without perferming unctlons such as
operational strategy setting, product R&D and sales, is expected 1o
maintaimn. a consistent level of profitability, Should the manufacturer
suffer from losses, it must prove that these losses are not a result of its
trangactions with a related party.

b.6 Separate and Combined Transactions Approach

To obtaln the most precize approximation of arm's length price o
profitaliocation, the ALP should idedlly be applicd on & transaction-by-
transaction basls. However, depending on the cdrdimitances of the
rase, transter pricing may ssmetimes need to bie dealt with-at the layel
af & roduct or bosiness umb rathos 1hanat the level of sach particnt:
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in establishing transfer prices, taxpayers should set prices separately
for each transaction they enter into with a related/associated person,
However, where transactions are so closely linked (or continuous) that
they cannot be evaluated adeguately on @ separate basis,
determination of transfer price based on bundled transactions may be
considered. This Is provided if it can be demonstrated that it is the
normal Industry practice to set one price for a combination of
transactions [e.g. goods and the associated intangible property) or
where It may not be reasonable to expect to find quality data available
to set the price for separate transactions. Lack of refiable data on
comparable transactions may be due to the complexity of the dealings
or the relationships between the parties. Therefore, the total amount
may be on an aggregate basis.
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it is generally accepted to group intangible assaciated with the product
or service provided if comparable independent transactions also have
these various transactions which cannot be disoggregated and are
bundled Into a package deal with all the associated costs being included
in the price of the product.

Example 6:

Aggregation of transaction involving tangible and intangible products
that are highly integrated

A company that izensas a manufacturing know-how and sunplies vital
components that are highly integrated to a related/associated party
may find It more reasonable to assess the arm's length price for these
two activities as an item instead of separately.

Example 7;
Aggregation of transactions where one product complements the other

pggregation of transactions may akso be appropriate in situations
where a taxpayer is required to carvy an unprofitable product or line of
products which are auxiliary to the profitable items and where there js
sufficient profit available to provide an adeguate return fram the
coimplete product range to reward the FAR of the company. Common
types of bundied products that fall under this category Include printers
with cartridges, and razors with blade.

Example &:

Disaggregation of transactions where the nature of transactions s
subtantinlly different.

Company LA war astablished in the Philippines to handle distribution,
anles, aftor-sales service, repalr, ind maintenance servicey ol the THD

25
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group vehicles consisting of trucks, buses and coaches which are 100%
imported from its parent company In the US. Company LAC Is also the
regional hub for TMD in South East Asia, covering markets such as
Singapore, Thalland, Vietnam and Malaysia. This regional office also
houses the regional training center where mechanics, technicians,
driver trainers and managers from Asia Pacific region are trained to
provide TMD's group customers in the region.

Ordinarily, in this situation, the various kinds of activities should not be
aggregated and Company LAC is required to prepare segmental
accounts as follows, in order to enable the pvaluation of the arm’s
length nature of the controlled transactions on a transactional basis:

» Sales and distribution
¥ Repair and maintenance services
¥ Regional service

b.7 Re-Characterization of Transactions

Examination of a controlled transaction ordinarily should be based on
the transaction actually undertaken by the taxpayer insofar as they are
consistent with the methods described In the Guidelines. However,
when reviewing an agreement between related/associated parties,
consideration s not only on the terms of the agreement but also the
actual conduct of the parties.

Therefore, in determining an arm's iength price, the Revenue Officer
may disregard and re-characterize a controfled transaction under the

following circumstances:

{a) Where the economic substance of a transaction differs from its
form; or

(b] Where the farm and substance of a transaction are the same,
the arrangements made in rélation to the transaction when
viewed in their totality, differ from those which would have
been  adapted by independent persons  behaving  in
commercially  rational manner and this actual structure
practically impedes the BIR from determining an appropriate
transfer prica,

The need b6 re-charaiteibd 5 transaction is based onthe cationalé that
the character of the transacthens ks derived from the relaticnship
between the partles and is not determined hy normal conditions. The
eontrolied tramsaction moay have been structured by the tagpayer to
avold orminimize fax. This b supported by the fact that -
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[a} Related/associated parties are able to enter into a greater
]\ T ¥ T __1-' variety of contracts and agreements compared to independent
i -.i le'trs. MGT, DIVISIUN persons because the normal conflict of Interest which exist

hetween independent parties is often absent;

(b} Associated persons often conclude arrangements of a specific
nature that are not, or very rarely, encountered between
independent parsons; and

(c} Contracts under a controlled transaction are quite easily
altered, suspended, extended, or terminated according 1o the
overall strategies of the multinational group as & whole and
such aiteration may even be made retroactively.

Example 9;

An investment in a related/associated company in the form of interest-
bearing debt would not be expected to be structured in the same way
had it been conducted at arm's. length, given the economic
circumstances of the borrowing company. In this case, it might be
appropriate for a tax administration 1o characterize the investment in
accordance - with |15 economic substance where the loan may be
treated as subseription of capital.

Example 10:

A sale under a long term contract, for a lump sum payment, gives
unlimited entitlement to the inteflectual property rights arising as a
result of future research for the term of the contract. While it may be
proper to respect the transaction as a transfer of commercial proparty
it would pevertheless be appropriate for a tax administration to
conform the terms of that transfer in its entirety 1o that which might
reasonably have been expected between independent persons. Thus,
In the case described above, it might be appropriate for the tax
administration, for example, 1o adjust the conditions of the agreement
In- & commercially rationale manner as a continuing research
agresment.

€. REPORTING OF AUDIT ON TRANSFER PRICING
Tha report should include the fellowing:
~  Exocutive Summany

Fartusl Batkeround angl Functional Analysis of the Taxpayver and the
Treaisaction[w) at lsswe
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Summary of Taxpayer's Proposed Economic Analysis for the Transaction at
Issue

Critiqee Taxpayer's Methodology and Analysis for the Transaction at lssua

Revenue Officer’s Determination of Arm’s Length Price based Upon Economic
Analysis

Summary and Conclusion

The Revenue Officers shall meet with the taxpayer to discuss the audit findings on all
lssues prior to finalizing the report. Discussions are to focus o

Fg Understanding the taxpayer’s position
s Determining whether the taxpayer agrees with the facts

- Determining whether the taxpayer would agree to any issues
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CHAPTER Il

Transfer Pricing Audit Method
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aAudit of transfer pricing on taxpayer's transaction with their related/associated parties
can be conducted by performing test of prices or profits whether at level of gross profit or at
level of net operating income. After making comparability analysis, test of application of ALP
is performed by applying TPM,

Transactions of Sale or Purchase of Goods/services

Totest sales or purchases of goods/services, the Revenue Officers can use the TPM that
is most appropriate to the facts and conditions. Below is a description of the steps to apply
the arm’s length principle in accordance with the method that was chosen,

1) Comparable Uncontrolled Price {CUP) Method

The CUP Meathod evaluates whether the amount charged in a controlled transaction
is at arm’s length by reference to the amount charged In a comparable uncontrolled
transaction in comparable circumstances. Any difference between the two prices
rnay Indicate that the conditions of the commercial and financial relations of the
associated enterprises® are not arm's length, and that the price in the uncontrolled
transaction may need to be substituted for the price in the controlled transaction.

The CUP method is applied by comparing the prices of goods or services in related
party transactions with the prices of goods or services in independeant transactions.
App!smh—un Ql the CUP method to transaction: of sale or pun:hasa of
goods/services is done using the following steps:

{a} Perform Comparability Analysis

Before price comparison is done, the Revenue Officers must fiest confirm
the comparability between the related party transactions and independent
transactions. Below s an explanation of the comparability factors that
must be noted In testing related pany transactions using the CUP method,

i} Characteristics of the Goods and Services

In performing the comparability analysis, it must be understood
that ‘minor differenicas in the characteristics of goods and
services can hove a material influence on the price of the goods
and services Therefore, the comparabliity o the goods or
services 15 an Important factor that needs o be considerad In
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the CUP method compared with the application of other TPMs.

{i} FAR Analysis

| TR S T T

AT TIF el EHNAL HEVENUE In addition to the characteristics of the goods and services,
; 1 1 comparability of the functions performed, assets used and risks
1) involved between the related transactions and the independent
| transactions has also material influence on the price of goods
adilf and services. Generally, significant differences in function;

= S COROS MGT, DIVISION assets, and risks will reflect a difference in the expected return,

Aside from the characteristics of the products and the FAR
analysis, differences in contractual terms, business stratepy,
and economic conditions are also important comparabikity
factors that need to be considered when applying the Cup
method.

After performing comparability analysis, comparison of the
prices of goods or services in related party transactions and the
prices of goods or services In independent transactions can be
done. There are two ways to compare prices of goods or
services which are direct and fndirect comparison:

(a) Direct comparison is done if there are no differences
inconditions between the related party transactions
and independent transactions that materially
tnfluence the prices of the goods and services, so
adjustments can be made directly for any
differences in the prices of the goods and services.

(b) Indirect comparisan Is done if there are differences
in conditions batween the related party transactions
and the independent transactions that materially
influence the price of the goods and services, and
reasonably accurate adjpstments can be made to
eliminate this material influence.

{h} Increase Comparability

increasing  comparability Is done when there are differences in
conditions between related party transactions and independent
transactions that materially influenca the prices of the poods and
services. The purpose of Incressng comparability ls to aliminale that
material influance,

inervasing . comparability w tho CUP mathod Is done by making
raasanably secttate adjustments for the difforonces 1 conditions



between the related party transactions and the independent
transactions.

Example 11:

Taxpayer TMD, a MNE, sells 60% of its product to an associated
company WSR, at a price of P 100 per unit. At the same time, the
remaining 40% s sold to an independent enterprise ASG at P 150 per
wnit,
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The products sold to W5R and ASG are the same, and the transaction
between TMD and ASG may be considered as a comparable
uncontrolied transaction. However, FAR of WSR and ASG must first be
carried out to determing any differences. I there are differences,
adiustments must be made to account for these differences.
Adjustments must also be made to account for product quantity
discounts since volume of sales to W3R and ASG are different.
Assuming there are no material differences that require adjustments
to be made, the CUP may be applied using the unit price of F 150 as a
compirable arm's length price.

Example 1.2:

Cantralled transaction

pEEEE——) P10 gy
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Uncontrolled transaction (External comparable)
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Manufsciurer TMD exports its product fo associate. company W3R,
rdanufacturer FEL exports the same product, in similar quantithes and
unider similar terms to company LAC, an independent parly openiting
i sdmibar markeis a5 WASR, The uncoy olled sales price is a deliversd
ik whoreas Jhi controlles <ples are imada FOR r.}ﬁ.i'l'.'ll"f. Thiese
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differences in terms of transportation and duties have an effect on
price. Theretore, adjustments should be made on the uncontrolled
transaction to eliminate the differences.

Selling Price FEL to LAC P 150
Less:
Adjustment for freight P10
| Adjustment for duties 5
Total adjustments (15)
Arm's length price TMD to P 135
WSR

2) Resale Price Method (RPM)

RPM is applied where a product that has been purchased fram a related party is
reseld to an independent party. Essentially, it seeks to value the functions
perfarmed by the reseller of a product. The resale price method evaluates whether
the amount charged in a controlled transaction is at arm's length by reference to
the gross profit margin realized in comparable uncontrolled transactions.

The usefulness of the method largely depends on how much added value or
alteration the reseller has done on the product before it is resold, or the time lapse
between parchase and onward sale. Thus, RPM is most appropriate in a situation
whare the reseller adds relatively litthe value to the properties.

The resale price method is a transfer pricing method that determines the purchase
price of goods from related parties by deducting the gross profit of comparable
independent parties from the resale price of the goods to the independent parties.
Application of the Resale Price Method in transactions of purchase of goods Is done
through the following steps:

a). Perform Comparability Analysis

In appiving the Resale Price Method, attention must be given to the
comparability factors betwoen the related party transactions and the
independent transactions, including the following:

i} Characteristics of Goods

in applying the resale price method, differences in the
characteristics. of goods generally do not have a material
infhience on the grass margin.

P S e e e i

‘ |1| | : J;,, i ||
‘ ful!EngEEHQ r! I,Ill'

=kl H.‘: LE] ifi".-'" | |

a- 74



N\

!
L A L L
REGCORDS MBT. CiLVIRION

Example 13:

A company that distributes toasters and a company that
distributes blenders have comparable FAR, so these two
distributor companies should have comparable levels of

]

gross margin for their sales of toasters and blenders.

fi

(i

{iv)

in applying the resale price method, although
differences in the goods can be tolerated, the
comparabllity of the characteristics of goods must still
be considered. Extreme differences in  the
characteristics of goods tend to indicate the existence of
differences in FAR which have a material influence on
the gross margin.

FAR Analysis

In the resale price method, comparability of the FAR between
the related party transactions and  the independent
fransactions . recejves a greater emphasis  than  the
comparability of the characteristics of goods. Related party
transactions and independent transacitions can be considered
non-comparable when there are significant differences in FAR.
Generally, significant differences in FAR reflect differences in
the expected return.

Conslstency of Accounting Standards

Another important matter in applying the resale price method
is consistency of the accounting standards between the ralated
party transactions and the independent transactions, Among
the aspects of consistency of accounting standards that need to
be noted is uniformity in classification of expenses.

Na Significant Added Value to the Product

Generally, this method will be more appropriate to use if the
reselier does not add any significant value to the products that
are sobd.

Intangible Assets That May Be Generated

If a distributor performs extensive marketing activities [for
example, creation of distribution channels or very high
promotion/advertising expenses), it can be said that the
distributer may have become the ecenomic ownar of intangible
assots [oronomic swaership) n connection with the extensive

Er
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marketing activities, Generally, this method will be more
appropriate to use If the distributor does not engage in
extensive marketing activities,

Existence of Exclusive Rights

If & distributor obtains exclusive rights for selling the goods, this
can influence the pross margin. These exclusive rights are
influenced by several factors, such as size of the tecritory and
existence of competitors. Generally, this method will be more
appropriate to wse if the distributor does not have exclusive

rights.

Other Comparahility Factors

Differences i contractual terms, business strategy, and
economic conditions are also important comparability factors
in applying the resale price method. After performing the
comparability analysis, the Revenue Officers compare the gross
margin of the related party transactions with the gross margin
of the Independent transactions. There are two ways to
COmpare gross margin:

(a) Direct comparison: If, based on the
comparability analysis, there are no differences
in conditions between the related party
transactions and the independent transactions
that materially influgnce the gross margin, the
arm's length purchase price can be determined
from the difference In gross  margin.
Adjustments are then made for the difference
between the fair purchase price and the
purchase price with related parties.

(b Indirect comparison is done when, based on the
comparability analysis, there are differences in
conditions between the related party
transactions and the indzpendent transactions
that materially Tnfluence pgross margin, so
reasonably accurate adjustments are made to
eliminate this material influence In conditions in
order o denve the reasonable purchase prleo,

b) Increase Compambiility

iy dsnde camparability is dono we

| there ars difforensos in cointitons

hetvalen rekmad tarky tranesctions and ndoposdant transsctivng that
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materially fnfluence the gross margin. The purpose of increasing
comparability is 1o eliminate this material influence on the gross margin,
Comparabllity can be Increased by maklng reasonably accurate
adjustments, using multiple-year data, aggregating transactions, and using
manual search and selection criteria,

If it is difficult to make reasonably accurate adjustments, the Revenue
Officers need to consider using another transfer pricing method that is
more appropriate to the facts and conditions.

Example 14:

Taxpayer TMD, a distributor, 15 a Philippine subsidiary of multinational
WSR, which is located overseas. WSR distributes high quality product
manufactured by W5R. WSR also sells similar product of a lower quality to
an: independent distributor  FEL in. Philippines. The cost of product
puirchased from WSR by TMD is P 7.60 per unil. TMD resells the product to
independant party for P B.00. A functional analysis shows that TMD and FEL
perform similar function, The gross profit ratio of FEL was found to be 10%.
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in this example, it is noted that there are product {guality) differences when
comparing the controlled and uncontrolled transactions, However, since
the focus of comparison is on margins, the differences are not. as material
as they would have beéen if the basis of the comparison were on the prices.
Furthermore, ThD and FEL carry out similar functions (FEL being another
reseller in the same market), thos the resale poce main of 10% will be
wsed as basis to determine the arm's length price for the onginal purchase
by TRALY from WESR

Arm's tength price of product purchased (in Fhp) =8 —{48 ¥ 10%) =P 7.20
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Example 15:

PhilCo distributes laptop computers in the Philippines for 1tz overseas
parent company, PCo. Company C, a Philippine company unrelated 1o PCo,
has also been appointed by PCo to distribute desktop computers in the
Phillppines. In this example, it Is assumed that the laptop and desktop
markets are similar in the Philippines. The main difference between the two
distributorship agreements s that PhilCo performs promotional and
marketing functions for PCo whereas Company C does not,

wmw
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The gross profit margin of Company C from the resale of desktops to
consumers was found to be 10%.

Manulschrer PCo

The arm's length price for the related party transaction Is computed as

follows:
PhilCo's sales of laptop to unrelated parties P3,500
Less: Arm's lenpgth resale price margin based on
Company C's transactions {10% x 3,500} [P_350)
P3,150
Less; Adjustment for marketing costs (P__BD)

Transfer price (based on resale price method) F3.070

The dhove example 1s based on an internal comparable i.e. PCo's transactions
with Company C (an independent party) is used to benchmark the transactions
with PhilCo {a related party). The same analysis could be undertaken using
external comparables Le. benchmarking the related party transactions
between PCo and PhilCo against comporable transactions befween an
independent manufacturer and distributor.

3) Cost Plus Method [CPM)

CPM focuses on the grass tisark-up obtained by a supplier who transfers property
of provides sérvices to a related purchaser, Essentially, the method sttempis to
value the functionsd performed by the supplier of the property or services. CPM is
maost useful where sami Anished goods are sold hetwes || rssociatod antarmrisas or
whero the gontrolied transoction involves the provision of zerviess.
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This method i€ often useful in cases involving the manufactura, assembly, or other
production of goods that are sold to related parties or where controlled transaction
invelvas the provicion of intra-group services.

The starting point in CPM Is the cost incurred by the supplier of property or services
in a controlied transaction for property transferred or services provided to a related
purchaser. An appropriate mark-up is added to this cost to find the price that the
supplier should be charging the buyer.

The Cost Plus Method s a transfer pricing method that adds the gross profit from
comparable independent transactions to the costs borne In related party

transactions. Application of the cost plus Method to transactions of sales of
goods/services Is done using the following steps:

a) Perlorm Comparahility Analysis
in applying the cost. plus method, atteation must be given to the
comparability factors between related party transactions and independent
transactions, including the following:

{1} ﬁmamﬂeﬂsﬂcs of Goods and servicas

In the cost plus method, differences In the charpeteristics of

B T ,___;,J_? ‘]Tﬂ"'ﬁr o the gross mark-up.
7 2019 Example 16;
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A company manufacturing toasters and a company

manufacturing irons hive comparable FAR, so these two
manufacturing companies should have comparable fevels of
gross mark-up. Comparisom of the toaster manufacturer and
the icon manulacturer is done on the assumption that there is
no refiable toaster manufacturer. Although differances in poods
or szivices can be tolerated, the comparabiiity of the
chiaracteristics of goods and services betwoen the reiated party
transactions and the independent transactions still requires
attention. Excessive differences in the characteristics of goods
and services tend to indicate the existence of differences in FAR
that have & materisl Influence on the mark-up,

(ii] EAR Analysis
Frv tire Cost Pl Mithod, comparability of FARL batweien mlaged

party transactions arel indepondent transactions is nmahasizoed
muore than comparalility u the characteristics of goods. and
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services. Related party transactions and independent
transactions can be considered non-comparable if there are
significant differances In FAR. Generally, significant differences
In risks reflect differences in the expected return.

Example 17:

After performing FAR analysis, when engaging in transactions
with its parent company that owns intangible assets, TMD Corp.
functions as a manufacturer with limited functions and risks
{contract manufacturing) that does not bear market risk, while
when engaging in transactions with unrelated parties, TMD
Corp. functlons as a fully-fledged manufacturer that bears
market risk. In this case, there are differences in FAR and
expected retum between the affiiiated transactions and the
Independent transactions that have a material influence on the
gross markup.

In this scenario, independent transaction of TMD Corp. cannaot
be wsed as imternal comparable because of the material
differences in its functions and risks.

Consistency of Accounting Standards

Another important aspect in the use of the cost plus method is
that the gross mark-ups that are compared have a connection
with the cost base, so when testing related party transactions
using the cost plus method, the Revenue Officers need to
confirm the comparability of the cost bases, With regard (o the
cost base, consistency of cost structure is an important aspect.
There may be differences in accounting treatment between
countries, and even between companies in the same country.

Other Comparability Factors

Differences in contractual terms, business strategy, and
economic conditions are also important comparability factors
In applying the cost plus method. The Revenoe Officers
compare the gross mark-up of related party transactions and
the gross mark-up of independent transactions after
performing comparability anahlysis, There are two ways to
compare gross mark-up:

(1) Direct comparison: if the camparmbility analysis does
nul find differences in conditions between the
refatad oarty toansactons and  the mdepepriont
trumsacttons that matemly influsnce the grons
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price from related parties,

(2) Indirect comparison i used whan, based on the
comparability analysis, there are differences in the
conditions between the related party transactions
and the independent transactions that materially
influence the gross mark-up, and so reasonably
accurate adjustments are made to eliminate this
material influence in order to obtain the reasonable
selling price.

b) Increasing comparability

Increasing comparability s dope when there are differences in the
conditions between related party transactions and independent
transactions that materially influence the gross mark-up, The purpose of
increasing comparability Is to eliminate this material influence on the gross
mark-up. Increasing comparability in the cost plus method s generally
done by making reasonably accurate adjustments, using multiple-year
data, aggregating transactions, and using manual search and selection
criteria.

4) Transactional Net Margin Method [TNMM)

THMM operates in a manner similar ta the cost plus and resale price methods in
the sense that it uses the margin approach, This method examines the net profit
margin relative to an appropriate base such as costs, sales or assets attained by the
member of a group of controlled taxpayers from a controlled transaction.

The primary difference between TNMM and RPM or CPM is that the former focuses
on the net margin Instead of the gross margin of a transaction. However, one of the
weaknesses of using nat margin as the basis for comparison is that it can be
inflicnced by many factors that either do net have an effect, of have a less
substantial or direct effect, on price or gross margins, Examples of such factors
include the effictency of plant and machinery used, management and personnel
capabilities, competitive position, etc. Unless rellable and accurate adjustiments
can be made to account for these differences, THMM may not produce reliable
measures of the arm’s [ensth net marging.

THMM 5 usuakly appropmate to ose when the gross profit of the business s not
easy o duetermine such that either CEM, in cawe of a manofacturer/serice
provider, ar RPM, In oo afa distrdbutor, canngt Be ied. Since the pet miargin
fipro 5 abways available, [NAAM g e deed ingtuad, applyiog the Soae form i



as those for CPM (for manufacturer/service provider) or RPM (for distributor) but
rather using net margin in Ite_u of the gross margin/profit.

The Transactional Net Margin Method iz a transfer pricing method that uses the
indicator of profit level in comparable independent transactions to determineg the
net operating profit of related parcy transactions. Application of the Transactional
Net Margin Method in transactions of purchase/sale of tangible goods and services
are done using the following steps:

a) Select the Profit Level Indicator (PLI) that is most appropriate to the facts
and conditions.

The PU js shown in the form of a ratio between net operating profit and
sales, total costs, assets, etc.

Determination of the denominator used in the TNMM B done by
considering the company’s profit drivers and their independence fram the
denominator that Is used. Other factors that need to be considered in
selecting the PLI are the type of business and the availability of data.
Service provider companies, manufacturers and the like generally use net
operating profit .compared with total cost as the PLL In contrast,
distribution activities generally use net opérating profit compared with
sales.

The ratlos generally used as PL are net margin, net markup, and return on
assets (ROA).

(3} Ratio of Level of Return on Sales {Net Margin)
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\ s Net Margin = Net Operating Profit x 100%
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{2} Ratio of Level of Return on Total Costs (Net Mark-up)
Nat Mark-up is caleulated using the following formula:

Mot Mark-up = Net Operating Profit % 100%
COGS + Operating Costs

{3) Ratieof Return on Assels [ROA)
ROA 15 calculated using the following formulas:

RO&A = Mel Dporating Profit  =100%,
Fotal Operatlng Agant:

@1l



ROA = Met Operating Profit * 100%
Total Assets — Non-Operating Assets Including Cash

Total operating assets include operating fixed assets (including land,
buildings, plant and equipment}, intangible assets used in the business
{such as patents or know-how), and working capital assets (such as
inventory and trade recelvables less trade payables). Investments and
cash are not included in operating assets unless the company operates
in the financial services industry.

a} Increase Comparability
Increasing comparability in the TNMM includes;

{1} Manual Search and Selection Criteria

AUREAL QOF InTemmne me v
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When the comparable companies used are external
comparables, the search for comparables can be
done using publicly available data, such as
commercial databases. Searching using 2

j commercial database can be done through a search
SION using certaln specific criteria {a searching strategy),

1 T

such as an ndustry code in accordance with the
Taxpayer belng audited, region, availability of data,
and financial statement indicators.

After conducting a data search using a particular
sparching strategy, data on one or more companies
will be oltained that can be used as comparables,
However, the data obtained from a commercial
database are only candidate comparables. The
candidate comparables that have been selected
must then undergo a process of manual review/
manual screening so that it can be decided whether
the candidate comparables are used (reliable} or
rejected.

This manual s¢reening can be done by studylng the
profiles of the companies that are candidate
comparables, looking at their website:, seeking
informution about the candidate comparistilos from
print or media enling, or other methods. Manual
serecning can be  done  guantiatively - and
gralitative .
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'? ﬂ-ﬁ Multiple-year data are used when thay can improve
"' the results of the comparability analysis. Analysis of
g JeL , .” .'. multiple-year data can improve the process of
ﬁﬂﬂ*’hm‘ r“':[ oSt screening of candidaie comparables, for example by

identifying comparables with significant differences
from the tested party. In certain cases, this can lead
to rejection of a candidate comparable or the
detection of anomalies in candidate comparables,
The use of multiple-year data in comparability
analysis doas not mean that the determination of
the fair price or profit uses the average performance
of multiple-year data.

(3) Per Transaction or Combined Transaction Approach

Testing of related party transactions can be done per
transaction of by combining transactions,
considering the facts and conditions, Testing of
combined related party transactions s more
appropriate, for example, when the transactions are
closely linked or continuous. Examples of application
of testing of combined transactions:

[a) Transactions arising from & long-term
contract for supply of commodities or
services;

(b} Use of intangible property Intrinsic in a
product;

{¢) Determination of prices of elosely lnked
‘products; and

{d) The company applies a pricing strategy
focused on' a portfolie approach by
minimizing the profit from certain products
In order to maximize the profit on other
related products, for example the pricing of
printers and of cartridges

8} Profit Split Metloo [PSM)
e PSI iC 2 Eransrer precing mathod that wplits the combined (4 il petweon tha

rolated parties ombeed i related party transsctions based on the contnbution.,
thiy mdls, The pobfil spiit method s ased by cooon frwaliflog Higghly fntegratutl



operations or where both parties make a unigue and highly valuable contribution
ifor example, contribution of unique/valuable intangible properly) so that the
toesting cannot be done separately.

P5M seaks to eliminate the effect on profits of special conditions made orimposed
in a controlled transaction [or in controlled transactions that are appropriate o
agpregate) by determining the division of profits (or losses) that independent
enterprises would have expected to realize from engaging in the transaction or
transactions.

Two profit split methods are commonly used: The Contribution Profit Spiit Method
and the Residual Profit Split Method.

Below are the technigues for testing the reasonableness of transactions using these
methods,

sl Contribution Profit Split Method

The Coninbution Profit Split Method is applied when transactions occur
hatween parties that are closely integrated. This method is alsa known as
one-stage analysis.

The steps in applying the Contribution Profit Split Method include the
following:

(1} Combine the net operating profit of the parties as a single unit.
{2} Determine the FAR that contribute to the net operating profit.
[3) ldentify external data.

Before performing the welighing of the functions, the Revenue
Officers can performance analysis of external market data (for
example, from joint ventures) that reflects how independent
parties allocate profit in comparable conditions. If no data are
availdble; the Revenue Olficers may use intemal data (including
financial data] to perform the weighing. Analysis of
contributions is done based on a detailed analysis of whether
the FAR that are wsed In allocating profit are economically
acceplable/ justified.

(4) Perform Weighing of Functions and Determine Percentage

TLTL-M.F | HzRNAL RENE rlu: Sharasz of Profit.
AT
|| It | Ihe welghing ls based on the relitive values of the functhons
|l i %?Emg “ | parfarined and the economic coniributions of each of the
e I-*;'.‘-'E'L-' affiliated partioy 0 the trangactions. The relathee values of the
Ty 1||.,.n|[,| I_r:l'n.'l Hal
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After obtaining the percentages of profit, next perform a
calculation of the allocation of the profit to each of the related
parties in the transactions based on the weight of their
contributions.

{&) Determine arm’s length profit.

The positive correction to net operating profit is attributed to
the affiliated transactions that occurred, such as purchase

transactions.
6] Residual Profit Split Method (RPSIM)

The RPSM is applied In cases where both parties in the transactions have unique
and highly valuable contributions (for example, contribution of unique/valuable
Iintangible proparty).

The steps in applying the Residual Profit Split Method include the following:

{1} Combine the net operating profit of the related parties as a single
unit.

(2) Determinge the contribution of each party.

Based on the FAR amalysis, It s known that TMD Corp. has
manufacturing intangibles in the form of patent, while TMDI has
marketing intangibles.

(3) Identify the routing functions (simple functions] without the
contribution of cach party,

IMD Corp. has a routine manulacturing function, while TMDI has a
routine function as distributor.

(4} Seek comparables for the routine functions without the unique
contributlans

Bazed on the routine [unclions performmed by each party, it [«
possihio o determine eampariibies for these rootine funcbons. The
routing furction of TMD s manufacturing, 5o the Hevenue Officers
negd to feck compard'a companies that roubinety s In

i



manufacturing. For PT TMDI, the Revenue Cfficers need to seck
comparable companies that function routinely as distributors.

(5) Calculate share of profit for each party without the unique
contributions.

After obtaining external comparables for the routine functions of
each party, the next step is to allocate the profit based on routine
compensation using the one-sided method.

(6) Determine the Relative Values of the unique contributions of each
party.

The residual profit (that is, the remaining profit after step five (5) is
attributed to the affiliated parties based on the relative values of
the unigue contributions made by each party,

The following approaches can serve as a basis in determining the
relative values of the unique contributions of the related parties:

{a) external market benchmark that reflects the fair market value
of intangible property;

[b) capitalized costs for development, repair. and rénovation of
intangible property, less the appropriate amount of
amortization based on the useful life of each mtangible
property; or

(c) actual amount of cost of development of intangible property in
the most recent years, if this expense is constant during that
period and the useful life of the intangible property of the
parties involved does not differ too greatly.

[7) Allocate the Residual Profit based on the relative values of the
unigque contributions of each party. Alter obtaining the relative
values of the unique contributions of each party, the next stap is to
allocate the residual profit based on the relative values of the
unique contributions of each party.

[8) Determine arm's length prafit from the result of the calculations up
to step seven (7] above,
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CHAPTER IV

Business Restructuring

Business restructuring within a multinational groop often result in a change of
business characterization and reduction of profitability of a loeal entity. Such reduction of
profits i5 acceptable only with reduced functions performed, assets employed and risk
assumed. As long as these FAR are actually transferred, it s viewed as commerdially rational
for a multinational group to restructure in order to obtain tax savings. However, If it ks found
that the local entity continues to perform the same functions, and bears the same risks,
Revenue Officers will make necessary adjustments. In an arm’s length situation, an
independent party would not restructure its business if it results negatively for It, where it
has aption realistically available not to do so.
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CHAPTER V

G !
Intra-Group Services RE:L-E!I-H]-E- m:T DIVISIGN

Intra-group services are activities provided by one party within a business group that
provide benefits for one or more other members in the business group. Intra-group services
may take the form of management services, administration services, technical services,
support services, purchasing services, marketing services, distribution services, and other
commercial services provided in connection with the nature of the group’s business,

Basically, the existence of transactlons of delivery of intra-group services is recognized
if the service provides economic benefit or commercial value that improves the commercial
position of the company receiving the services (for example, increases profit or adds
efficiency by reducing operating costs), This can he determined by considering whether an
mdependent party In comparable conditions would be willing to pay an independent party or
would perform the qmﬂsmn of the services itself (in-house),

Steps in Applying the Arm’s Length Principle to Intra-Group Services:

1} Ensure that a certain service from a related party has in fact been performed and
provided economic benefit to the other related party which can be tested by the
Revente Officer as follows;

al 7o confirm the existence or realization of the service provided, the Revenue
Officers need to consider the following:

* Examine the process of the background for the need of the
service and the related documents.

¥ Examine the process of appoimtment of the service provider,
including by examining the qualifications of the service provider
[fm-_enannﬂq, as indicated by a curriculum vitae containing work
experience, educational background, and the track record of the
sgrvice provider),

& Examine the process ol negotiation régarding the componsation
for the service that is providod.

* Examine the process and resufts of the provision of the service
a5 well a5 the ralated documents/ evidenca.

¥ Eraminewhooer theactual service is renderc o5 defmed under
the service azreemnent

= Revhoy Coryppants ralating to the seivios sotivitieg, such as
contract agrtements and Hodises



# Examine the parties involved in implementation of provision of
the service (provision of services may be done by the related
party itself or with the involvement of the taxpayer and third

parties).

bl To ensure that the service provided has an economic benefit, the Revenue
Officers need to consider the following;

||
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# Ensure that the functions performed by the taxpayer are
matched with the type of intra-group services recelved.

Example 18:

Based on the result of the FAR analysis, it is known that PT ASG
Iz a distributor that does not perform activities that add value
to the products. Therefore, PT ASG should not be charged a fee
for tachnical services related to manufacturing activities.
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# Examine the details of the services charged {if more
than one) and understand specifically how these
services could provide or have provided economic
benefit to the taxpayer.

» The following type of activities are not considered as
intra=group services:

{1} Shareholder activity

Shareholder acthvity Is sérvices intended for
activities of the parent company.,

In cartain conditions, a parent company will
charge a service fee to its subsidiary even
though the subsidiary does not need the
service and would not pay Far the service if
there were no  special  relationship.
Therefors, the amount charged as servico
foe is not allowed as a deduction.

Example 15:

[a) Activities for the repoitig necds of the
COmipany, far
preparation of consofidated  financial
statsmoents,

I_I-:_IF-I'_:'I'!'. insEance,
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(b) Activities related to the legal status and
structure of the parent company, such as
oversasing compliance of annual reports,
holding shareholder meetings, issuing
shares and managed by the oversight
board.

ic) Collecting funds to be used by the parent
company itself in order to acquire
another business/branch.

[2] Duplicative services

Duplicative services are services performed
by a member of a multinational corporation
group that duplicate activities parformed by
the taxpayer itself or performed by a third
party.

In evaluating the duplication of services, it is
necessary to examine the taxpayer's abllity
ta provide the service by itself (for example
in terms of qualifications, experlise, and
availability of personnel) or it the taxpayer
has paid an independent party to provide the
service. If a fee s charged for a duplicative
service, this intra-group service cannot be
charged.

Example 20

PT TMD has performed its own analysis of its
operating capital and budget; but in the
same year the parent company also charges
PT TMIX o fee for the same service of analysis
of operating capitaland budget.

An exception may apply. if the deplication of
services is only special and temporany.

{3) Servicas that provide incidental benefit

A servicoe rat provides indidental bonell

an activity perfarmed by one member of o
buinimess group for certain mambers that also
provides incldental benefit to the tasgayor in
thie group. Ganeraihy, Inird-protp servioos
will b parformed to medl e noeds ol
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particular beneficiary, Other members of the
group may gain benefit incidentally from
such senvices. The cost charged for such
incidental benefits that are recelved is not a
cost that can be charged as expense,

Example 21:

in 2 group that has a centralized information
technology function, company LAC Installs a
naw computerized system to handie orders
in company W5R (an affiliate). Company W5R
sells its products to third parties and also to
company FEL (an affillated company). The
efficiency of company W5R'S new system
enables company FEL to reduce its overhead
costs by reducing the staffing in the
purchasing department.

Company FEL receives an incidental benefit
from the service performed by company LAC
for company W5R. Even if company LAC Is
not deemed to be providing service to
company FEL, in an arm's length situation
company FEL would not want to contribute
to the charges for impiementing the new
system in company WSR, beécause the
activities performed by company LAC aimed
at meeting the needs of company WSR,

(4} Passive association

Passive association it a service that is paid to
a related company simply because the
taxpayer is a member of the company group.

Example 22

There is no service fee that must be paid by a
taxpayer simply because the tawpayer
receives a higher credit rating when it s a
part of the company group than when the
taxpayer i4 not 4 part of the company group.

sl
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(5] On-call services

On-call services are services provided by one
member of a business group (usually the
parent company] that are always available at
any time when needed by the taxpayer, or if
provided by an independent party, there
would be a special charge for such service to.
ensure its availability.

An on-call service may not be charged if:

# the potential for use of the service is
very law,

¥ the benefit obtained from the service
is insignificant (negligible), or

#  the on-call service could be obtained
immediately at any time and are
avajlable fram another, Independent
party without first having to enter
into an on-call service agreement,

In analyzing the potentidl use and benefits
of on-call services that are provided, the
Revenue Officers may consider the use of
gaid services in the year concerned and
previous years.

2} Perform calculation of the arm's length payment for the intra-group services.

The steps that need to be taken to calculate thi arm's length nature of paymenis
for services are as follows:

a) Review basis for charging fees for mtra-group servicas,

The charging of fees for intra-group services should be based on the
costs actually expended in providing the services. For example, a
charge for management services should be based on the amount of
cost actually spent, not based on the takpayar's turnover, In order to
know the basis Tor payment of intra-group service [#os, the Revenue
Dfflears have to:

= Look at tha apreament docuirrents For the Intra-group services,
andfor



# Conduct interviews with key personnel.

b} Examine the components in the cost base actually expended by the
service provider and their appropriateness to the service provided and
the economic benefits for the taxpayer,

Example 23:

ASG Co. charges accounting services to PT TMD with the details of the
cost base as follows: salary of accounting expert sent to Indonesia,
bonws for directar of ASG Co., round-trip Indonesia-X airticket, and cost
of holiday in Ball. In this case, ASG Co. cannot include the bonus for
director of ASG Co. and the cost of haliday in Ball as components in the
cost base of the accounting services charged te PT TMD.

t} Examine the méthod for charging for the services used.

Metheds for charging for services consist of the direct charges method
and the indirect charges method.

(1] Direct Charges Method

{a) The direct charges method is used in the situation where the
[ TEAI (F INTEsirnl e PERu service, the recipient of the service, the fee that is charged,
and the basls for the charge can all be clearly Identifled. The

charge can be allocated directly to the recipient.

ib) The direct charges method should be applied by a service
provider company when similar services are provided not
only lo related parties but also to unrelated parties.

(2) Indirect Charges Method

The indirect charges method is used when the direct charges
method cannot be applied or when the charge relating to the
servides provided 5 not easy to identify and attribute o the
rizlated company.

Example 24:

Frovision of information technology services such as an
infarmation mamagement system that (volves dovelopiment,
applcation and. malntenance of dectronic date for zovoral

moembers of o company grau).

The indiroct chaoges method 5 hased on allocallon of charges
and tha allecation that rafcrs 00 tie basts of the allocation {lay

al



allocation) in accordance with the nature and purpose of the
services provided. For example, provision of payroll services
may be associated more with the number of personnel than
with turnover, while the allocation for use of network
infrastructure may be allocated in accordance with the number
of computers.

d} Examine the basis for allocation of charges for services,

Application of the arm’s length principle to intra-group service
transactions requires that the amount of expense allocated to the
group members s commensurate with the benefit expected from the
services. The Revenue Officers are expected to document the analysis
performed to select the basis of the allocation (key allocation). The
basis of the allacation of charges for services should be adjusted to the
nature and purpose of the services provided,

Alloeation basiad-on sales is accepiable il the axpayer can explalin the
correlation between sales and the cost that [s expended.

) Examine whether thers are comparables for the Intra-group sérvices
and their mark-up and apply the transfer pricing method that s most
appropriate to the conditions and facts.

The methods that may be used in evaluating the arm’s lepgth nature of
serviges fees include:

{1) Comparable Uncontrilled Price Methed;

{2) Cost Plus Method; and

(3} Transactional Net Margin Meathod.
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CHAPTER VI

Intangible Asset Transactions
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Intangible azsets, for the purpose of transfer pricing analysls, are assets that are
neither physical assets nor financial assets. Intangible assets are divided into two {2) major
categories, comprising Manufacturing Intangibles and Marketing Intangibleas.

Steps of testing in connection with Intangible Asset Transactions:

1} Identify the existence of every intangible asset that makes a contribution to the
success of the product in the market. This identification can be done through
FAR analysis: In the FAR analysks, the Revenue Officers are expected to have a
good understanding of the taxpayer's business,

2) Identify the value of intangible assets and determine which parties contributed
to the formation of the intangible assets. This needs to be done so that it will
be known whether the taxpayer in the Philippines contributed to the formation
and is therafore entitled to enjoy the proceeds from the exploitation of the
intangible assets:

3} Study whether there has been a transfer of intangible assets in the transaction.
Analysis of the time of occurrence of transfer of Intangibie assets in
Independent transactions can serve as a guide.

4] Determine the arm’s length compensation for each intangible asset that is
transterred.

This is done by referring to the market where the intangible assets are used and
comparing it with comparable transactions.

Tasting of the arm’s length nature for utilization or fransfer of intangible assets
must consider the perspectives of the party that delivers (transferor) and the
party that recelves (transferee) the intangible assets. The transferor must
ensure that it will obtain greater benefit from the transfer/ utillzation of the
intangible assets than the costs that have been expended. On the weansferee’s
side, the Revenue Officers will look at whether it will receive a greater benefit
it uses/obtains the intangible assets than the costs that must be expended.

intasting thearm's length nature cfintangible asset transactions, it is necessary
to understand their type and charactecdstics. This understanding will make it
easier to detarming the factors that wil @ect the value of the Gtensa for the
intangible assots andl also to determine the comparible transactions, The
factars that are genarally used as the basis of consideration m detenmining the
valuge af Htensas far imtonplbhe ascots Inciuda:




b

€l

d}

i)

[v)

Protection and time frame ._l.\.\!..-:ﬂ FRAGHIA _J'.E:_-lr!!'-J'J
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Certain kinds of intangible assets, such as [FaTENTE, are protecied by law

for a certain period of time. This provided protection from competitors
who would otherwise duplicate them, The longer the period of
protection of the intangible assets, the greater the benefit that is
expectad to be received.

Exclusiveness

This relates to whether the utilization of the intangible assets is
protected by an exclusive right or not, A party that utilizes Intangible
assets with exclusive rights should be willing to pay a higher royalty fee
than a party that utilizes intanglible assets without exclushee rights.

Geographical Coverage

The greater the geographical coverage provided, the greater the benefit
is obtained.

Usaful life of Intangible assets

Certain intangible assets have a limited yseful life. The useful life is
influenced not only by legal protection as mentioned above but also by
the level of technological inventions in a particular industry. Heawy
competition In certain industries causes the useful life of intangible
assets that are invented to be shorter.

Right to develop, revise, and make improvements

Protection of an intangible asset will be obsolete when new technology
is invented, To be able to compete, the party that receives the benefit
of the intangible assets may be given the right to take part in developing,
revising and making Improvements. If this right Is granted, this needs 1o
be considered In determining the value of the license of the Intangible
AS5ELs,

Existence of ather intangible assets or services inherent in the delivery
of utllization of the Intanglble assets. The utilization of certaln intanglble
assets is often accompanied by continuing provision of services by the
licensor. This needs to be considered in determining the amount of the
royalty that is pakd aod in selecting comparablos.

Exlstence of right to subliconse to third parties.

Other factors that couhl coonamically influence e waluag of the copse
[ agtmaible pssels,

45




in the case that the taxpayer is the party makes use of (the Licensee) or
the purchaser of the Intangible assets, attention needs to be ghven to
the following:
8} The payment that is made will obtain a rate of return
commensurate with the royalty that Is paid. This is shown
through financial analysis of the transaction.

b} The payment that is made will provide an econamic benefit for
the use of the 1ntanglt;le assets from the affiliated party.

5] The methods that can be used In evaluating the arm’s length nature of transfer
of intangible assets include;

a) Comparable Uncontrolled Price Method;

b} Resale Price Method;

¢} CostPlus Method;

d} Transactional Net Margin Method;

a) Profit Split Method; and

f} Other methods;
{1} Methods based on cost approach
(7} Methods based on market approach

(3] Methods based on revenue approach
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CHAPTER Vil D i -

Cost Contribution Arrangement

i

1. Concept of Cost Contribution Arrangement (CCA)

CCA 15 a framework in the form of contractual agreement among companies to share
the costs and risks of developing, producing, or obtaining assets, services or rights, and to
detarmine the nature and extent of the Interests of each participant in those assets, services
or rights, Each participant’s proportionate share of the overall expected contributions to the
arrangement will be consistent with the participant’s proportionate share of the overall
expected benefits to be received under the arrangement. The participant would be entitled
to exploit its interest in the CCA separately asan effective owner, not as a licensee. Where a
taxpayer enters into a CCA separately with |ts associated party/fies, the arrangement should
reflect that of an arm’s length arrangement.

2. Types of CCA
There are two major types of CCA:
L. Arrangement for joint development of intangible property

In this arrangemeant each participant contributes different assets, resources and
expertise, and receives a share of rights in the develaped property based on the
contribution.

4. CCA could exist for any joint funding or sharing of costs and risks; for developing
or acquiring property or for developing or acquiring properly or for obtaining
services such as pooling resources for the development of advertising campaigns
common Lo the participants” markel, However, if a soovice arrangemont does not
result in any property being produced, developed or scquired, the princples for
dealing with Intragroup service will apply to that arrangement whether it is
described ns CCA ar not

Exaimple 25.

Three members of a multinational group, marketing a product in the same regional
mnrkﬁ; where consumers have similar preferances, want to entera CCA to devejup
@ joint advertising campaign. A fourth memlbier of the group helps develop the
advertising canpaias but it does not have sry beosFcial Inlerest in the eyl
sultject to the CCA activity and would not, in any case, have 'a reasonabic
exppociation of being able to oxplolt any interest. The three curticipant= in the CCA
wiould, thereloro, compensaie the fourth member by way of an arm’s lengch
papient for the adveriising semvices providod th oo CUA,




3. Applying the ALP

To demonstrate whether a CCA accords with arm’s length arrangem ent in comparable
drcumstances, the following matters should be addressed:

l

b}

CCA should be entered into with prudent and practical business judgment
with a reasonable expectation of Its benefits. An independent party would
not enter a CCA where the value of the contribution exceeds the expected
benefits. Estimation of the expected benefit to be derived from the
arrangement can be computed in the following manner:

i} Based on the anticipated additional income that will be generated
or the expected cost savings; or

i} The use of an appropriate allocation key, perhaps based on sales,
units used, produced or sold, gross or operating profits, number of
employees, capital invested or alternative keys.

Terms of the arrangement should be agreed upon up-front and in
accordance  with economic substance, judged by reference to
circumstances known or reasonably foresesable at the time of entry into
the arrangement.

Consideration for the entry, withdrawal and termination of a CCA should be dealt with
at arm's length, as follows:

b)

¢

Where a participant's contribution is not consistent with its expected share
of benefits fram the CCA, a balancing payment may be required between
the participants Lo adjust their respective contributions;

Where a participant transfers its pre-existing rights of a prior CCA te a new
participant, the exiting participant must be compensated based upon an
arm's length value for the transferred interest {buy-in payment), The

‘amount of the buy-in payment shall be determined based on the price an

Independent party would have paid for the rights obtained by the new
participant, taking into account the proportionate share of the overall
expected benefil to be received fram the CCA; and

Where a participant dispose off part or all of its interest, he should be
compensated with an arm's length payment (buy-out payment),
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CHAPTER VIlI

Interest Paymernt Transactions

Audits of intra-group loan transactions are conducted to test the arm’s length nature
of the taxpayer’s debt to equity ratio and to test the reasonableness of the interest rate
and/or other expenses related to the intra-group loan transaction that are charged to the

Taxpayer,

The steps that need to be taken in testing interest payment transactions include the

follawing;

1} Perform analysis of the need for the debt.

Testing of fairness of debt and the amount of the debt to affiliated parties can
be done by locking at the following factors:

a)

)]

c)

d)

Nature and purpose of the debt

The decision to make a loan must consider the economic conditions and
purposes of incurring the debt with an affillated party. The economic
purpese of the loan is known by calculating a working capital analysis of the
taxpayer.

Marker conditions at the time the loan is extended

The decision to make a loan usually considers market interest rate
conditions. When the interest rate is high, the taxpayer should consider
more carefully the economic costs and benefits of the debt that is Incurred.

Amount of loan principal and period of the loan

The decision to make a loan should consider the amount of funds that is
needed by the borrower for the intended economic purposes. In addition;
the period for repayment should consider the taxpayer’s ability to repay the
ioan.

Security offered by borrower and guarantees in the loan

The decision to make a loan and the amount of funds that are lent should
cansider the security of the funds that are provided, The guaraistes in a loan
may take the lorm of the taxpayer's assets or a personal guarintes from
snother party.
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The decision to make a loan should consider the amount of loans already
held by the taxpayer. This relates to the taxpayer's ability to settle all ks
liabilities that arise, including payment of loan principal and interest. The
taxpayer's ability to pay the Interest expense can be calculated using the
wsual Interest Coveraga Ratio of similar companies.

Calculation of the Interest Coverage Ratio can be done as follows:

Interest Coverage Ratio = Earnings before Interést and Taxes (EBIT)
Interest Charge

Confirm that the loan actually occurred,

To confirm that the loan actually occurred, the Revenue Officers can perform
research on the lean agreement documents and the flow of cash of granting

the loan and/or of repayment of the principal and/or interest.
Test the arm's length nature of the debt to equity ratio.

The arm’s length nature of the debt to equity ratio can be determined by
comparing with. the debt and equity of similar companies. i the ratio s
unreasonable, adjustments can be made.

Test interest rate of loans with affiliated parties.

Testing of the interest rate of loans with affiliated parties is done by comparing
the interest rate of the loan with the affiliated party to the interest rate
commonly used by independent parties. The interest rates commonly used by
independent parties are usually calculated from a particular interest rate (for
example BSP, LIBOR, S180R, USOR, or JISOR) plus a certain amount based on the
crodit rating of the party receiving the loan or other aspects.

5.) Determination of arm’s length price/profit

After reliable comparables have been obtained and the transfer pricing

method has been determined, the next step is to compara the price or profit
of the affiliated transactions with the price or profit of the comparables in line
with the method that is baing vsed.

B.) Primary ndiustments, secondary adjustments, and corresponding adjustments

The discrepancy between the price of profit of the offiliated transactions and
thoy arm's length price or profil 15 a pnimary adjustiment. il the primary
adjastonn® s made on the level of prolil, thn Revenue Officers must atlrhute




the adjustment to profit to affiliated transactions with a high risk of tax
avoidance.

The primary adjustments made by the Revenue Officers may lead to secondary
adjustments. A secondary adjustment is a further adjustment that can occur
because of the existence of a primary adjustment to the affiliated transactions.
For example, the Revenue Officers make a positive adjustment to one of the
Taxpayer's affiliated transactions. As a result of this correction, there is an
overpayment to an affiliated party. For this overpayment, the Revenue Officers
may make 8 secondary adjustment based on the applicable tax regulations.

Further, based on primary and secondary adjustments, corresponding
adjustments may also be made in accordance with the applicable tax
regulations.
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CHAPTER IX
Report Making
The Revenue Officers are reguired to make a report after the audit or investigation
has been conducted.
in addition to the reporting requirements of the existing RAMO, Revenue Officers

conducting the transfer pricing audit or investigation are required to comply with all the
reporting requirements specifically provided in this Transfer Pricing Audit Guidelines.
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ANNEX 1- Request Letter of Information or Proofs

DEPARTMENT OF FINANMCE
Bureau of internal Revenue
Number:
Type
Encl

Re » Infarmation,/Proofs Request

First Notice to Give Information
on Relsted Transactions
To |Name of Taxpayer)
(Tin)
{Addrass)
fn connectionwith Letternof Authoiity [LOA] Mo, dated ; may we request for

infarmation fproofs as indicated In the (lt atiached

Please provide the information/praafs by no later than five [5) workdays after you receive this
letter.

Thus we convey for your attention and thank you for your cooperation.

Received by
Pasition
Bate
Slgnature

e AL ﬁl-:;n | huangul-lll-'_-Ut:
T TR AL
| - ]
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ANNEX 2 - Statement Latter

DEPARTMENT OF FINANCE
Bureau af Immal Revenuge

STATEMENT LETTER

|, the undersigned

Name
Decupation/Position
Address

Contact No.

E-Mail Address

im this case a3

O Taxpayer
[ Authorized Representative

of the taxpayer

Company Mame
TIN
Brldrazs

herewith state that in the context of issuance of LOA No. dated covering Taxable
Year » have given information in the form of:

11.) Related Party Transaction;

{2.) Segmented Financial Statement

[3.) Supply Chaln Management Analysis;

[4.] Function, Assets and Risks Aralysis (FAR Analysis];
(5.) Characterkstics nf Business; and

(6.) Comparability Anatysis as attached.

This Statement Lietter has been duly mate snd sligned with full awareness and without coercion from
anyone whomsoever, and | am ready 10 be responsible for all legsl consequances arising oul of this

statement.
Signature/Date
Taspayer/Reprosentistive
Hl.l-l-l AENGE '.Iu-.---',“-h-- =
|| ] I-'- I:I- N -| .
|
| A E'? 2
_Jﬂﬂu'“' 'L

IWJ, |




TAXPAYER :

TAXABLE YEAR :
ADDRESS

ANMEX 3 - Related Party Transaction

DEPARTMWMENT OF FINANCE
Bureau of Internal Revenue

ol

Type of
Transaction

Vaiue/Amount

Remarks®

Sale of :

n.) Goods

b.) Services

c.) Raw Materials

o} Caphtal Goods
[ie. PPE)

Purchase of .

n]Eunds

Uﬁenﬂ:es

E::l Raw Materials

d.) Capital Good:
{Le., PPE)

Didhvery/Unillzation.

of Intangible
Property

Intercompany
Loan/Advances

Payment for
Servicses

DeliveryfAcquisition

of Financial
[nstrierment such 6%
E.fl*mma el Elm'lf[i

Shared Er:m.mm‘ -

~|m

ol ers

* To b fifled-out with information m connection with refated party transaction of the taxpayer.
iher things, country af coutitrp | dnd feasans for sefection of metlid
*% Conion expunies shared by related connpantes

WITHCFERE, <

T .-p.-f'--

This statnment leiter kas been properly and duly aoile to be allieaed-up i sccorilanc with

able LAwE,
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‘DEPARTMENT OF FINANCE
Sorasu of Infeanal Reeenise

mmunmm

ANHEL b - Funtion, Alsett mnd Nk Sanlyri
IFAR Analynds)

BUREAL OF INTERNAL HEvEuE

e

RECORDS MGT. DIVISION

Function/ st/ R

Hasna of Ralaed Parsy

Famn of Dther Party

121

)

15

Purchase ol Raw Matariaks

1. Sulection of Supplier

3 Schachiling

3. Suporiition e qualify of matestal

4 purchiae of imponed moterksl

5, Purchans of kel méperal

. Disurinotion of impored medial

7. Momdiation of piices af impasted matosinl

B epenioninn of priced of loeal marsiak

U, Crwrmt of rae retetiala

I

|8 Constgnment af Raw Matedals

L Cramer of rete mteriab

Panson- i -charge of procerenent of pwmatanal

3 Pawty who bears visk of intromie in prices of rny malerals

A, Conirety Hmﬁmmmﬂﬂ‘urﬂmﬂﬂ

5

. lesgarch mil By slagrmsnt

1 r_q.n_drrrqqth fexd it

L Cedscton af enformatng

%, Ressarch g development of phoducd

A& Uetenmination of design of products

B Dterminat m o spoecificaan of predocts

6 Nitu] vl Cyring;

¥ Developmond ol jiadicie

1 dwalopinuns ol mitetslpll el trckeek oy

T 1V e 'y tiagiiihia

{ Uvspederppnsie | o e e o [ b

|

— —3




Io. Fanction AvertefRiain

Nama ol Hulaed Party

Narne of Cithast Party i his

2. mprevetnait of affciunsy of muanfasure

3. Bearer of s ol ineificiency of produssion fng

i mprerverment of prodhaction [ing

|E Production Proos fProcossing

L Producmg protecty

2. Produsts schedhling

3 Prodicts design

dl, Facking ned lateling

5. improvemand of products prodaded

. Collection of inlormistion af producis af tompetitor

r

F. Dwenarship of Goods,/Prodocey

1 Wfteer b phe ceamee o fistehiod producss

2. brvenice iy prepared s his anme

i1

G Assmrhiing and Packing

I Py wond mvmmnidas ecalacls soil

2. Party wha condorts prcking (Deckagmi)

L

|H. Warehousing in Legistics

1. Party who superviies siocks of firshed products

2. Marey whis vewms upcks of Anlched groduces

¥

1 Stipulation of Sxle Price

1. Farty wivd perfoemy prloey negotiticn

2. Pirty who debisnvioes sihe price

3

1. leruakeing Colfection

1. Party wihis iaurs wsle [resios

1. Padty witic penfanm eoflectian

3 Farty who hear miks of encolliectible recernsliies

K, Marketing, Advhrining sl Proysison

b Raprkng anatyss
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Tanpayes

Mame of Related Party

Mume of Orher Party

| L Qusality Coetrod {GC)

1. Testiwig quality of products

L Trovishdeshootieg after mass productkon

3. Dtmeeniaring oandsd operoting proosdure of maakty
]

4

1, Sale and EHELGDUTRn

1 Prices regolbation

. Receluing erder from customess

5. Sale administretion

A Sales porsotms]|

5. Slpnirg of sale conitrac

& Products dhiribution / delivery

T _'Irrnipﬂ_'uimnhn RN

&

M. Dehers

1.Hmnmﬁnhﬂmm

= Gersrral and Sdmiind s )

3, Afer pales sodviced

A Frosscty pawindes e Qeatsnty (ol fuarsnane

5. Rasgsieny claims mpaliet prochies

. Tearapariason

P hianngenenl

. Finanes

A Infangible Aol

L. Chsmer aF foroe Bgras i comnaciion wath piaihstrg

A Patent of peoducy menar

+ Wipsne of koo -howrote

. Tragfamark cevengr

8 deanse ol iradomark

[~ Farmy giemg comAbRTion (0 geurlopment of iragibie
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N, Funsction/ futs eref Bliks Tasgayer ™ | Mame of Bolated Party | Marsa of Dther Parly Hernark

. Owmer of whodn

T

1 Party wiha bears i & D tigks

. Party wiho boarg fesncial i

3. Parry wihe boars fisis of Imparted siw nuarii

4. Party wio baars ks of Keal rivr matenias

5. Party wha Bear rels lsetBsinney of produstion e

G Pary who bean risks of schopue of prodiction

T, Pamty witvd bgi risk of Raifury prodhuction

B Pty weheo baspry mariet rickas

4. Party weho bears investmast ledd

T Pty wine biead s 1tocks ridks

13, Parvy wha boars ricks of euchange rate
larcign ourrency

L, Partywho bodr rido of damagn 10 products and
. [BEwranty

13, Party wino bears rida of uncolfectitie rocsivables
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AMNEX 7 - Characteristlcs of Business

DEPARTMENT OF FINANCE
Bureau of Internal Revenue

CHARACTERISTICS OF BUSINESS

TAMPAYER H
TN i
ADDRESS 4

We state that characteristics of business based on function conducted, assets used, and risks
barne of company that we carry on are as follows:

1.) Fully Fledged Manufacturing |
2) Contract Manufacturing L
1) Toll NManufacturing

d.) Fully Fledged Distributor
5.) Umited Risk Distributor
&.) Commissionabre

7.) Commission Ageni

B.) Service Provider

9. Others,
please specify

This statemant letter has been properly and duly made o be followed-up in accordance with
the applicable laws,

0 B8 20

Sigrature/Date
Toxpayer/Répresentative
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DEPARTMENT OF FINANCE
Burmiil il MRS Avrmee:

CONBANABILTY ANALYSE

Comparabsbiy Factar

Explanitians

TrandAcTioni

| jamd Sarvice

[ Chracterctic of Prodact

{uil Prthcal churaebedinties af peodiet

4. | Cabngery of producey

1} Does product Rawe recisl charsiarhtics thal am
| Piermt frinm other prdtt In the sae estagey ?

[N ——

1.} Cnialiy of prodisitn

2] Duralyiy of goods

1) Target custemesy of producs

fr. fawsilaadiny of goods

L} What s thavoluma of producnon

[fftunncy (o comparetsfitg? i yeg, can theinflunocs bo
i b

1) Dioas difarence of prodston yalummi i spilican

i) Nt frypa

1) What i the ype of servioss provicied?

1) ly-ifawe gy agrasnienrd

X Wne bepri coai

{B) Eonrrage ol Serven

1k Wiho T iswabred ks ngreement on servicsi?

£ o dre coids alloeated?

3.1 Hhow ang Ehe coues Actuully alotated?
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Wo, | Comparabiy Facior | Cavegary Expinations g e
b} Stapefphase of prosucts -
&) Geographical location of company
. | Moneeat of trasme i
.| Maiket il

1} Compatitive sfuatzon/level of mafst Comgetitioen
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ANNEX 9 - Supplemental Letter
Request for Information on
Affiliated Transactions

DEPARTMWMENT OF FINAMCE
Bureau of Internal Revenoe

Mumber:
Type . Urgent
Enel :
second and Final Notlce to Give Information
on Related Transactions.
Tix

As the implementation of AR 2-2013 regarding Audil Procedure and in connection with books,
records and  documents already provided to the Tax Examiner based on LOA MNo.

darayd as well as informationyproofs already reguested In letter daled . AP
are reduested on: '

Day/Date % e

Time -

Wieniie

To give information/explanations and presentaiion to Tax Examiner Team in connection with:

(1. Characteristics of industry and market where company carries on business,
[2,) Characteristics of related party transaction of company;

{3.) Characteristics of company as part of group;

(4.} Characteristics of taxpayer’s business;

[5.) Transfar pricing method used;

[6,) Comparable used In applying arm's longth principle to affiliated tronsaction;
{7 ) tetermination of fair prices/profits of related party transaction; and

1 1 —

Please be informed accordingly.

Dbl 1 _ B

Pouilie = \ i T l,i— |
i { |
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ANMEX 10 - Minutes of Provision
of Information on Taxpayerin
Respect of Affiliated Transactions

DEPARTMENT OF FINANCE
Bureau of Internal Revenue

MINUTES OF PROVISION OF INFORMATION ON TAXPAYER
IN RESPECT OF AFFILIATED TRANSACTIONS

On this day date maonth year bocated in we,
Revenue Officer team of the BIR:

Name of Employes Designation Position

Pursuant fo LOA dated have asked for [nformation on related parly
transaction/s in accordance with latter dated to;

Mame
Decupation/Pasition
Arldress

In this casze acting as

Cl Taxpayer
L] Authorized Representative
B IREM] I}I"rrr"'*-'"'-l e e
of e taxpayer D TR ‘
HﬂmEﬂ*mcﬂmﬂT H t N-E E'T zﬂig | ||
Tin :
. L u_g_ 1 -1']1"“‘1]" T 14!
Adiiiress " RECORDS piel. DIYimiun

with the expdarations is attached.

Thiz Minutes of Provision of Infarmatian In Retgect of Related Party |ransatthon/s ks been duly made
ang] dhpried by

Ty Rewiviiier Cfflcer







