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*% Inland Revenue Authority of Singapore, Arm's Length Principle, , [Online], Available from

:https://www.iras.gov.sg/irashome/uploadedFiles/IRASHome/e-
Tax_Guides/etaxguide Income%20Tax_Transfer%20Pricing%20Guidelines_5th.pdf,
(1 May 2020), P. 26
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18 - PREFACE

jurisdiction implies that a corresponding change in another jurisdiction is
appropriate. However, if the other jurisdiction does not agree to make a
corresponding adjustment the MNE group will be taxed twice on this part of
its profits. In order to minimise the risk of such double taxation, an
international consensus is required on how to establish for tax purposes
transfer prices on cross-border transactions.

13. These Guidelines are intended to be a revision and compilation of
previous reports by the OECD Committee on Fiscal Affairs addressing
transfer pricing and other related tax issues with respect to multinational
enterprises. The principal report is 7Tramsfer Pricing and Multinational
Enterprises (1979) (the “1979 Report”) which was repealed by the OECD
Council in 1995. Other reports address transfer pricing issues in the context
of specific topics. These reports are Tramsfer Pricing and Multinational
Enterprises — Three Taxation Issues (1984) (the <1984 Report™), and 7hin
Capitalisation (the “1987 Report™). A list of amendments made to these
Guuidelines 1s included in the Foreword.

14. These Guidelines also draw upon the discussion undertaken by the
OECD on the proposed transfer pricing regulations in the United States [see
the OECD Report Tax Aspects of Transfer Pricing within Multinational
Enterprises: The United States Proposed Regulations (1993)]. However, the
context in which that Report was written was very different from that in
which these Guidelines have been undertaken, its scope was far more
limited, and it specifically addressed the United States proposed regulations.

15. OECD member countries continue to endorse the arm’s length
principle as embodied in the OECD Model Tax Convention (and in the
bilateral conventions that legally bind treaty partners in this respect) and in
the 1979 Report. These Guidelines focus on the application of the arm’s
length principle to evaluate the transfer pricing of associated enterprises.
The Guidelines are intended to help tax administrations (of both OECD
member countries and non-member countries) and MNEs by indicating
ways to find mutually satisfactory solutions to transfer pricing cases, thereby
minimising conflict among tax administrations and between tax
administrations and MNEs and avoiding costly litigation. The Guidelines
analyse the methods for evaluating whether the conditions of commercial
and financial relations within an MNE satisfy the arm’s length principle and
discuss the practical application of those methods. They also include a
discussion of global formulary apportionment.

16. OECD member countries are encouraged to follow these
Guidelines in their domestic transfer pricing practices, and taxpayers are
encouraged to follow these Guidelines in evaluating for tax purposes
whether their transfer pricing complies with the arm’s length principle. Tax

OECD TRANSFER PRICING GUIDELINES © OECD 2017
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PART | - TRANSFER PRICING PRINCIPLES AND FUNDAMENTALS

4

41

4.2

4.3

4.4

4.5

Background

Transfer pricing refers to the rules and methods for pricing transactions
between related parties. Such transactions can be sale or purchase of
goods, provision of services, borrowing or lending of money, use or
transfer of intangibles, etc.

Two persons? are related parties® with respect to each other if:
(a) Either person, directly or indirectly, controls the other person; or

(b) Both persons are, directly or indirectly, controlled by a common
person.

Where a non-resident person carries on a business through a permanent
establishment in Singapore, for the purpose of attributing profits to the
permanent establishment:

(a) The permanent establishment in Singapore of that person; and
(b) Other permanent establishments outside Singapore of that person

are treated as separate and distinct persons. They are considered
related parties and accordingly the arm’s length principle applies to them
when attributing profits to the permanent establishment in Singapore.

When related parties transact with each other, their pricing may not
reflect market conditions due to a lack of independence in their
commercial and financial relations. As a result, their profits and tax
liabilities may be distorted, especially when they are located in different
jurisdictions with different tax rates. This creates concerns that the
related parties may not be paying their fair share of tax and are able to
derive a tax advantage as a group.

To ensure taxpayers transact with their related parties at pricing that
reflects independent pricing, IRAS applies the internationally endorsed
arm’s length principle. If taxpayers do not comply with the arm’s length
principle and have understated their profits, IRAS will adjust their profits
upwards as provided in the Income Tax Act (“ITA”)*.

2 Person is defined under Section 2 of the ITA to include a company, body of persons and a
Hindu joint family. Company is defined under Section 2 of the ITA to mean any company
incorporated or registered under any law in force in Singapore or elsewhere.

3 Related party is defined under Section 13(16) of the ITA.

4 This is provided under Section 34D of the ITA.
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4.6  Foreign tax authorities will likewise make upward adjustments when they
find the transfer pricing of the cross-border related party transactions is
not at arm’s length. Such transfer pricing adjustments, by IRAS or the
foreign tax authorities, may lead to double taxation.

4.7  Thus, itis important that taxpayers comply with the arm’s length principle
when transacting with their related parties and maintain proper transfer
pricing documentation to substantiate their pricing.

4.8 IRAS generally takes guidance from the OECD® Transfer Pricing
Guidelines for Multinational Enterprises and Tax Administrations.

5 OECD stands for Organisation for Economic Co-operation and Development.
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5

The arm’s length principle

Introduction

5.1

5.2

IRAS endorses the arm’s length principle as the standard to guide
transfer pricing. IRAS subscribes to the principle that profits should be
taxed where the real economic activities generating the profits are
performed and where value is created. A proper application of the
transfer pricing rules would ensure this outcome.

This section covers the following:

(@) What the arm’s length principle is;

(b) Basis for the arm’s length principle;

(c) Reasons for endorsing the arm’s length principle;

(d) Guiding principles on applying the arm’s length principle; and

(e) Three-step approach to apply the arm’s length principle.

What the arm’s length principle is

5.3

54

The arm’s length principle requires a transaction with a related party to
be made under comparable conditions and circumstances as a
transaction with an independent party. The premise is that where market
forces drive the terms and conditions agreed in an independent party
transaction, the pricing of the transaction would reflect the true economic
value of the contributions made by each party in that transaction.

Therefore, if two related parties derive profits at levels above or below
the comparable market level solely because of their special relationship,
the profits will be deemed as non-arm’s length. In such a case, IRAS can
make necessary adjustments to the taxable profits of the Singapore
taxpayer. This is to reflect the true price that would be derived on an
arm’s length basis.

Basis for the arm’s length principle

5.5

Section 34D of the ITA stipulates the use of the arm’s length principle for
related party transactions, i.e. the conditions made or imposed between
related parties with regard to their transaction are those conditions which
would be made or imposed if they were not related parties and dealing
independently with one another in comparable circumstances (“arm’s
length conditions”).

11
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5.6

5.7

5.8

The concept or use of the principle is also implied or referred to in various
provisions of the ITA, including Sections 32 and 53.

The arm’s length principle is found in all of Singapore’s DTAs, typically
in:

(a) Paragraph 2 of the Business Profits Article

When attributing profits in a contracting state/ party to a permanent
establishment in that state/ party, the permanent establishment
should be considered as “a separate and independent enterprise
engaged in the same or similar activities under the same or similar
conditions”.

(b) Paragraph 1 of the Associated Enterprises Article

“Where...conditions are made or Iimposed between...two
[associated] enterprises in their commercial or financial relations
which differ from those which would be made between independent
enterprises, then any profits which would, but for those conditions,
have accrued to one of the enterprises, but, by reason of those
conditions, have not so accrued, may be included in the profits of
that enterprise and taxed accordingly.”

The DTA requires the application of the arm’s length principle not only
between associated enterprises but also between a permanent
establishment of a person in Singapore and other permanent
establishments of that person outside Singapore. The profits attributable
to the permanent establishment in Singapore are the profits that the
permanent establishment would have derived if it were a separate and
independent enterprise engaged in the same or similar activities under
the same or similar conditions.

Reasons for endorsing the arm’s length principle

5.9

IRAS endorses the use of the arm’s length principle for two main
reasons:

(@) Market forces of supply and demand are the best way to allocate
resources and reward effort. Applying the arm’s length principle
would result in related and independent party transactions being
treated equally for tax purposes.

(b) Most tax jurisdictions adopt the arm’s length principle. In doing so,
taxpayers and tax authorities will have a common basis to deal with
related party transactions. This should reduce the incidence of
transfer pricing adjustments and improve the resolution of transfer

12
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pricing disputes. Consequently, the likelihood of double taxation
will be reduced.

Guiding principles on applying the arm’s length principle

5.10

5.11

IRAS recognises that the application of the arm’s length principle is not
without difficulties. For instance:

(@)

Certain business structures and arrangements are complicated
and unique, and may rarely be encountered between independent
parties. The lack of comparable conditions established between
independent parties makes it difficult to apply the arm’s length
principle.

Establishing the arm’s length principle may require substantial
analysis of large volume of data and information. Some information
may not be readily available or may be of a confidential nature that
cannot be disclosed without revealing business secrets.

It may also be costly for taxpayers to perform comprehensive
analyses in applying the arm’s length principle and prepare
sufficient documentation to demonstrate compliance with the arm’s
length principle.

Therefore, IRAS adopts the following guiding principles on applying the
arm’s length principle:

(@)

Transfer pricing is not an exact science. Establishing and
demonstrating compliance with the arm’s length principle require
the exercise of judgment. Hence, a pragmatic approach would be
adopted in ascertaining arm’s length pricing for related party
transactions.

IRAS does not expect taxpayers to adhere rigidly to a defined set
of rules in order to establish arm’s length pricing. Depending on the
facts and circumstances, i.e. where there is a reasonable basis for
doing so, taxpayers may determine and demonstrate arm’s length
pricing using a different approach from those suggested in this e-
Tax guide or complement those approaches suggested in this e-
Tax guide.

Taxpayers would have intimate knowledge of the commercial
circumstances that their businesses operate in and the economic
relationships between various related parties. This puts them in a
better position to perform a robust and comprehensive transfer
pricing analysis to determine the arm’s length price.

13
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(d) Taxpayers should exert reasonable efforts to undertake a sound
transfer pricing analysis. IRAS will consider the transfer prices
determined as, prima facie, arm’s length when taxpayers have:

e Applied the arm’s length principle in their analysis; and

e Exercised reasonable efforts to comply with the arm’s length
principle, i.e. the transfer prices may reasonably be considered
to approximate to arm’s length prices.

(e) IRAS welcomes taxpayers to discuss their concerns and difficulties
in applying the arm’s length principle. IRAS believes that such
consultation and cooperation between taxpayers and IRAS is a
mutually beneficial and pragmatic way to assist taxpayers in
complying with the arm’s length principle.

Three-step approach to apply the arm’s length principle

5.12 IRAS recommends that taxpayers adopt the following three-step
approach to apply the arm’s length principle in their related party
transactions:

Step 1 - Conduct comparability analysis

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

Step 3 - Determine the arm’s length results

5.13 Transfer pricing analysis always requires an element of judgment.
Ultimately, the main objective in any transfer pricing analysis is to
present a logical, coherent and consistent basis to demonstrate that
transfer prices set between related parties are at arm’s length.

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

Step 1 — Conduct comparability analysis

5.15 Comparability analysis is at the heart of the application of the arm’s
length principle. This requires:

(a) Identifying the commercial or financial relations between the
related parties and the conditions and economically relevant

14
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5.16

circumstances attaching to those relations in order that the
transaction between the related parties is accurately delineated.

Comparing the conditions and the economically relevant
circumstances of the related party transaction as accurately
delineated with the conditions and the economically relevant
circumstances of comparable transactions between independent
parties.

The comparability analysis conducted under Step 1 will have:

(@)

(d)

Set out the factual substance of the commercial or financial
relations between the related parties and accurately delineated the
actual transaction;

Compared the economically relevant characteristics of the actual
related party transaction and independent party transactions;

Identified the differences (if any) in the economically relevant
characteristics between the related party transaction and the
independent party transactions that can materially affect the price
of the related party transaction; and

Determined reasonably accurate adjustments that can be made to
eliminate the effect of any such differences.

Identifying the actual related party transaction

5.17 The process of identifying the commercial or financial relations between
the related parties and the conditions and economically relevant
circumstances attaching to those relations requires:

5.18

(@)

(b)

(c)

A broad understanding of the industry sector in which the group
operates.

An analysis of what each party does and their commercial or
financial relations as expressed in the transaction or transactions
between them.

The accurate delineation of the actual transaction or transactions
between them.

The accurate delineation of the actual transaction between the related
parties requires establishing the economically relevant characteristics of
the transaction. Such characteristics consist of the conditions of the
transaction and the circumstances in which the transaction takes place.
They can be broadly categorised as:

15
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5.19

5.20

5.21

5.22

5.23

5.24

(@) The contractual terms of the transaction;

(b) The characteristics of goods sold or purchased, services received
or provided, or intangible properties used or transferred;

(c) The functions performed, assets used and risks assumed by the
parties; and

(d) The commercial and economic circumstances of the parties.

Contractual terms of the transaction

A transaction is the consequence of the commercial or financial relations
between the related parties.

Where a transaction has been formalised by the related parties through
written contractual agreements, those agreements provide the starting
point for delineating the transaction between them, how the transaction
is priced and how the responsibilities and risks arising from their
interaction are to be divided between them at the time of entering into
the agreements.

Written contractual agreements alone may not provide all the information
necessary to perform a transfer pricing analysis, or to provide sufficient
information regarding the contractual terms.

Further information will be required by taking into consideration the
analysis of the other economically relevant characteristics mentioned in
paragraphs 5.18(b) to (d). Taken together, the analysis provides
evidence of the actual conduct of the related parties with regard to the
transaction.

Where conduct is not fully consistent with the contractual terms, further
analysis is required to identify the actual transaction.

Where there are material differences between the contractual terms and
the actual conduct of the related parties, the actual transaction should
be determined from the actual conduct.

Example:

e Parent Co in Country P has a distribution agreement with its
subsidiary, Sub Co, in Country S.

e Under the distribution agreement, Sub Co is to distribute Parent
Co’s products and to conduct marketing activities in Country S.

e Based on an analysis of the other economically relevant
characteristics mentioned in paragraphs 5.18(b) to (d), it was
determined that:
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5.25

5.26

5.27

5.28

o All marketing activities are undertaken by Parent Co. i.e. full
responsibility lies with Parent Co.

o Sub Co does not have the capability to perform marketing
activities.

o Sub Co merely distributes the products without performing any
marketing activities or incurring any costs relating to such
activities.

e Based on the actual conduct of Parent Co and Sub Co, it can be
concluded that the written agreement does not reflect the actual
conduct of the parties.

e Thus, the identification of the actual transaction between Parent
Co and Sub Co should not be based solely on the written
agreement but should be determined from their actual conduct.

Where there is no written contractual agreement between the related
parties, all aspects of the arrangement would need to be deduced from
available evidence of the actual conduct of the parties. This includes the
functions that are actually performed, the assets that are actually used
or contributed and the risks actually assumed by the parties.

Characteristics of goods, services or intangible properties

The specific characteristics of goods, services or intangible properties
play a significant part in determining their values in the open market. For
instance, a product with better quality and more features would, all other
things being equal, fetch a higher selling price. In other words, product
or service differentiation affects the price or value of the product or
service.

The nature and features of goods, intangible properties or services
transacted between related parties and those between independent
parties must be examined carefully. Similarities and differences should
be identified as these would influence their value.

Important characteristics to be examined include:

Nature of transaction Possible comparisons

Transfer of goods e Physical features
e Quality and reliability
¢ Availability and volume of supply

Provision of services Nature and extent of the services
Intangible properties e Form of transaction
e Type and nature of the intangible
property

e Duration and extent of rights provided by
the intangible property

17
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5.29

5.30

5.31

5.32

5.33

5.34

5.35

Nature of transaction Possible comparisons

e Anticipated benefits from the use of the
intangible property

If the comparable uncontrolled price (“CUP”) method is chosen as the
most appropriate transfer pricing method (see Step 2 below), ensuring
similarities in the actual characteristics of the product, intangible or
service would be the most critical when conducting a comparability
analysis.

On the other hand, comparisons of profit margins (as used in transfer
pricing methods other than CUP) may be less sensitive to the
characteristics of the product or service in question. This is because the
margins generally correlate more significantly with the functions
performed, assets used and risks assumed by the taxpayer.

Functional analysis on Functions performed, Assets used and Risks
assumed (“FAR”)

In transactions between two independent parties, compensation will
usually reflect the functions that each enterprise performs, taking into
account assets used and risks assumed. The same principle applies to
transactions between related parties. Hence, a crucial step in
comparability analysis is to conduct a “functional analysis” to delineate
the related party transaction and determine comparability between the
related party transaction and the independent party transactions.

A functional analysis seeks to identify the economically significant
activities and responsibilities undertaken, assets used or contributed,
and risks assumed by the parties to the transactions.

The analysis focuses on what the parties actually do and the capabilities
they provide. Such activities and capabilities will include decision-
making. For example, decisions about business strategy and risks.

The analysis also considers the type of assets used (such as plant and
equipment, valuable intangibles, financial assets, etc.) and the nature of
the assets used (such as the age, market value, location, property right
protections available, etc.)

Identifying risks goes hand in hand with identifying functions and assets.
Risks are the effect of uncertainty on the objectives of the business. The
actual assumption of risks by a taxpayer to a transaction can significantly
affect the pricing of that transaction at arm’s length. Thus, when
analysing risks, taxpayers should observe:

(a) The effect of the risks assumed may not be apparent in the financial
statements. This does not mean that the risks do not exist but it
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(c)

can be that the risks have been effectively managed. Therefore,
taxpayer should conduct thorough functional analysis to determine
what risks have been assumed, what functions are performed that
relate to or affect the assumption or impact of these risks and which
party or parties to the transaction assume these risks.

The pricing of the actual transaction should take into account the
financial and other consequences of risk assumption and the
remuneration for risk management.® A taxpayer who assumes a
risk is entitled to the upside benefits and incurs the downside costs.
A taxpayer who assumes and mitigates the risk will be entitled to a
greater remuneration than a taxpayer who only assumes or only
mitigates the risk and does not do both.

To assume a risk for transfer pricing purposes, the taxpayer needs
to control the risk and has the financial capacity to assume the risk.

Examples:

o If taxpayer claims that it assumes credit risk when customers
default on payments, it would need to demonstrate that it has:
o The financial capacity to assume the risk (such as

availability of credit lines from banks),

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

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

Taxpayer may outsource its day-to-day mitigation activities,
such as credit risk analysis. However, it has to demonstrate
that it has the capability to determine the objective of
outsourcing the credit risk analysis, who it wants to hire to
perform the credit risk analysis, etc.

o If taxpayer claims that it assumes inventory obsolescence risk,
it would need to demonstrate that it has:

6

OECD Transfer Pricing Guidelines (i.e. revisions to Section D of Chapter | in the Actions 8-
10: 2015 Final Reports on Aligning Transfer Pricing Outcomes with Value Creation) provide
guidance on risks and define risk management as comprises:

The capability to make decisions to take on, lay off, or decline a risk-bearing
opportunity, together with the actual performance of that decision-making function,
The capability to make decisions on whether and how to respond to the risks associated
with the opportunity, together with the actual performance of that decision-making
function, and

The capability to mitigate risk, that is the capability to take measures that affect risk
outcomes, together with the actual performance of such risk mitigation.
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o The financial capacity to assume the risk,

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

o The capability and authority to decide whether and how to
respond to the risk (such as conducting marketing
campaign to boost ailing sales or employing a
diversification strategy).

Theoretically, the level of return derived by a taxpayer should be directly
correlated to the FAR. For instance, a taxpayer selling a product with
warranty should earn a higher return compared to another taxpayer
selling the same product without the warranty. The difference in margin
is due to the additional function performed and risk assumed by the first
taxpayer. Likewise, a product with a reputable branding is expected to
fetch a higher return compared to that of a similar product without the
branding. This is due to the additional asset (in this case, trademark)
employed in enhancing the value of the product.

The example below illustrates that arm’s length compensation should
reflect the outcome of a functional analysis.

Example:

e Company A is in the business of distributing general household
electrical products in the Asia Pacific (“APAC”) region. Company
A purchases these products from its parent company.

e Company A conducted a thorough functional analysis which
revealed:

FAR Details

Functions | Besides distributing the products in the APAC

region, Company A undertakes certain functions for

the APAC region which include:

e Setting and managing all marketing strategies
and campaigns

e Conducting market intelligence

e Analysing consumer demand and the actions of
its competitors

e Determining volume to be sold

e Setting prices for the products to be sold

e Conducting credit analysis of customers

Assets Company A owns and operates a warehouse to
store the products. To ensure orders are processed
quickly and to control the inventory level of slow
moving products, Company A utilises a self-
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FAR Details
developed automated inventory management
system to track and process inventories and
shipping orders for the APAC region.
Risks Company A demonstrated that it assumes credit
risk and inventory obsolescence risk as in the
examples in paragraph 5.35(c).

e The arm’s length remuneration for Company A should reflect the
distribution function as well as the above functions performed,
assets used and risks assumed. The level of remuneration for
Company A would be higher compared to another company,
Company B, that merely distributes products while the above
functions, assets and risks remained with Company B’s parent

company.

Commercial and economic circumstances

Comparability analysis should take into account the commercial and
economic circumstances in which the related and independent parties

operate.

Prices may vary across different markets even for transactions involving
the same property or services. In order to make meaningful comparisons
between related party transactions and independent party transactions
with regard to their prices or margins, the markets and economic
circumstances in which the parties operate or where the transactions are
undertaken should be comparable. Such comparisons include:

Circumstances

Possible comparisons

Economic
circumstances

Availability of substitute goods or
services

Geographic location

Market size

Extent of competition in the markets
Consumer purchasing power

Level of the market at which the
taxpayers operate (for example,
wholesale or retail)

Government policies
and regulations

Price controls
National insurance

Business strategies

Innovation and new product
development
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Circumstances Possible comparisons

Degree of diversification

Risk aversion

Assessment of political changes
Duration of arrangements

Other factors bearing upon the daily
conduct of business

Comparing actual related party transaction with independent party transactions

5.40

5.41

5.42

5.43

5.44

The economically relevant characteristics of the actual related party
transaction have to be compared with those of independent party
transactions in order to determine an arm’s length price for the related
party transaction.

When making the comparison, these other aspects of comparability
analysis are relevant:

(a) Evaluating transactions on a separate or aggregate basis;
(b) Using multiple year data;

(c) Considering losses; and

(d) Selecting comparables.

Evaluating transactions on a separate or aggregate basis

Generally, the arm’s length principle should be applied on a transaction-
by-transaction basis to obtain the most precise approximation of arm’s
length conditions.

However, where individual transactions are highly inter-related and it can
be demonstrated that independent parties in comparable circumstances
would typically price the individual transactions on an aggregate basis,
taxpayers may consider evaluating the transactions on an aggregate
basis.

Using multiple year data

To enhance the reliability of the comparability analysis, taxpayers should
examine multiple year data as opposed to single year data. Multiple year
data helps to identify factors that may have influenced or should have
influenced transfer prices, such as long term arrangements and business
or product life cycles.
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Considering losses

5.45 Generally, businesses exist with the objective to generate profits.
Therefore, a taxpayer transacting with a related party at a loss indicates
that the taxpayer may not be compensated at arm’s length.

5.46 Similar to independent parties, a taxpayer transacting with a related
party may sustain genuine losses for various reasons such as heavy
start-up costs, unfavourable economic conditions, inefficiencies, market
penetration business strategy, etc. If so, the claim should be supported
with evidence that an independent party would likewise incur losses for
a similar period under similar commercial and economic circumstances.

Selecting comparables

5.47 A sound comparability analysis requires the selection of reliable
comparables. Generally, this is performed prior to or at the time of the
related party transactions. These could be either internal or external
comparables:

Comparables Characteristics

Internal Price or margin in a comparable transaction
between one party which is a party to the related
party transaction and an independent party.

External Price or margin in a comparable transaction
between two independent parties, neither of which
is a party to the related party transaction.

The diagram below illustrates internal and external comparables:

Comparable circumstances

related party transaction

A 4 . B

(taxpayer) N (related party)
\'\.\ independent party transaction

Tl (internal comparable)

C \\\'A D
(independent  [¢---— ST > (independent

party) independent party party)

transaction
(external comparable)
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5.49

5.50

Generally, internal comparables may have a more direct and closer
relationship to the transaction under review compared to external
comparables. Hence, they are preferred because the financial analysis
would typically be based on similar accounting standards and
information on the comparable transactions would be readily available
and more reliable.

Internal comparables may not always be more comparable than external
comparables. For example, a taxpayer may sell a significant volume of
products to its foreign related party and a much smaller volume to an
independent party. The difference in sales volumes is likely to materially
affect the comparability of the two transactions. In this case, it may be
necessary to search for external comparables that are more comparable.

When selecting external comparables, taxpayers should consider the
following:

(a) Commercial databases

IRAS does not have a preference for any particular commercial
database as long as it provides a reliable source of information that
assists taxpayers in performing comparability analysis. Whichever
database the taxpayer chooses, transfer pricing documentation
(refer to section 6) should be maintained to demonstrate the results
of its comparability analysis.

(b) Comparables with publicly available information

Taxpayers should only use comparables with publicly available
information. Such information can be readily obtained from various
sources and verified, making the analyses of these comparables
more reliable compared to those based on privately held
information.

Between a company that is listed on a stock exchange and one that
is not listed, IRAS prefers the former as a comparable because
there is generally more information available in the public domain
compared to the latter.

(c) Non-local comparables

As far as possible, taxpayers should use local comparables in their
comparability analysis. Generally, these comparables have a
higher degree of comparability in terms of their market and
economic circumstances compared to non-local comparables.
When taxpayers are unable to find sufficiently reliable local
comparables, they may expand their search to regional
comparables.
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(d) Loss-generating comparables

In conducting their comparability analysis, taxpayers may come
across independent parties which have sustained losses over a
period of time. If other independent parties have generated profits
for a similar period under similar commercial and economic
circumstances, the question arises whether the transactions of the
loss-making parties are truly reflective of normal business
conditions. The persistently loss-making independent parties are
therefore likely to be less reliable comparables. Under such
circumstances, taxpayers should exclude as comparables
independent parties with the following financial results:

e Weighted average loss for the tested period; or
e Loss incurred for more than half of the tested period.

Where there are differences between the economically relevant
characteristics of the actual related party transaction and independent
party transactions, it is important to consider whether there is
comparability between the transactions and what adjustments may be
necessary to achieve comparability.

Desired outcome of Step 1

5.52

5.53

5.54

The aim of the comparability analysis is a comprehensive assessment
and identification of significant similarities and differences (such as
product characteristics, functions performed, etc.) between the
taxpayers or transactions in question and those entities or transactions
to be benchmarked against.

Where reasonably accurate adjustments could be made for material
differences identified, the method of making or computing such
adjustments should be documented.

A thorough understanding of the level of comparability is necessary in
deciding the choice of transfer pricing method and tested party (see Step
2 below).

Step 2 - Identify the most appropriate transfer pricing method and tested

party

5.55

There are five internationally accepted methods for evaluating a
taxpayer’s transfer prices or margins against a benchmark based on the
prices or margins adopted by independent parties in similar transactions.
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These five methods can be categorised as follows:

Traditional transaction methods | Transactional profits methods

e CUP method e Transactional profit split
e Resale price method method
e Cost plus method e Transactional net margin

method (“TNMM”)

Traditional transaction methods compare the price of related party
transactions with that of transactions between independent parties. On
the other hand, transactional profits methods compare the profit arising
from related party transactions with that generated in independent party
transactions.

CUP method

5.58

5.59

5.60

5.61

5.62

The CUP method compares the following two prices:

(@) The price charged for properties or services transferred in a related
party transaction; and

(b) The price charged for properties or services transferred in an
independent party transaction in comparable circumstances.

A difference between the two prices above may suggest that the related
parties are not dealing at arm’s length. Therefore, the price in the related
party transaction may need to be substituted with the price in the
independent party transaction.

The price or value of a property or service is very sensitive to differing
characteristics, functions performed and market conditions, etc. Hence,
the CUP method is reliable only if:

(@) There is high level of comparability between the related party
transaction and the independent party transaction; or

(b) Reasonably accurate adjustments can be made to eliminate the
effects of material differences.

As the CUP method is the most direct way to determine arm’s length
price, it should generally be preferred to the other methods. However, a
less direct method is necessary if comparable independent party
transactions cannot be found or where reasonably accurate adjustments
for differences in comparability cannot be made.

The CUP method is most suitable to evaluate transactions involving
products with very similar characteristics (in terms of type, physical
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features, quality and quantity transacted, etc.) and undertaken in similar
market or economic conditions, such as widely traded commodities. As
there should not be much product differentiation for the use of the CUP
method, similarities in product characteristics and market or economic
conditions are much more significant considerations than the FAR of the
taxpayers in determining the suitability of the CUP method.

Taxpayers should rely on internal comparables as far as possible.
External comparables may be used if no reliable internal comparable
transactions exist. Example 1 and Example 2 in Annex A illustrate the
use of an “internal CUP” and an “external CUP” respectively.

Resale price method

5.64

5.65

5.66

5.67

5.68

5.69

5.70

The resale price method is applied where a product that has been
purchased from a related party is resold to an independent party.
Essentially, it values the functions performed by the “reseller” of a
product.

In this method, the resale price to the independent party is reduced by a
comparable gross margin (the “resale price margin”) to arrive at the
arm’s length price of the product transferred between the related parties.

Under arm’s length conditions, the resale price margin should allow the
reseller to recover its selling and operating costs, and earn a reasonable
profit based on its FAR.

As gross profit margins represent the gross compensation (after cost of
sales) for specific FAR, product differences are less critical than under
the CUP method. Therefore, where the related and independent party
transactions are comparable in all aspects except the product, the resale
price method may be more reliable than the CUP method. Nonetheless,
the more comparable the products, the more likely the resale price
method will produce better results.

If there are material differences that affect the resale price margin earned
in the related and independent party transactions, adjustments should
be made to eliminate the effects of those differences.

The resale price method is most appropriate where the reseller adds
relatively little value to the properties. The more value the reseller adds
to the properties (for example, via complicated processing or assembly
with other products), the harder it is to apply the resale price method.
This is especially so where the reseller contributes significantly to
creating or maintaining intangible properties, such as trademarks or
trade names, in its activities.

Taxpayers should rely on internal comparables as far as possible.
External comparables may be used if no reliable internal comparable
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transactions exist. Example 3 in Annex A illustrates the use of the resale
price method.

Cost plus method

5.71

5.72

5.73

5.74

5.75

The cost plus method focuses on the gross mark up obtained by a
supplier for property transferred or services provided to a related
purchaser. Essentially, it values the functions performed by the supplier
of the property or services.

In this method, a comparable gross mark up is added to the costs of the
supplier of goods or services (“cost base”) in the related party transaction
to arrive at the arm’s length price of that transaction.

Similar to the resale price method, fewer adjustments may be necessary
to account for product differences compared to the CUP method. It may
be appropriate to focus on other factors of comparability, such as the
FAR and economic circumstances of the tested party and the
comparable entities.

Applying the cost plus method requires the comparability of the gross
mark up and cost base in the related and independent party transactions.
If the related and independent party transactions are not comparable in
all aspects and the differences have a material effect on the price or
margin, adjustments should be made to eliminate the effects of those
differences.

Generally, costs can be classified as follows:

Type of cost Examples

Direct costs e Cost of raw materials
e Cost of labour

Indirect costs e Depreciation
¢ Repair and maintenance which may be
allocated among several products

Operating expenses e Marketing
e General and administrative

In applying the cost plus method, direct and indirect costs of producing
a good or providing a service are normally used to compute the cost
base. Such costs are limited to the costs of the supplier of goods or
services and should take into account an analysis of the supplier's FAR.
The methods of determining the cost base should be consistent over
time.
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5.76

5.77

5.78

5.79

If the supplier of goods or services is the tested party and is a taxpayer
in Singapore, the cost base should be determined according to the
Singapore Financial Reporting Standards. Where necessary,
adjustments will be made to ensure the cost base is arm’s length. This
means that the cost base may include cost not reflected in the tested
party’s accounts.

Example:

e Company A provides services to its related party, Company B.

e Company B bore certain cost of $100,000 for the benefit of
Company A and related to the services provided by A.

e Company B did not allocate the $100,000 to Company A.

e Based on an analysis of FAR of Company A and Company B, the
$100,000 should be allocated to Company A.

e In determining the cost base for the services provided to
Company B, the cost base will be adjusted to include the
$100,000 even though this amount has not been allocated to
Company A and is not reflected in its accounts.

Where the independent party adopts a definition of cost base or a
method to compute cost that is different from that of the related party,
the cost base of the independent party should be adjusted accordingly
to ensure comparability.

The cost plus method is most useful where semi-finished goods are sold
between related parties or where the related party transaction involves
the provision of services.

Taxpayers should rely on internal comparables as far as possible.
External comparables may be used if no reliable internal comparable
transactions exist. Example 4 in Annex A illustrates the use of the cost
plus method.

Transactional profit split method

5.80

The transactional profit split method is based on the concept of splitting
the combined profits of a transaction between related parties in a similar
way as how independent parties would under comparable
circumstances. It is particularly useful in the following situations where:

(@) The parties’ contributions to the transactions and their interaction
are highly inter-related and integrated A high degree of integration
means that the way in which one party to the transaction performs
functions, uses assets and assumes risks is interlinked with, and
cannot be reliably evaluated in isolation from the way in which
another party to the transaction performs functions, uses assets
and assumes risks. If the contribution of at least one party to the
transaction can be reliably evaluated by reference to other transfer
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5.81

5.82

5.83

5.84

pricing methods, the use of transactional profit split method would
not be appropriate.

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

(c) The existence of unique intangible assets makes it difficult to find
reliable comparables.

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

It is important to note that a lack of comparables alone is insufficient to
warrant the use of a transactional profit split method. For example, a lack
of comparable independent transactions to benchmark an arm’s length
return for a party performing the less complex functions should not lead
to a conclusion that the transactional profit split method is the most
appropriate method. The application of transactional profit split method
in such situation would likely bring about a non-arm’s length outcome for
the functions performed.

Generally, the profit to be split is the operating profit, although
occasionally, it may be appropriate to carry out a split of the gross profit
and then deduct the expenses incurred by or attributable to each
relevant party.

Generally, there are two approaches to applying the transactional profit
split method:

(@) Residual analysis approach; and
(b) Contribution analysis approach.

Residual analysis approach

This approach splits the total profit in two stages:

(a) Stage 1: Determining the return for routine contributions

e Each party is allocated an arm’s length remuneration for
routine contributions. This is determined using comparable
data for the readily identifiable functions (such as
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5.86

5.87

5.88

manufacturing, distribution, service provision, etc.) and
applying one of the transfer pricing methods.

e This remuneration would generally not account for the return
that would be generated by any unique and valuable
contributions by the parties.

(b) Stage 2: Dividing the residual profit

e The residual profit (i.e. profit remaining after return for routine
contributions in Stage 1 which is attributable to unique and
valuable contributions) is then allocated between the parties
based on the relative unique contributions of the parties. The
contributions are identified by taking into account the FAR of
each party, and valuing them as far as possible by reference to
independent market data.

e The above allocation takes into consideration how independent
parties would have divided such residual profit in similar
circumstances.

Contribution analysis approach

Under this approach, the total profit earned by the parties from a related
party transaction is divided based on the parties’ relative contributions to
the earning of that profit. This division can be supported by comparable
data if available.

Unlike the residual analysis approach, arm’s length remuneration for
readily identifiable functions is not allocated to each of the parties before
the transactional profit split is made.

Between the two approaches above, IRAS recommends that taxpayers
use the residual analysis approach for the following reasons:

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

(b) The use of comparable data to allocate part of the total profit in the
first stage of the residual analysis approach will generally improve
the reliability of the transactional profit split method.

Allocation keys (or profit splitting factors)

The division of residual profit in the second stage of the residual analysis
approach or total profit under the contribution analysis approach is
generally achieved by using one or more allocation keys.
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The choice of allocation key(s) depends on the facts and circumstances
of the transaction in question. The chosen allocation key(s) should have
a strong correlation with the creation of value in the related party
transaction.

Example 5 in Annex A illustrates the use of the transactional profit split
method (residual analysis approach).

5.92

5.93

5.94

5.95

5.96

The TNMM compares the net profit relative to an appropriate base (such
as costs, sales or assets) that is attained by a taxpayer from a related
party transaction to that of comparable independent parties. This ratio of
net profit and the appropriate base is commonly known as the net profit
indicator or profit level indicator.

Like the resale price and cost plus methods, the TNMM is typically
applied to only one of the parties involved in the transaction. This
similarity means that the TNMM requires a level of comparability in
relation to the tested party and the comparable entities that is similar to
the two traditional transaction methods.

The main difference between the TNMM and the resale price or cost plus
method is that the former focuses on the net margin instead of the gross
margin of a transaction.

One of the weaknesses of using net margin as the basis for comparison
is that it can be influenced by many factors that either do not have an
effect, or have a less substantial or direct effect, on price or gross
margins. Examples of such factors include the efficiency of plant and
machinery used, management and personnel capabilities, competitive
position, etc.

Unless reliable and accurate adjustments can be made to account for
these differences, the TNMM may not produce reliable measures of the
arm’s length net margins.

Choice of net profit indicator or profit level indicator

This depends on the facts and circumstances of the transaction in
question. Factors to consider include:

(a) Strengths and weaknesses of the various possible indicators;

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

(c) Availability of reliable information needed to apply the TNMM and
compute the indicator; and
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5.98

5.99

5.100

(d) Degree of comparability between the related and independent
party transactions, and the accuracy with which comparability
adjustments can be made to eliminate differences.

Examples of net profit indicators or profit level indicators that may be
used in applying the TNMM are as follows:

Net pr9f|t{ Profit level Numerator Denominator
indicator

Operating profit margin Operating profit Sales

Full cost mark up Operating profit Total costs
including all direct,
indirect and
operating costs

Value-added cost mark up | Operating profit Operating costs

Return on asset Operating profit Operating assets

In determining the numerator and denominator, taxpayers should bear
the following principles in mind:

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

(b) Items that are not similar to the independent party transaction being
compared should be excluded.

Berry ratio

Besides the above indicators, the Berry ratio is sometimes used as an
alternative financial indicator to compare the profitability attained by a
taxpayer in a related party transaction to that of an independent party
transaction. It is defined as the ratio of gross profit to operating
expenses.

Generally, the Berry ratio is sensitive to how costs are classified, whether
as operating expenses or not. Using it without caution can result in
comparability issues. Therefore, it should only be used in limited cases.
For example, the Berry ratio may be used when all of the following
circumstances in a particular transaction are present:

(@) The taxpayer acts as an intermediary purchasing goods from
related parties and on-selling them to other related parties;
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(b) The taxpayer does not perform any value-added functions other
than distribution relating to the products distributed. An example of
such value-added functions is manufacturing;

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

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

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

Example 6 in Annex A illustrates the use of the TNMM.

Choice of the most appropriate transfer pricing method

5.102

5.103

5.104

Generally, the traditional transaction methods provide for a more direct
comparison with independent party transactions. Hence, they would be
preferred to transactional profit methods. Ultimately, the choice of the
most appropriate transfer pricing method depends on the facts and
circumstances of each case. Taxpayers can consider the following:

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

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

(c) Availability of reliable information needed to apply the method; and

(d) Degree of comparability between the related and independent
party transactions, and the accuracy with which comparability
adjustments can be made to eliminate differences’.

IRAS does not have a specific preference for any one method. Instead,
the method that produces the most reliable results, taking into account
the quality of available data and the degree of accuracy of adjustments,
should be selected.

Taxpayers may also choose other more appropriate methods or use a
combination of various methods to comply with the arm’s length
principle. Whichever method the taxpayer chooses, transfer pricing
documentation (refer to section 6) should be maintained to demonstrate
that its transfer prices are established in accordance with the arm’s
length principle.

7 As a rule of thumb, the method that requires the least adjustments will produce the most
reliable measure of the arm’s length price.
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Choice of the tested party

5.105 The use of resale price method, cost plus method or TNMM requires a
decision on which party to apply the transfer pricing analysis. This party
is known as the tested party. Generally, the tested party is the one
where:

(@) A transfer pricing method can be applied in the most reliable
manner; and

(b) Most reliable comparables can be found.

5.106 The party with the smaller scope of functions and less complex
operations should be used as the tested party. This is because it would
be easier to find more comparable data. The choice of such a party as
the tested party would also likely result in the need for fewer
comparability adjustments and hence, greater accuracy in the
adjustments made.

Desired outcome of Step 2

5.107 At the end of Step 2, the transfer pricing method and tested party that
produce the most reliable results should be identified for the arm’s length
analysis.

Step 3 — Determine the arm’s length results
5.108 Once the appropriate transfer pricing method has been identified, the
method is applied on the data of comparable independent party

transaction(s) to arrive at the arm’s length result.

Use of an arm’s length range

5.109 As transfer pricing is not an exact science, it is generally difficult to arrive
at a specific price or margin that is the arm’s length price or margin. More
likely, the transfer pricing analysis would lead to a range of prices or
margins.

5.110 A wide range of prices or margins may suggest the existence of
comparability issues or defects that cannot be identified and/ or
quantified in the comparability analysis and are therefore not adjusted.
In such a situation, outliers such as the minimum and maximum data
points should be excluded. To enhance the reliability of the comparability
analysis, taxpayers could apply the interquartile range to determine the
arm’s length remuneration.

5.111 A full range (i.e. from minimum to maximum) may occasionally be
considered as the arm’s length price range when all the points in the
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range can be established to be equally reliable. An example of such a
circumstance is where the taxpayer has applied the CUP method and
demonstrated that all observations in the full range are equally reliable.

Desired outcome of Step 3

5.112

5.113

5.114

5.115

5.116

At the end of Step 3, the arm’s length results would be determined.
These results should then be used to guide or justify taxpayers’ transfer
pricing for their related party transactions.

Testing is the act of validating the price adopted for the related party
transactions with the arm’s length results obtained at the end of Step 3.
Testing will enable adjustments to the price of related party transactions
to be made so as to bring the price to be within the arm’s length results.

Taxpayers should test their related party transactions annually against
the arm’s length results and make appropriate year-end adjustments at
year-end closing of accounts (see section 11).

In exceptional circumstances, IRAS may consider the testing of related
party transactions over a multiple-year period. An example of such a
circumstance is where the transaction life cycle spans more than a year
and so an annual testing may result in very volatile results. Taxpayers
should consult IRAS before testing related party transactions over a
multiple-year period.

The following flowchart summarises the application of the three-step
approach to apply the arm’s length principle:
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Application of three-step approach to apply arm’s length principle

Step 1
Conduct

comparability
analysis

.

V

Step 2
Identify the most

appropriate transfer
pricing method and
tested party

Step 3
Determine the arm’s

length results

' following 4 aspects and make comparability

adjustments for material differences:

1. Contractual terms of the transaction

2. Characteristics of goods, services or intangible
properties

3. Functional analysis

4. Commercial and economic circumstances

Consider other relevant aspects:
1. Evaluate transactions on a separate or aggregate
basis
2. Use multiple year data
3. Consider losses
4. Select comparables:
a. Internal comparables
b. External comparables:
i. Commercial databases
ii. Comparables with publicly available
information
iii. Non-local comparables
iv. Loss-generating comparables

Identify the transfer pricing method that produces
the most reliable results:
1. Traditional transaction methods:
a. CUP method
b. Resale price method
c. Cost plus method
2. Transactional profits methods
a. Transactional profit split method
i. Residual analysis approach
ii. Contribution analysis approach
b. TNMM
3. Other more appropriate methods or a combination
of various methods

Determine the choice of tested party where
necessary

Apply the most appropriate transfer pricing
method on the data of comparable independent
party transaction(s):

Consider using interquartile range to enhance
reliability of results

. Examine the comparability of transactions in the

...................................................................



INCOME TAX ACT
(CHAPTER 134)
(Original Enactment: Ordinance 39 of 1947)

REVISED EDITION 2014
(31st March 2014)

An Act to impose a tax upon incomes and to regulate the collection thereof.

[Ist January 1948]

(16) In this section —

“related party”, in relation to a person, means any other person who, directly
or indirectly, controls that person, or is controlled, directly or indirectly, by
that person, or where he and that other person, directly or indirectly, are
under the control of a common person;

Transactions not at arm’s length
34D.—(1) Subsection (1A) applies where —
(a) 2 persons are related parties;

(b) conditions are made or imposed between them in their commercial or
financial relations (called in this section actual commercial or financial
relations) which differ from conditions which would be made or imposed
if they were not related parties and dealing independently with one another
in comparable circumstances (called in this section arm’s length
conditions); and

(¢) had the arm’s length conditions been made or imposed —

(i) the amount of the income of one of those persons for a year of
assessment that accrued in or is derived from Singapore, or is
received in Singapore from outside Singapore, would be greater;



(11) the amount of any deduction that may be allowed to one of those
persons for a year of assessment would be less; or

(111) the amount of any loss of one of those persons for a year of
assessment would be less.

(1A) The Comptroller may make one or more of the following adjustments in
that case, as appropriate:

(a) 1increase the amount of the income of the person mentioned in subsection
(1)(c)(1) for the year of assessment;

(b) reduce the amount of the deduction that may be allowed to the person
mentioned in subsection (1)(c)(ii) for the year of assessment;

(c¢) reduce the amount of the loss of the person mentioned in subsection
(1)(c)(i11) for the year of assessment.

(1B) The identification of the arm’s length conditions in subsection (1)(b) must
be carried out —

(a) on the basis of the actual commercial or financial relations between the
2 persons; and

(b) by taking into account both the form and substance of those relations, but
disregarding the form of those relations to the extent it is inconsistent with
their substance.

(1C) Despite subsection (1B) —

(a) if persons who were not related parties would in comparable
circumstances enter into substantially different commercial or financial
relations than the actual commercial or financial relations, then the
identification of the arm’s length conditions must be carried out on the
basis of the firstmentioned relations; and

(b) if persons who were not related parties would in comparable
circumstances not enter into commercial or financial relations, then the
identification of the arm’s length conditions must be carried out on the
basis of the absence of commercial or financial relations.

(1D) The amount of income that is increased under subsection (1A)(a) is treated
as accruing in or derived from Singapore or received in Singapore from outside
Singapore, as the case may be.



(1E) The amount of loss that is reduced under subsection (1A)(c) is treated as not
having been incurred.

[Act 39 of 2017 wef 26/10/2017]

[27/2009]

(2) Where a person carries on business through a permanent establishment, this
section shall apply as if the person and the permanent establishment are 2 separate
and distinct persons.

[27/2009]

(2A) Nothing in this section prevents the applicability of subsection (1) to a case,
or the decision of the Comptroller under subsection (1A) on a case, from being

questioned in an appeal against an assessment in accordance with Part X VIII.
[Act 39 of 2017 wef 26/10/2017]

(3) In this section, “related party” has the same meaning as in section 13(16).



INLAND REVENUE
AUTHORITY

Reporting of Related Party Transactions OF SINGAPORE

1

1.1

1.2

1.3

Introduction

Taxpayers are expected to adopt arm’s length pricing for their related party
transactions. IRAS audits taxpayers’ compliance with transfer pricing
documentation and arm’s length pricing requirements as part of its compliance
programme.

IRAS has implemented a new related party transaction (“RPT”) reporting
requirement for companies with effect from Year of Assessment 2018. The RPT
reporting requirement will provide IRAS with relevant information to better assess
companies’ transfer pricing risks and to improve on the enforcement of the arm’s
length pricing requirement.

IRAS has sought feedback from SIATP representatives and transfer pricing
practitioners on the RPT reporting requirement. IRAS is mindful to minimise
additional compliance costs arising from this reporting requirement. Companies are
required to complete a new Form for Reporting of Related Party Transactions (“RPT
Form”) only if the value of RPT exceeds S$15 million. The information necessary
to complete the RPT Form can be obtained readily from the companies’ financial
statements and accounting systems.

RPT reporting requirement

2.1

2.2

2.3

Under the RPT reporting requirement, a company must state in the Form C whether
the value of RPT as disclosed in the financial statements exceeds S$15 million for
the relevant Year of Assessment. If the value of RPT exceeds S$15 million, the
company has to complete the RPT Form and submit it together with the Form C.

The RPT reporting requirement also applies to a dormant company where the value
of the company’s related party transactions disclosed in the financial statements for
the financial period exceeds S$15 million. For the Year of Assessment 2019, such
a dormant company should submit Form C by Form C (Upload) mode instead of
Form C-S or Form C for Dormant Company. The completed RPT Form should be
submitted together with the Form C.

All amounts in the RPT Form are to be declared in S$ even if the company’s
functional currency in the financial statements is non-S$. The rate used to translate
non-S$ to S$ would follow the same rate as that used to complete the Form C.

Determining whether the value of RPT exceeds S$15 million

3.1

The value of RPT as disclosed in the financial statements is the aggregate of:

a. All amounts received/ receivable from related parties and all amounts paid/
payable to related parties as reported in the Income Statement but excluding
compensation paid to key management personnel and dividends; and

b. Year-end balances of loans and non-trade amounts due from/ to all related
parties.
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Consolidated financial statements

Qn (3):

Ans (3):

The RPT information disclosed in the financial statements are at the
consolidated level. Do | complete the RPT Form using the consolidated
financial data?

As the RPT Form is to enable IRAS to assess the company’s transfer pricing risks,
please complete the RPT Form using the company’s financial data and not the
consolidated financial data.

Definition of “related party”

Qn (4):

Ans (4):

Since the RPT Form is used for transfer pricing risk assessment, is the
definition of “related party” the same as that for section 34D of the Income
Tax Act?

To minimise compliance cost, the data to be completed in the RPT Form will be
consistent with the RPT disclosed in the companies’ financial statements prepared
according to the applicable accounting standards. In completing the RPT Form,
there is no need for companies to determine whether a particular related party falls
within the definition of section 34D.

Local and cross-border RPT

Qn (5):

Ans (5):

If my company’s RPT are all transactions with local companies in Singapore,
must the RPT Form be completed?

Yes, so long as the total value of RPT (local and cross-border) disclosed in the
financial statements exceeds S$15 million, companies are required to complete and
submit the RPT Form together with the Form C.

Threshold set at S$15 million

Qn (6):

Ans (6):

In IRAS Transfer Pricing Guidelines, the threshold for transfer pricing
documentation requirement is S$1 million for some types of RPT and S$15
million for others. Why is the threshold for RPT Form set at S$15 million?

The threshold for RPT Form applies to the sum of all amounts of RPT while the
threshold for transfer pricing documentation requirement applies to each type of
RPT. IRAS has set the threshold at a reasonably high value of S$15 million for RPT
Form to reduce companies’ compliance costs. Smaller companies whose RPT is
below the threshold will not need to complete the RPT Form.
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Determining whether the total value of RPT exceeds S$15 million

Qn (7):

Ans (7):

Qn (8):

Ans (8):

Qn (9):

Ans (9):

Qn (10):

Ans (10):

Qn (11):

Ans (11):

My company has branches outside Singapore and my company’s financial
statements include the financials of the foreign branches. In determining
whether the value of RPT exceeds S$15 million, does the company have to
include foreign branches’ financials?

Yes, the company’s RPT would include the RPT between a foreign branch and other
related parties.

If the company meets the threshold value of RPT and has to complete the RPT
Form, does it have to report compensation paid to key management personnel
and dividends in the RPT Form?

No, the amounts of compensation paid to key management personnel and dividends
are not required in the RPT Form.

In determining the value of the RPT, should the purchases from related parties
be netted off against sales to related parties?

No, the value of purchases from related parties and the value of sales to related
parties should be aggregated in determining the value of the RPT. This is regardless
of whether the sales and purchases were carried out with the same related party.

Non-trade amounts due to/ from all related parties are to be included to
determine the total value of RPT. What are some examples of non-trade
amounts due to/ from all related parties? Should the amounts be gross or net
of impairment losses?

Examples of non-trade amounts due to / from all related parties are “other
receivables” and “other payables” from related parties. Where the amounts shown
in the balance sheet are net of impairment losses, such net amounts may be used
to determine the total value of RPT.

The RPT disclosure in the financial statements shows “purchase of tangible
and intangible assets”. Does the cost have to be included in determining the
total value of RPT?

No, purchase of tangible and intangible assets does not have to be included in
determining the total value of RPT. It is also not necessary to report these in Part
3e of the RPT Form.
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Qn (12):

Ans (12):

Qn (13):

Ans (13):

The RPT disclosure in the financial statements shows “sale/ disposal of
tangible and intangible assets”. Does the gain or loss on sale/ disposal of
assets have to be included in determining the total value of RPT?

The gain or loss on sale/ disposal of assets has to be included in determining the
total value of RPT and reported in Part 3e of the RPT Form.

To determine year-end balances of loans, does the company have to
distinguish between loans of revenue and capital nature?

For the purpose of completing the RPT Form, all loans are to be included, whether
they are revenue or capital in nature.

Financial statements with period more than 12 months

Qn (14):

Ans (14):

Should | apportion the amounts disclosed in the financial statements with
period more than 12 months when there is a change in accounting period?

For Parts 3, 4 and 5 of the RPT Form, companies with financial statements that
cover more than 12 months may apportion the income and expenses as per the
apportionment basis in the Form C. If companies want to identify the actual
transactions in the respective basis periods, they may do so.

For Part 6 of the RPT Form, companies should use the balances as at the end of
the relevant basis periods to determine the amount of related party transactions for
the respective YAs.

Example 1: Change in financial year-end (FYE) affecting two YAs

The FYE of the company is changed from Dec 2017 to Jun 2018.
Financial statements are prepared for financial period from 1 Jan 2017 to 30 Jun
2018.

Apportionment required for filing of income tax return:

YA Basis Period
2018 1 Jan 2017 to 31 Dec 2017
2019 1 Jan 2018 to 30 Jun 2018

To complete Part 6 of the RPT Form, the company will need to take the loan and
non-trade balances due from/ to all related parties as at the end of the respective
basis period, i.e. Company will be required to determine these amount based on
actual ledger balance as at 31 Dec 2017 for YA 2018 and 30 Jun 2018 for YA
2019.
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Example 2: Change in FYE affecting one YA

The FYE of the company is changed from Jun 2018 to Dec 2018.
Financial statements are prepared for financial period from 1 Jul 2017 to 31 Dec
2018.

No apportionment required for filing of income tax return:
YA Basis Period

2019 1 Jul 2017 to 31 Dec 2018

To complete Part 6 of the RPT Form, the company will need to take the loan and
non-trade balances due from/ to all related parties as at the end of the basis
period, i.e. Company will use the amount stated in the financial statements.

Part 2 of the RPT Form - Ultimate holding company

Qn (15):

Ans (15):

How do | determine which entity is the ultimate holding company (UHC) in the
case where the company is a joint venture or all its shareholders are
individuals?

The UHC of a company is usually stated in the financial statements. Where all the
shareholders of a company are individuals, or where the company is a joint venture
and no joint venture partner is stated as the UHC, the company is the UHC of its
group. Please select “Yes” in Part 2a.

Part 3 of the RPT Form

Qn (16):

Ans (16):

What are some examples for Part 3e “other transactions with all related parties not
falling under Boxes 3a to 3d”?

If any of the items in the RPT disclosed in the financial statements does not fit any
of the descriptions under Boxes 3a to 3d, it should be completed in Part 3e. Some
examples are gain or loss on disposal of tangible and intangible assets and
reimbursement from/ to related parties.

Parts 4 and 5 of the RPT Form

Qn (17):

Ans (17):

Does the “country” of the related party outside Singapore in Parts 4 and 5 refer to
the country where the related party operates its business or the country of
incorporation of the related party?

It refers to the country where the related party operates from.
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Example 1: Your company in Singapore has a Singapore subsidiary, Company B. Company B
has a branch in a foreign country F which manufactures product X for sale. Your
company sells raw materials of S$30 million to Company B’s branch in Country F.
Your company also sells S$20 million of another product Y to Company B.

Your Sales of S$20 million (domestic) Company B

company (Singapore)
(Singapore)

Branch

Sales of .
S$S30 Million (Country F)

In your company’s RPT Form, the total amount of S$50 million is to be included in
Part 3a (income/ receipt) as sale of goods to all related parties.

Part 4 is not applicable for the domestic sale of product Y to Company B. The sale of
raw materials to Company B’s branch in Country F is a sale of goods to a related
party outside Singapore. Please select “Yes” in Part 4a. If the value of S$30 million

ranks in the top 5 cross border “sale of goods and provision of services”, please
complete Part 4b as follows:

Name of | Country Relationship type Amount S$
related party

Company B | Country F Subsidiary # 30,000,000
(Country F

Branch)

# Relationship type should be the relationship between your company and Company B.

Example 2: The Singapore branch of a foreign incorporated Company F purchases goods of S$40
million from a Singapore subsidiary of Company F, Company S. The Singapore branch
also purchases goods of S$50 million from a related party outside Singapore, Company
M in Country M. Company M is a subsidiary of Company F.

Company F ion Company M
§S550 o (Country M)
se©
. Lh\‘ Company S
. ranc (Singapore)
(Singapore) Purchase of S$40 million

(domestic)

In the Singapore branch’s RPT Form, the total amount of S$90 million is to be
included in Part 3a (expense/ payment) as purchase of goods from all related parties.
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Part 5 is not applicable for the domestic purchase of goods from Company S. The
purchase of goods from Company M is a purchase of goods from a related party
outside Singapore. Please select “Yes” in Part 5a. If the value of S$50 million ranks
in the top 5 cross border “purchase of goods and services”, please complete Part 5b
as follows:

Name of | Country Relationship type Amount S$
related party
Company M Country M Subsidiary # 50,000,000

# Relationship type should be the relationship between Company F and Company M.

Compliance cost

Qn (18):

Ans (18):

Would the RPT reporting requirement increase compliance cost for
companies?

IRAS has set the RPT threshold at a reasonably high value of S$15 million to reduce
companies’ compliance costs and most companies do not have RPT exceeding this
threshold. IRAS also minimised the data required in the RPT Form. The required
RPT data can be readily collated by companies in the process of preparing their
accounts. IRAS has consulted SIATP representatives and transfer pricing
practitioners who have assessed that companies would have little difficulties in
meeting this RPT reporting requirement.

Penalty for non-compliance

Qn (19):
Ans (19):

Will penalty be imposed if companies do not submit the RPT Form?

The RPT Form is part of the Form C. Penalty may be imposed for non-filing or
incorrect filing of Form C.

TP documentation

Qn (20):

Ans (20):

Do companies need to submit their transfer pricing documentation together
with the RPT Form?

Companies are not required to submit their transfer pricing documentation together
with the RPT Form or Income Tax Return. As stated in Section 6 of our Transfer
Pricing Guidelines, they should prepare and keep contemporaneous documentation
to support the pricing of their RPT, and submit it to IRAS within 30 days upon
request.
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