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BUREAU OF INTERNAL REVENUE 

August 20, 2019 

REVENUE AUDIT MEMORANDUM ORDER NO. _/_-_'20/tf 
Transfer Pricing Audit Guidelines SUBJECT 

TO Alf Internal Revenue Officers and Others Concerned 

I. OBJECTIVE 

The Transfer Pricing Audit Guidelines is intended to supplement Revenue Audit Memorandum 

Order (RAMO) No. 1-2000 (Updated Handbook on Audit Procedures and Techniques Volume 1) and 

RAMO No. 1-2008 (Computer Assisted Audit ToO'ls and Techniques), and to provide standardized audit 

procedures and techniques in the conduct of audit of taxpayers with related party and/or intra-firm 

transactions in order to ensure quality audit. 

II. PURPOSE 

The Tiransfer Pricing Audit Guidelines provides a framework and guide for transfer pricing 

examinations. Every transfer pricing issue is unique, and teams should exercise their judgement on 

how to best apply this guide. 

Ill. SCOPE 

1. The Guidelines are applicable on controlied transactions including sale, purchase, transfet and 

utilization of tangible and intangible 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 Guidelines are also applicable by analogy, in relation to transa_ctions between permanent 

establlishment (PE) and its head office or other related branches. For the purpose of the 

Guldelines, the PE will be treated as a separate and distinct enterprise from 1ts head office or 

other irelated branches/subsidiaries for tax purposes. 

IV. REPORTING REQUIREMENTS 

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

IV. REPEALING CLAU5t 

This order supersedes all revenue issuances or portions thereof inconsistent herewith. 

V. EFFECTIVITY 

All rev,enue officers and other employees concerned are hereby directed to use the aforesaid 

Manual in the ciudit/investigation of tax returns immedi;,tely after the approva l of this Order. 

_ _A~ ~vl::-~ 
C.A.ESAR R. DULAY 

Commissio,v=·r of lnter•1a! P.,~v~:1ue 
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CHAPTER I 

Introduction 

Globaliization 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 marlkets 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 entai ls an increase of related 
transactfons globally. This special relation may evoke the possibility that income or profit may 
be reported smaller than the actual one or costs/expenses ma·y be claimed excessively. These 
related transactions include sale, purchase, transfer and utili;rntion of tangib le and intangible 
assets, provision of intra-group services, interest payments and capitalization among others. 
Some of the reasons 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 arrn: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 lnternaf Reve-nue todeand as implemented under RR No. 2-20i3 nas tne autnorffy 
to review, allocate and distribute the income and deduct ions of the related party t ransaction 
(cross-border and domestic) including intra-firm transactions1 between related parties to 
determine the appropriate revenue and taxable income by using the Comparable 
Uncontrolled Price Method (CUP), t he Resale Pdce Method(RPM}, the Cost Plus Method 
(CPM), the Profit Split Method (PSM), the Transactional Net Margin Method (TNM M) or other 

method. 

Audit on transfer pricing on ,elated transactions is a test of application of ALP to t he 
related transactions, hence, these audit guidelines. 

1 Intro-firm trans;:ict ions or misallocat ion of fi' L►ri ts and costs occurs w hen a firm wi:.h ,lctivi tie; in dffferent tax 
regimes (i.e., incon10 t,·JX holirfay, 5% gross income earneti tax and rP.gula r rnrporote tax) m<1nip11l,JtP, ff''!enues 

and costs to minimize tJx l i;;hili t ie::;, 
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Annex 5 : Supply Chain Management Analysis 

Annex 6 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: M inutes of Provision of Information on Taxpayer in Respect of 

Affiliated Transactions 



CHAPTER II 

Audit Procedure on Transfer Pricing 

Audit is. a series of activities of collecting and processing data, information, and or 
proofs objectively and professionally based on an audit standard to test compliance in 
fulfillment 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 is conducted to test the compliance in f1,1lfillment of tax 
obligations of a taxpayer with related party transactions. Audit procedure on transfer pricing 
consists of Preparation, Implementation and Reporting. 

In the preparat ion of audit, Revenue Officer should collect and learn taxpayer's data 
in respect of special relations with their related/associated parties. 

Implementation of audit on transfer pricing comprises of the following: (1) 
Determination of the characteristics of the taxpayer's business; (2) Selection of the transfer 
pricing method; and (3) Application of the ALP. 

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

A. PREPARIATION FOR TRANSFER PRICING AUDIT 

This ph;ase of the examination process determines the scope of the audit. Proper 
selection of issues and application of a transfer pricing method for transfer pncrng 
examinations should have the broadest imp9ct on ?chieving complia_nce regardless of the size 
or type of enti'ty. The audit plan wi ll be issue-focused and contain the following: issues 
identified, audiit steps, timeline(s), and communication agreements. The Revenue Officer 
should coordinate with the taxpayer to establish a plan to complete the transfer pricing audit 
in a t imely manner. The audit can be productive If the Revenue Officer and the taxpayer work 
together in a spiirit of cooperation, responsiveness, and transparency. The audit plan may be 
adjusted throughout the process. 

The steps in the audit preparation include the following: 

1. Review the available information relating to the taxpayer's related party 
tran:sactions and its related parties such as Annual Income Tax Return and lts 
attachments (/.'.\ 11dited Financial Statements), Tax Treaty ~elief 
Applications/Rulings and prior years audit reports, if any. Further research may be 
done about the taxpayer's background, history and core business operations 
through websitP.s, commercial databases, or ot her sources of data t o con fi rm the 
existence ohi speciai relationship with the transact ion counterparty. 

7. 



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 

•••• •• ·atta1chments.- {Please· see templates i•n Annexes ·l-"8.) •• - ------·-·· • -------------------

3. Evalluate 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 intercompanytransactions 

b. Discuss all interco_mpany transactions in the year(s) under ex?mination. 

► Gain understanding of the taxpayer's rationale for entering into the 
transactions. 

► Gain understanding of the taxpayer's value chain(s) associated with the 
intangible, services, and/or tangible goods. 

- -~ ---~-- --

► Gaiff- understanding -·wnether tlie inter"cc::irrip;:fffy- fransa-ctTon·- is 
assocjated wjth the traf'}sfer- of an incom~_ strea_m, or fOl}trib!,ltion to 
th~ vaJueJ of any_intangible. 

c. D1scussthe'funct1ons performed, assets employed,·ana risks assum·ed·by each· 

controlled party of the respective intercompany transaction. 

d. Understand how the preparer· ofthe transfer·p-ricin·g stucfy-gained knowledge 

of eacli controllea party's functions performed;assets employecr·andrisRs· ---• - -

assumed and request supporting documents {interview notes, minutes). 

e. Discuss whether to request background documentation. 

- -

f. Identify persons responsible for structuring the transaction from the tax 
--

planning perspective. 

g. Discuss the need to request additional documentation including contracts and 

agreements 11ot previously rC=quested. 

h. Gain an unde·rstanding of t he transfer pricing methods selected by the 

taxpayer for significant t ransactions. 

Disr.uss the process for requesting follow-up m eet ings and clarificat ions. 

3 



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 risk 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 following: 

a. 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 
flow standpoint; 

b. Potential applicability of a tax treaty; 

c. Source of income and tax credit availability; 

d. Materiality of related party transactions1 which may be measured from their 
proportion to sa les or to net operating profit; 

e. Taxpayer's transactions with related parties domiciled/located in countries or 
economic zones with low or zero tax rates; 

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

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

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

i. IN on-routine types of related party transactions, such as business restructuring 
ithat involves or does not involve intangible assets and sales of intangible 
property; and 

j. The taxpayer suffered losses over several years. 

When the risks of related party trahsaction are present, the Revenue Officers shall 
include in the audit plan the appropriate method in determining arm's length 
pric1:'!. If none, the Revenue Officers shal l perform the testing in the 
impl ementation of the audit. Uron discovery of t he risks, the :rndit plcm shall be 
revised ziccordingly. 

4 



7. Set a schedule for re-assessment meeting with the taxpayer based on the 
following: 

a. Determine which transaction(s) need(s) further development, which 
transactions may be closed or which transaction(s) need(s) to be eliminated 

- ~- -- frcimfortneYana'lysis;- ••• - - ----~- ·- - --- ·-······ -~-- -- ' ··-·. 

b. Determine the level and scope ofTP involvement going forward; 

c. Discuss any new information and reassess/adjust working hypothesis(es); 

d. Assess level and scope of counsel involvement and begin to consider any 
discrete legal issues; 

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

~-(::.~~)--,,·· f. Begin to formulate the best method analysis to include assessment of the 
~ + ;, ~ .,,;_

7
- .~ -~ ---1taxpayer~sselected-method.- -- --------- --- ------------- • __ 

. r·--- -='-1 

~; :·;1 5 J-~ ► If there is doubt as to whether the taxpayer's selected method is the 

~-~l~~;~~t --~---bestme:hod~assess the reliability.-aod comparability _of the t.axpayer's _ 
_ ~ . .P 1i •"' assumptions and data. • 

.,. . ··- '"°. ~ ...,_ u:., 
:.,' ::) "°'o 

i?,·-..::::_ <:i: --:~.C(. 
► Determine additional accounting data and records needed for this 

_____ assess merit .for_application .. o.f.any. metho.ds being c.onsidered _as_a .b..est 
method. 

·:::. j-) l\7R 
;~, 15:~·---~--=~J ,Ii 
& ~ ~:.:.-:..:~ .. :-::,, o:: •. 
:::: ,r.::=-~~J 
0., V 

B. IMPLEMENTATION 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 factual differences. 
Communicatioin and continuous reassessme·nt should remain throughout the implementation 

process. 

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

1) _ _Determination of the Characteristics of the Taxpayer's Business. 

. . 

Every taxpayer has different characteristics; ·even within the same industry, 
each company has different strategy, organizational st ructure, and object ives. 
This stage is needed t o underst and the reality of t he t axpayer's business. The 
Hevenue Officers rnay gain an overview of the indust ry in which the t axpayer 

5 



:c~ --- -------~--: 
!.---------·---

operates, the business of t he group of companies, and t he main functions of 
each member of t he company group based on the ta-<payer's internal and 
external sources of information. 

By determining the characteristics of t he taxpayer's business and 
understanding the functions of its related parties, t he 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 
t ransactions. 

The accurate determination of the characteristics of t he 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) identifying the characteristics of the 
relat ed transactions of the taxpayer and by (b) conduct ing 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 
information, 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 available through the internet 
or in databases in order to gain a general understanding of the conditions of 
the t axpayer'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. 

Under-stand the condit ion of the related transactions for comparability 
analysis. For purposes of identifying the related transact ions, the following 
factors shall be considered; - --

a. 1) Conditions t hat influence industry 

a.1.1) industry and market segment where the taxpayer carries on 
business, i.e. growth of industry, technology, size and growth of 
market; 

a.1.2) competitive condition of the taxpayer and its competitors; and 

a. 1.3) economic factors and existing re£5u lations that influence the 
taxpayer's business. 

a.2) Conciltjons of t he related transactions 

a.2.1) typr~ and va/ur:! of re laled transactions; 

r · n 



a.2.2} the period and frequency /rate of the related transactions; 

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

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

a.2.5) parties involved in the related transactions, as well as the 
relation between- the parties, for example: parent-subsidiary 
relationship, joint venture, franchise, cost contribution 
arrangement; and 

a.2.6) _chain of transaction in which the taxpayer's affiliated 
• trarisactions become part of. 

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

a.3.1) structure of the taxpayer's organization in its group including the 
- -----decision-rnaking process;--- - ------- -· 

a.3.2) shareholding structure of the taxpayer in the group; 

a.3.3) strategies, policies, as well as targets of the taxpayer; 

a3.4) function performed by each member of the group (5upply chain 
___________ -. management);_and_____ _ ______ _ 

a.4} Financial ratio 

In audit on tran_sfer pricing, it is important to do early examination on 
financial performance of the taxpayer to identify the risk for tax avoidance 
by reason of the special relation. Prior examination can be done by getting 
the average ratio of t he taxpayer's industry. 

In applying the ALP; -financial ratio (degree of gross/net profits}-of the 
taxpayer will be compared to that of the financial ratio (degree of gross/net 
profits} of co~p_arable companies to determine the ALP of the taxpayer's 
business. 

The following are the financial ratios that can be used as basis/indicator for 
comp8rable: 

7 
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a.4.1) Gross Margin to Sale Ratio 

= Gross profit 
Sale 

a.4.2) Gross Profit to Basic Sale Price Ratio 

(Gross Mark-up) = 

a.4.3) Rate of Return of Sale Ratio 

= Net Operating Income 

Sale 

Gross profit 
Basic Sale Price 

a.4.4) Rate of Return of Total Costs Ratio 

= Net Operating Income 
HPP2 + Total Operating Costs 

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

= Net Operating Income 
Total Operating Assets3 

a.4.6) Rate of Outcome of Capital Employed (ROCE} Ratio 

= Net Operating Income 
Current Assets-Liabilities 

a.4. 7) Berry Ratio 

= Gross profit 
Operating Costs 

a.4.8) Debts t o Capital Ratio 

= Debts 
Capital 

2 High Price PoinLs('HPP) ;:ire prices at which demand for a given product is supposed to stily relatively high. 
3 Total Operi:1ting !\s~.c ts are those assets acquired ror 1.1 ~1: in the conduct of the ongoing operatio;i, of a business; 
this means assets are needed 10 w'ner?.te revf>nue, Ex,m1ples of 0l}f't·i~tinr, ;issets are cash, prepaid expcn, ,,s, 
,tc.counts receivable ,ind fixed assEh. 
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a.4.9) Research and Development (R&D) Costs to Sale Ratio 

= R&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, th-e level of the risks borne and remuneration (profit) which 
are proportio-nal-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 fu lly fledged manufacturing, 
contract manufacturing, and toll manufacturing. On the other hand, 

- -characteristics-of the-parties-who perform distributor function,-among-other----
things, are fully fledged distributor, limited risk distributor, commissionaire, 

and commission _agent. 

FAR analysis is a-mapping of the economically relevant facts and characteristics 
of related party transactions with atten-tion to the Functions, Assets;-and Risks 
(FAR) and the allocation of the functions, assets, and risks between the parties 

_ J@Q]Y.'.eg_iQ th~ affili2ted trc1_~~-c!]c;rn_s t_~_acc:_!.J_r~i ~J'i_ht<?WJhe c;;baraft.~r.i_~!j_c§ __ of 
' . 

1:ach party. 

The R~venue 9!fic~rs need to study several sources of informa_!ion, -~n-~~ud!ng: 

1) Organizational cnart of the 'taxpayer unaer aucfit anffsfrucfurai----­

chart of the group; 

2) List of all employees, job descriptions, and the authorities of the 
employees involved in the economically relevant functions; 

3) Audited financial statements; 

4) Segmented financial statements (segmented both by function 
and by independence of transactions); 

5) Global pricing policy document; 

Licensing contracts for intangible assets to recognize t he parties 
that own intangible assets ,rnrl identify payments/ receipt of 

() 



royalty to/from related parties; and 

7) Transfer Pricing Documentation. 

The Revenue Officers should focus on the following activities in performing 
FAR analysis: 

1) Identify the significant/material economically relevant functions 
performed by the taxpayer, including design, processing, assembly, 
research and development, sale and distribution, purchase, 
provision of services1 marketing, promotion, transportation, 
financing, and management and other related activities. 

2) Identify the significant functions performed based on the following: 

► Transfer Pricing Documentation and/or FAR analysis form; 

► Taxpayer's financial statements; and 

► Organizational Chart. 

3) Prepare questionnaire needed 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 identify key personnel for interviews 
/site tours. 

► Work with tai payer to identify plan and site for tour(s). 

► Work with core members to prepare for interviews and tours. 

► Consider and evaluate for foreign travel. 

5) The Revenue Officers neeu to prepare Minutes of Provision of 
Information in connection with information relevant to the FAR 
analysis (Annex 10). 

6) During t he int~ry_iew, c_o_nfjrm U1e functions / contributions / 
participations performed by related parties regarding the related 
transactions, including; 

Tr"lil '.;adions with related parties t hat function as 
intermediaries in prnduct s-a le/ purchase tr2n :-;;H:tions

1 
the 
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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 order to confirm that these 
related parties have functions in the taxpayer's related party 
transactions. 

b) Transactions of t ransfer of intangible assets, the Revenue 
Officers need to confirm the qualifications (economic/legal 
ownership) of the party that receives the transfer of the 
int_angib'le assets, 'i.e. considering the ability of the transferee 'in 
developing, protecting, or maintaining the intangible assets. 
This can be done by studyingthe organizational chart, number 
and qualifications of personnel, and financial state.merits of the 
related parties. ·-

c) ' Ti:ansactions of provision of intra~group services, the Revenue 
Officers need to corifirm the qualifications {beneficial) of the 
party that delivers the intra--group services. This can be done by 
studying the organizational cliart and t he number and 

____ __ qualifications oHhe .per.sonneLwho .. pr:ovide the services, ____ - ~-

7) Identify and/or confirm the types of assets used by the taxpayer, 

- . --:--incl~din& ~an_<:!_, -bu_i_!_d_!!~s~d:!Tia~]!!~!'l, use of v~lu_~bleJntan_gibl~---~ 
a~sets, financial assets; and the nature of the assets that are used, 
including. useful life, market value, location, and legal ·protection 
available for the intangible assets. 

Th~ follow~·g ;i;o~ld be consider; d- i"n -identifying- the use or 

existence of intangible assets~_ _ _ ___________ _ 

-
a) The comp-any --oofains -a. higher p·rofitablllty fevel than the 

- - --- --a-ve_r_a-ge- foTsimi larihdUstriesi 

b) The existence of the intangible assets is not determined by 
whether or not the intangible assets are recorded in the balance 
sheet; 

Example 1-; 

Costs in connection with research, development and marketing of 
P product are often not cap italized but instead charged a~ expense 

~!_th~_-,ti_~E:_ they occur. Thes~-5o~s _may n~t be refl~~ted )n _t~~ _ 
balance sheet as assets. 

c) The existence of intangible assets is not determined by whether 
or not they hc1ve legal protection. 

11 
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Example 2: 

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

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

a) Manufacturing intangibles 

Manufacturing intangibles are generally created through research 
and development activities, which are risky and entail expenses, so 
that the developer seeks 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 c1ssets may engage in the research 
and development activit ies by itself, or in the name of one or more 
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 wil_l be_ the economic owners of the 
manufacturing intangibles. 

The Revenue Officers need to take the following steps t o identify t he 
existence of manufacturing intangibles: 

(1) Perform research on contracts, such as licensing contracts 
or sale contracts for the intangible assets. 

(2) Review the FAR analysis tab le relating to manufacturing 
funct ions and intangible assets used that has been fill ed f n 
by the taxpayer (Annex 6). 

(3) Check the taxpayer's organizational chart 
manufacturing functions, key personnel, 
descriptions of the k~'l pe r~-C?~nel. 

regarding 
and job 

(4) Conduct site visits and interviews with factory managers 
a11ci manufor::turing engineers to confirn i vA1ether or not 
t here is know,-1:ov,; or patC:'.'nts used in the facturv, ns well as 
its econom ic bendit. 
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(5) Identify existence of unique production equipment or 
modifications made to the production equipment that 
boosts quality or reduces production costs. 

(6) Identify ·any changes in- factory--design that Teduce-· - • 
product ion costs or increase in output. 

(7) Obtain a list of • patents 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 
~~x-pef1: r~~arding the' value of the patents '.or the taxpayer. • 

(8) Conduct interviews- with~ research an~ development 
personnel to determine the .company's _level of success in 
the market (market power) pr~duced 6y each such patent. 

- -- -··- b) Marketing intangibles 

Marketing 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 unique name, symbol or 
picture that has important promotional value for the products. -

The value of marketing intangibles depends on several factors, 
"",.,... . -~ ----~-- ...,.,- • _ _ _ ,.., ________ --....... ~---- - ..,..,,,_= c. "" - .,.,, ... ~ 

including the reputation and credibility of t he brand or trade name, 
level_ of quality _control _ and __ continuing_ research, _distribu_tion _and 
availability of the goods and services that afe marketed, !:iUc:cess of 
promotion costs,.and so on. -

~- - ------ - ---- ----
The Revenue Officers should do the following steps to identify the 
existence of marketing intangibles: 

(1) Conduct 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) Check the taxpayer's organizational chart with regard to 
marketing function, . key personnel arid their job 

descriptions. 
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(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. 

Example 3: 

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

(6) 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 opinions of experts regarding 
the reasons for the success of the taxpayer's product in 
the market. 

7. Map and/or confirm the risks borne by the taxpayer in connection with 
the affiliated transactions. This can be done by, for example, studying 
sale/purchase contracts, identifying write-off transactions, including 
those for unc~ll_ectible 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 include the 
following: 

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

b) Existence of a function relating to research and development 
performed by the taxpayer; 

c) Existence of a function of marketing performed by the taxpayer; 

d) Existence of risks of research and development and/or 
marketing risks that are borne by the taxpayer; 

e) Existence of personnel with spGcial qu,i lificat ions who are 
emrloyed in the funcl'ions of marketing, tn c111 1.1hct 11ring, or 
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research and development or other functions that determine 
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 ofthe taxpayer'sfinancial 
performance should be higher than the average for similar companies that do 
not have a contri_bution to intangible assets. 

After performing t he FAR analysis, the Revenue Officers should be able to draw 
conclusions about t,t'le characteristics of the taxpayer's busine~s and t~e 
functions performed by its related parties, and to examine the appropriateness 
of the remuneration recelved 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 fledged 
m~.ri.l:JfaC!l:l!lr:tg;...=-~.fully--- fledged distributor, limited ris)<- --distribut(?_!,- -- . 
commissionaire, commission agent, service provider or others. 

In cases where there are some changes or developments in the business 
activities that may re-characterize t he .. taxpayer's business, the _ Revenue 
Officers shall determine the adjustments based on the functions performed, 

---
-- - ·· ---- -

2.) Seledion of Transfer l>ricing Method 
------- ----·--

In choosing the t ransfer pricing method (TPM}, ident ifying the availability of 
comparables and determining the most appropriate transfer pricing method based 
on facts and condition a!e necessary. 

a) Identify available comparables. 

One of-the -important things in -choosing -TPM is the availabi lity of reliable 
independent comparables. The purpose of this is to ensure availability and 
reliability of independent comparables to be applied. Comparables to be 
lclentifieg_can__l)_~jD_the fqr_rn_ qf prices _ _g_c(c~ (foJ~ ~~m~~ _11_1a_rket pric~~ fo~ 
cornrnodities), data on margin of gross profit , oi- data on margin ot net profits. 
Comparables used to test transaction of the t axpayers wlth their related 
parties can be grouped into internal comparable and external comparable. 
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1) Internal comparables 

Internal comparables are obtained when the tested party4 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 reliable internal comparables include 
the following: 

a) Ensure that the internal comparables are not transactions that 
were performed solely 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 3WG 
to FEL Ltd., an independent distributor in country Y. The economic 

- - - conditions in country X and country Y are relatively similar. To use 
the sale transactions to FEL Ltd. as internal comparables, it must 
first be confirmed that these independent transactions are not 
performed solely.to justify that the affiliated transactions are. at 
arm's length. 

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

b) Ensure that internal comparables are independent transactions 
performed in the normal course of business. 

- Example 5: -

At the start of the year, TM D Corp., a manufacturer of agricultural 
machinery, sells product 3WG to LAC Inc., its subsidiary in country 
X. However, at the end of that year1 TMD Corp. goes bankrupt and 

,---------- ------. has to liquidate its inventory by selling al l its product 3WG at a 
f:\1 ;I~/: I.II I nr- jr~ H::i•(i\fAi. t"(t:V 1':i'JIJ\:: 

'.1- ii·-.J~ ·1 .( J u.._·~ -1 'tc1r_ .. DJJillr,i1'-'.l'-R\~ liquidation price. Because this liquidation sa le is not conducted 
t,JV vi \ under normal business conditions, the sales of TMD Corp. at the 

! 1· AUG 2 7 2am ~I l time of the liquidation cannot be used as an independent 
1
1\ q, r-n::.n • 1l / comparable in determining the fair price of TMD Corp.'s products 

"-~ \\ _t2j'·1.:97i_:;,~if''(;7:i:-:1 _/ to LAC lhC. 
:-;, , v'-u~rM(3T. D!V!SION --~ 

4 Tl;c tested p,11·ty is the entity to which il l ransfer pricing mctlw d r.an be most reli;;bly applied to and from 
which thP. rnost reliilblf• cornparables c,:in tw found. For an entity to become ;ci te~rr.d party, !he Burea11 
requit P~ :;ufricient ,mcl ·.;erifiable infonmitJon nn such entity, (rrn l\lo. 2-2013) 
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c) Ensure comparability between the related party transactions and 
the internal comparables by considering the five (5) comparability 
factors as enumerated in RR No. 2-2013. 

1. Characteristics of goods and services; 

2. FAR analysis; 

3. Contractual forms; 

4. Economic circumstances; and 

5. Business strategies. 

2) External comparables 

The external comparables that can be used to'test the arm's length nature 
of related party t ransactions 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 parties, such as gold, silver, 

- - - --- ···- - cru.cf_e palm oil. (CPO},- cqal, and_ other commodi_ty products;-: --

b) Bangko Sentralng Pi!ipinas Offered Rate (BSP); 

, __ c) Philippine Sec_~rities aod_EK~hange (ol)lmis.siQD ($J:q datfll;>a~~;_,_rn_.9 

-·- · --- ----- - --

b} Choose the TPM that is Most Appropriate to the Fa.cts and Conditions 
-------- -- --------- --- ·•· ~ - --- --

Factors that need to be considered in selecting the TPM that is most 
appropriate to the facts and conditions include the fol[owing: 

1) advantages and disadvantages of each method; 

2) appropriateness-of the-TPM to··the ba~ic nature of the transaction, 
-determined based-on ·FAR analysis; 

3) availability of reliab le information (in connection with independent 
_ c;pJ11pa.rables) to apply thE:! rn~tb_od that i , cl_1osen illld/or_ Qther 

methods; and 

IJ.) level of comparabilit y betw~~en the r2 l,3ted party t ransaction and th,~ 
transactions between independent partit' '., including reliability of 
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adjustments tnade to eliminate the material influence of any 
differences. 

To 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 parties 
entering into transaction with taxpayer, including related party existing 
abroad. 

Selection of tested party is carried on based on functional analysis already 
prepared and reliability of data/proofs/information as well as facts 
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 t he tested party include the following.: 

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

► 11f the tested party is located abroad, the Revenue Officers should confirm the 
reliability of the information regarding the tested 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 

► If the Revenue Officers cannot confirm the reliability and adequacy of 
information of a related party located abroad that was to be tested, the 
R:evenue Officers can select the taxpayer or another related party as the tested 
party. 

3.) Appllication of the Arm's Length Principle5 (ALP) 

Applying the ALP is conducted after choosing the most appropriate TPM and should 
consider the following: 

5 "Where 
a) an enterprise of a Cont racting State participates directly or indirectly in the management, control 

or ea pita I of an ent erprise of t he other Contracting State, or 
b) th(~ same persons participate directly or indirectly in the management, conlrnl or capit;if of an 

enterpr ise of D Contracting State and ,111 enterprise o f 1,he other Contracting Sta te, 
and in either case conditions arc m.rde or imposed between two enterprises in their commercial or financial 
relations wl1lch differ from 1:hosc which would be 1m1de between independent enterprises, then any profits 
which wou!d, but for those condi tions, have accrued to Or"lc of th <;> cntcrpri<;cs, but, by reason of t hos(~ 
co,~ditlons, IPvc:: n1Jt so acc1·uerl1 may lie. i 11cluded in ti ie f)r'O fi ts of til?. t ent erprise and t axtcd an.o rdi nr, ly ." (;\rtid e 
'J Philippine Tax Tr l:dtie,) 
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a. Performing Comparability Analysis 

,ei.udit on transfer pricing is made by comparing condition of related 
t ransactions and condition of independent t ransaction. Related transaction is 
deemed comparable with independent transaction in the event t hat: 

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

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

lb. Increasing Scope of Comparability 

To compare condition in related transactions to condit ion of independent 
transaction, economically relevant characteristics of condition compared-must 
lbe comparable adequately so that the comparison is more accurate. In the 
,2vent that condition of related transactions is not comparable with condition 
of independent transaction, expansion of scope of comparability can be 
1conducted by ways, among other things: 

b.1 Criteria of Manual Searching and Selection 

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; 

b.1.3 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 obtained. 
However, data obtained from commercial database only constitute 
candidate comparable. The candidate comparable chosen must 
undergo manual selection process {manual review/manual screening} 
that can be decided whether the candidate comparable is used 
(reliable) or rejected. 

Manual selection is made bv learning profile of every company 
becoming candidate comparable, seeing in its · website, searching 
information relating to the candidate comparable in printed media or 
online or other methods. 
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The criteria to reject candidate comparable, among other things, are as 
follows: 

1) General Review 

The purpose of the general 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. 

Rejection 
Criteria 

Active 

Corporate 
Structure 

Available 
information 

Product and 
business 
activity 

Description 

Reject companies that are no 
longer active or are dormant 
since they do not have 
economic activity 

Reject companle5 that are not 
listed as a stock corporation i.e. 
the companies' legal form is 
either a limited or general 
partnership. 

Reject companies that do not 
have financial information for at 
least 2 of the 3 years of the 
tested period. Reject companies 
that do not have sufficient 
Information based on internet 
resea rch. 

Review the main business 
activity of the companies and 
the product s that they deal 
with. 

Number of 
companies 

remaining after 
applying the 

criterion 



Independence 

Consecutive 
losses 

Other 
rejection 
reason 

Reject companies that have the 
following: 

(a) Companies which are 
owned by another by 
more than 25% of its total 
shareholding; or 

(b) Companies which have 
related party transactions 
that are more than 20% of 
the relevant threshold. 

Reject companies that are not 
comparable due to the volatility 
of their profitability as 
evidenced or shown by 
consecutive years of losses 
incurred. 

Reject companies that declared 
affidavit of non-operation and 
discontinued commercial 
operations, newly regist~red 
companies, companies that 
have no business description or 
have insufficient data. 

2) . Einancial Review 

The financial information of the remaining companies is 
placed und_er further scrutiny to ensure that the co_mpanies 
perform the same FAR. The table below summarizes the 
steps oelow. ·-

Rejection Description Number of companies 

Criteria remaining after 
-- - .. 

- applying the criterion 

Level of Reject companies whose 
revenue revenue level exceeds 10 times 

higher or lower than the tested 
revenue level, irn:licating the 
con--ipany's scale of oper;::itions 
may be different from the 

L.-
tested Pi:.~!Y-

21 



Level of Reject companies whose ratio 
research and of research and development 
development expenses to sales exceed 3% 
expenses 

Level of Reject companies whose ratio 
intangible of intangible assets to total 
assets to assets exceed 3%. 
total assets 

b.2 Use of Multiple Year Data 

To obtain a complete understanding of the facts and circumstances 
surrounding a controlled transaction6, 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 resu lt 
of a particular economic condit ion 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 Range7 

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 
establish whether the conditions of a 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 reliable. This is often the case in practice where the 
comparables are extracted from a database. In such cases, if the range 
includes a sizeable number of observations, statistical tools that take 
account of central tendency to harrow the range (e.g. the interquartile 
range or other percentiles) might help to enhance the reli ability of t he 
analysis. 

The end result of the financial data analysis after performing FAR of the 
selected comparables are summarized in an interquartile range. The 
median is the midpoint of the interquartile range. The median will 
generally produce a different result to t he average of the range being 
considered. 

'' C:ontrollec! tr0nsar, t ion means ;:my l rJn5action between two o r more associ;ited enterprises. Cr,ntrol re fers to 
<1ny kind of con trol, uirect or indirect, v:hether or not leg;:i/ly enforccc1ble, and however excrcisa ble or exercised. 
M oreowr conl rnl ·-hall be dcerned 1:; r1:-sent i f income (;f ,;r,r:Juctions have been arbitr,1rfly shiltcd _!Jttwecn tv10 

I · ---·· - ,. ----- • ,., ,·- · -··- - 1 
o r· mort: r11 terprl~c·s. ,;;1 i'i ; r✓ i• • J i "f: 1,,11,: : , ". "· •,. LJ • . \ . , ... , _,._ ' I --

1 
P<1 ragr:ipli 3.57 or t he OECD Guidt,! ·nv ,,-·r·\ ':·j-~.J (is\'··;,"':· :".:'.~11 ·::. , 

! ) l ---- - .- o)J· - :i ; ' / l 

I \ 1, ~ () i-, ,:.11 ~m ; : ; ' I . I\ ;--\lib (.., ' (.(! !J i , i ' ' I 

l.1, . L . . . cp.'/;oow :· :.'i. 
' l I.-. \ .. . t 
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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 between 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 t hat, while every effort has been made to 
exclude points that have a lesser degree of comparability, wh_at is 
arrived at is a range of figures for which it is considered, given the 
process used for selecting comparables and limitations in information 
availabfe'Ori compa}ables, that some comparability defects remain that 
cannot" be icle-ntified and/or quantified, and are therefore not adjusted. 

~ - . - - ---.,.-- . ·' -- --~-·-·. - ---- - -- - - ---- ---

If the relevant conditions of the controlled transactions (e.g. price or 
mafgin) -are with-in the arm's length range, no adjustment should be 
made. • 

If the relevant conditfu-ns6f the controlled tra-nsactio-n (e.g. price or 
margin) fall outside 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 satisfy th~_ -~rm' s -,e~ngt-h 
principle, and that the result falls within the arm's len~th range (i.e. 
that !he arm's length range is different from th~_ or:,e a_sserted by i:he 
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 condiJi_qns of the controlled transaction. 

b.4 Comparability Adjustment 

Measures on-co-mpara-bility adjustment are taken if there is difference 
of conditions that influence condition (prices or profits) materially 
between related transactions and inqependent transact ion. 
Comparabil ity adjustment can be in the form of adjustment of 

difference of contractual terms, etc. 

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

Where the Revenue Officer has found that a price iii a controlled 
tra:1saction is not at arm's length, he may- make an adjustment to 
reflect the arm's length price or interest rate for that transaction by 
substituting or imputing t he price, or interest, as the case may be. In 

____ , ___ ,----~--------- ---- -- S\!_ch instances, the ;:idjustmcnt will also be reflected by a 
(,.1 i~ i~.\U OF ir-i ff: i"'.11!Ai._ r'i~ 'l i·:-1'·1u t : 

H)--, ,-~Lu2tL c?l~PjI vI~ ----

1

\ 
. l J O.;v " \ 

1 I ~~ AUG 2 7 2019 ~! j j .. -· \ r:;--1 ~~}: .. a~\LJ 
1 

11; I I 
.. , _ -~ /J '// J Lf1 ) '-, V ill./3 
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corresponding adjustment upon request of the other party of the 
controlled transactions. Adjustments w ill be made where: 

1) For the supply of property/goods or services, the consideration 
is less t han the consideration that would have been received or 
receivable in an arm's length arrangement; 

2) For the acquisit ion of property/goods or services, the 
consideration is more than the consideration that would have 
been given or agreed to be given in an arm's length 
arrangement; or 

3) No consideration has been charged to the related/associated 
party for the supply or services. 

b.S losses 

Companies incur losses for variety of economic and business reasons 
such as startup losses, market penet ration strategies, and research and 
development fa ilure. However, an independent company would not 
endure continuous losses without taking appropriate measures to 
correct the situation within reasonable time, as it would contrad ict 
fundamental business objectives of making profits. The fact t hat 
related/associated company continuously suffers losses may be an 
indication that it is not being compensated fairly. 

In determining whether the losses are acceptable, it is important to 
ens_ure that t he controlled transaction entered int o 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 is expected to maintain 
contemporaneous documentation which outlines the non-transfer 
pricing factors that have contributed to the losses. 

A contract or toll manufacturer t hat only carries out production as 
ordered by a related party, without performing functions such as 
operational strategy setting, product R&D and sales, is expected to 
maintain a consistent level of profitabilit y. Should the manufacturer 
suffer from losses, it must prove t hat these losses are not a resu It of its 
transactions with a related party. 

b.6 Separate and Combined Transactions Approach 

To obtain the most 1Hecise approximation of arm's length price o·· 
profit. allocation, the ALP should idealiy be applied on a transaction-by­
transaction basis. However, depending on the circumstances of the 
c;:-,se, transfer pricing n1~y sometimes need to be dealt vvit h at the? level 
of a product or business unit rather Lh;,n ot the level of eacri particular 
transaction. 



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 adequately on a 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 itma-ynot oe reasonable to expect to find quality data available 
to set the price for separate transactions. Lack of .reliable data on 
comparable transactions may be due to the complexity of the dealings 
or the relationships between the parties. Therefore, the tota1 amount 
may be on an .aggregate basis. 

' I ' -, - - - ' ' ~ 

It is·generally accepted to group intangible associated with the product 
or service. provided if comparable independent transactions. also have 
these various transactions which cannot be disaggregated and are 

- a-· . - " - .,.. - ' • ' .,., • • • • • • -. .- • 

bu.ndled into a package deal with all the associatea costs being included 
in the price of the product. 

' -
Example 6: 

Aggregation of transaction involving tangible and intangible products 
tha·t are highly_ integrated - - - -

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

Example 7: 

Aggr'egatiori of ttan·sactions where one product complements the oth·er 

Aggregation of transactions may also be appropriate in situations 
where a taxpayer is required to carry an unprofitable product or line of 
products which are auxiliary to the profitable items and where there is 
sufficient profit available to provide an adequate return from the 
complet e product range to reward the FAR of the company. Cornnw n 
types of bundled products that fall under this category include printers 
with cartridges, and razors with blade. 

Example 8: 

Disaggregation of transactions where the nature of transactions is 

substantial ly different. 

Company U\C was 1,',t:ablished in the Philippines to ,1,mdle distribution, 
SZl les, after-sales service, repJir, t1nd maint(1 nance services of the TMD 
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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, Thailand, Vietnam and Malaysia. Th is regional office also 
houses the regional training center where mechanics, technicians, 
driver trainers and managers from Asia Pacific region are trained to 
provide TM D's group customers in the region. 

Ordinarily, in t his 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 evaluation 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 is not only on the terms of the agreement but also the 
actual conduct of the parties. 

Therefore, in determining an arm's length price, the Revenue Officer 
may disregard and re~characterize a controlled transaction under the 
following circumstances: 

(a} Where the economic substance of a transaction differs from its 
form; or 

(b) Where the form and substance of a transaction are the same, 
the arrangements made in relation to the transaction when 
viewed in their total ity, differ from t hose which would have 
been adopted by independent persons behaving in 
commercially rationa l manner and this actual structure 
practically impedes the BIR from determining an appropriate 
transfer price. 

The need to re~characterize a transaction is based on the :·;it ionale t hat 
the character of the t ransactions is derived from the relationship 
between the parties and is not determined by normal conditions. Tt1e 
cont ro lled transaction rnay have been structured by the taxpayer to 
avoid or minimize t<1x. Tii is is supported by the fact that -
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1\\. ! l---\~ITa;--•--F-!.LeV variety of contracts and agreements compared to independent 
'-·· t;;-f 0 ;~s MGT. Di\J!SiON persons because the normal conflict of interest which exist 

between independent parties is often absent; 

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

(c) Contracts under a controlled transaction are quite easily 
altered, suspended, extended, or terminated according to the 
overall strategies of the multinational group as a whole and 

. such alteration may even be made retroactively. 

Example 9: 

An:investment in arelatedjassociated company in the form of interest-­
bearing-debt would not be expected to pe structured in the sc1me way 
had it been conducted at arm's !ength, _ given the economic 
circumstances of the borrowing company. In this case, it might be 
appropriate for a tax administration to characterize the investment in 
accordance with its economic substance where the loan may be 
treated as subscrlption of capital. 

Example J.O: 

A sale under a tong term contract, for a lump sum payment , gives 
unlimited entitlement to the intellectual property rights arising as a 

-result-of future research for tii'e tei"rmof the contract. While-It-may-be -

proper to respect the transaction as a transfer of commercial property 
it would nevertheless be approprfate for -a tax adn1inistratio'.1 to 
conform the terms of that transfer in its-entirety to 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, to adjust the conditions of the agreement 
in a commercially rationale manner as a cont inuing research 
agreement. 

C. REPORTING OF AUDIT ON TRANSFER PRICING 

The report should include the following: 

)'> Executive ~u1THnary 

> Factuai Background and Functional Analysis of the Taxpayer .:ind the 
Transaction(s) at Issue 



► Summary of Taxpayer's Proposed Economic Analysis for the Transaction at 
Issue 

► Critique Taxpayer's Methodology and Analysis for the Transaction at Issue 

► 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 
issues prior to finalizing the report. Discussions are to focus on: 

► Understanding the taxpayer's position 

► Determining whether the taxpayer agrees with the facts 

► Determining whether the taxpayer would agree to any issues 



CHAPTER Ill 

Transfer Pricing Audit Method 

Audit 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 

To test salles 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 CILJP Method evaluates whether t he 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 
may indicate that the conditions of the commercial and financial relations of the 
associated enterprises8 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 independent transactions. 
Application of - theCUP method to- transactions- of sale- or - purchase - of 
goods/services is done _using the following steps: 

{a) Perform Comparability Analysis 

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

(i) Characteristics of the Goods and Services 

In performing the comparability analysis, it must be understood 
that minor differences in the characteristics of goods and 
?ervices can have a material influence on the price of the goods 
and services. Therefore, the comparability o:' the goods or 
services is an important factor that needs to be considered in 

a Associall.!d 0nlQrprises. Two or more enterprises ~r'L' <1ssocic1led if on,~ parlicipa tes dir•u.l ly or indirectly in the 
m au,;r,ement, control, or capital of the other; or ii l he sa me p 0.1 sons participate directly or indirectly in t he 
rnan,l((P.mEnl, control, or capil,11 er the enterprise!.. rhese are also t t>ierrer: tons ri!latetl p;1rties. 
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(ii) 

the CUP method compared with the application of other TPMs. 

FAR Analysis 

In addition to the characteristics of the goods and services, 
comparability of the functions performed, assets used and risks 
involved between the related transactions and the independent 
transactions has also material influence on the price of goods 
and services. Generally, significant differences in function, 
assets, and risks will reflect a difference in t he expected return. 

Aside from the characteristics of the products and the FAR 
analysis, differences in contractual terms, business strat egy, 
and economic conditions are also important comparability 
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 indirect comparison: 

{a) Direct comparison is done if there are no differences 
in conditions between the re lated party transactions 
and independent transactions that materially 
influence_ the prices of the goods and services, so 
adjustments can be made directly for any 
differences in t he prices of the goods and services. 

(b). Indirect comparison is done if there are differences 
in conditions between the related party transactions 
and the independent transactions t hat material ly 
influence the price of the goods and services, and 
reasonably accurate adjustments can be made to 
eliminate this material influence. 

(b) Increase Comparability 

Increasing comparability is done when there are differences in 
conditions between related party transactions and Independent 
transactions that materially influence the prices of the goods and 
:,ervices. The purpose of increasing comparability is to eliminute that 
material influence. 

!ncreasing comparability in thr, CUP method is clone by 1rnaking 
reasonabiy uccurat e adjustrncn ts for the diffe rences in conditions 
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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% is sold to an independent enterprise ASG at P 150 per 
unit. 

Controlled transaction 

TP= p 100 r --~-~:-~R" f~_] 
lli-.. ---..c. .. -....,.,.=-

~ ·~-. ,..._ .-_ -, 
MD cd: 1~ 
'. :t(;J~~\!~ -- ., - r·-,~,~~~· I 

Uncontrolled transaction I (lnde!lenden 
(Internal comparable) --=-""----

ALP = P 150 

The products sold to WSR and ASG are the same, and the transaction 
between TMD and ASG may be considered as a comparable 
uncontrolled tran_saction. However, F_,:\R of WSR and ASG _mtJst first be 
carried out to determine any differences. If there are differences, 
adjustments must be made to account for these differences. 
Adjustments must also be made to account for product quantity 
disco1,1nts sine~_ v:olume oJ__sales to WSR and_ ASG ar_e_ diffe_rent.:. 
Assuming there are no material differences that require adjustments 
to ·b~ made, the CUP may be applied using the unit price of P 150 as a 
comparable arm's length price. 

Example 12: 

Controlled transaction 

Uncontrolled transaction (External comparable) 
,·~-- -· ·-······--·1 P 150 •.. ,.,,.,- -,.,.,..,..,_ .. ~.- -~-·,i 

I • FEL . - ----¼t LAC I 

• . - .-cd:' -- .. - -·- l 

Manufacturer TM D exports its product to associa te company WSR. 
Manufacturer FEL exports the same product, in similar quantities and 
wider similar terms to company L.l\C, an independent party operating 
in simib r markets as WSR. The uncontrolled sales price is a delivered 
price whereas the contro llet.l sales are made FOB ·factory. These 



differences in terms of transportation and duties have an effect on 
price. Therefore, adjustments should be made on the uncontrolled 
transaction to eliminate the differences. 

Selling Price FEL to LAC P 150 
Less: 
Adjustment for freight P 10 
Adjustment for duties 5 
Total adjustments (15) 
Arm's length price TMD to P 135 
WSR 

2) Resaile Price Method {RPM) 

RPM is applied where a product that has been purchased from a related party is 
resold to an independent party. Essentially, it seeks to value the functions 
performed 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 iusefulness 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 purchase and onward sale. Thus, RPM is most appropriate in a situation 
where the reseller adds relatively little va lue to the properties. 

The r,esale 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 applying the Resale Price Method, attention must be given to the 
comparability factors between the related party transactions and the 
independent transactions, including the following: 

(i) Characteristics of Goods 

In applying the resale price rnethod, differences in t he 
characteristics of goods generally do not have a material 
influence on the gross margin. 



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. 

In applying the resale price method, although 
differences in the goods can be t olerated, the 
comparability 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 grnss margin. 

(ii) - - FAR Analysis-:-,- • 

In the resale ,price method, comparability of the Fi'\R between 
the related party transactions and the independent 

- _ --transaction;; __ receives_ a . greater __ emphasis _ than . _ the_ 
comparability of the characteristics of goods. Related party 
transact ions and inaependent transactions can be considered 

non-comp_ar_a_bl~ wh~n -~here are significan~-~lff_e._ren~e~in-f AR.­
Generally, significant differences in FAR reflect differences in 

·- the expected return. 

_(lii) ___ ~J:onsiste_pcy of ~~c2unting Standards __ _ 

__ A,.11other_if!lport~~t~i:!!_a!ter iri ~p~lyin&_the resale price method_ 
is consistency_of the c!Ccounting standards between the related 
party transact-ions and the independent transactions. Among 

- the aspects of consistehcy of account iri'g standards that need-to 
be noted is uniformity in classification of expenses. 

(iv) No Significant Added Value to the Product 

Generally, this method will be more appropriate to use if t he 
reseller does not add any significant value to t he products that 
are sold. 

(v) lnt angibie Assets That May Be Generated 

-· --
If a distributor performs extensive marketing ciCtivities (for 
exampte, creation of distribution channels or very high 
promotion/advertising expenses), it can be said t hat t he 
distributor rrwy have become the economic own2r of intangible 
assets (economic ownership) in connection with t he extensive 
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(vi) 

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

. {vii) Other Comparability Factors 

Differences in 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 influence 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 independent transactions 
that materially influence gross margin, so 
reasonably accurate adjustments are made to 
eliminate this material influence in conditions in 
order to de,·lve_ t_~e reas_onabl~ p1:1rcl]aSe p,·irn, 

lb) Increase Comparabilit y 

lncr cy;rng comparability is done whu 1 there c1 re differences in condirirJns 
betwcd l related p;idy transactions nnd 1ndepn11de ;1t t ransactions that 



materially influence the gross margin. The purpose of increasing 
comparability is to eliminate this material influence on the gross margin. 
Comparability can be increased by making 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, -is a Philippine subsidiary of multinational 
WSR, which is located overseas. -WSR distributes high quality product 
manufactured by WSR. WSR als-o sells similar product of a·lower :quality t o 
an indep~ndent --distributor F~L .in ,-Philippines. The cost of .·product 
purchaS.ed)rom W~R·byT~JlD is P 7,60 p!;!r lJnit."[MD resells.the prqdu_ct.to 
indepe~deht party for P 8.Q0. A functional analysis shows that TMD and FEL 
perform similar functioi1. The gross profit ratio of FEL was found to be 10%. 

A'rri1's l~rigth•-

11/ice 

- - - --~ ~~ 

!..,?,a~.::. ~:t~~·w::.•.::~Y, 

}\t I nd;.pencfe'nt> -i 

-~ b,~ ·P,~~~f1~tt~ 

~m1'siengtL 

soles GP= fo% 
• ·rr .. J",t·~ f ': .. -i~i~y·r .• 

.--,,,:,.. _____ _,._,-, :i1~dep12ncfe.n i:'. '. 

if'::, Pi}Y~:,~ ~ 
)/,;~:~~. . ,_ : 

In this example, it is noted that there are product (quality) differences when 
comparing t he controlled and uncontrolled transactions. However, since 
the focus of comparison is on margins, the differences are not as material 
as they would have been if the basis of t he comparison were on the prices. 
Furthermore, TMD and FEL carry out similar functions (FEL being anot her 
reseller f~ the same market}, thu-s the resale p,ice m;:i1-gin o-f 10% will be 
used as basis to determine the~ c1 rm's length price for the original purchase 
by TMD from WSR. 

Arm's length price of product purchased (in Php}:;;; 8 - (3 X 10%) ~ P 7.20 
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Philco distributes laptop computers in the Philippines- or its overseas 

parent company, PCo. Company C, a Philippine company unrelated to PCo, 

has also been appointed by PCo to distribute desktop computers in the 

Philippines. 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 is that PhilCo performs promotional and 

marketing functions for PCo whereas Company C does not. 

,..,.------,, GP Margin 

( Cornp~1n\.1 C ~ __ 1 0_%_➔ 
/ \... Dislribu!or / 

./ -------/ 

Cuslorners 

Manufac!urer PCo 

----------------')I 
Transfer Price 

Philco 
Dislribu!or .._ Cuslomers ) 

------------

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

The arm's length price for the related party transaction .is computed as 
follows: 

PhilCo's sa les of laptop to unrelated parties 
Less: Arm's length resale price margin based on 
Company C's transactions {10% x 3,500) 

Less: Adjustment for marketing costs 
Transfer price {based on resale price method) 

P3,500 

(P 350) 
P3,150 
(P 80) 
P3.070 

The above example is based on an internal comparable i.e. PCo'stransactions 
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 i.e. benchmarking the related party transactions 
!between PCo and Philco against comparable transactions between an 
!independent manufacturer and distributor. 

3) Cost Plus Method (CPM) 

CPM focuses on the gross rnark-up obtained by a supplier who transfers property 
oi" provides services to a related purchaser. Essentially, the method c.ittempts to 

value the functions performed by the supplier of the property or servic~s. CPfVl is 
most useful where semi finished goods are sold between Jssociated enterprises or 
1J\Jher r? th e, controlled tr,n1 sr1ct ion invo lves the provision of ,;1-,rvices. 
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This nnethod is often useful in cases involving the manufacture, assembly, or other 
prodt.:rction of goods that are sold to related parties or where controlled transaction 
involves the provision of intra-group services. 

The starting pointin CP_M is the cost incurred by the supplier of property or services 
in a controlled 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 
suppli1er should be cha~ging the buyer. 

rhe Cost Plus Method is a transfer pricing method that adds the gross profit from 
comparable independent transactions to the costs borne in related party 
.transactions. Applica~ion of th~ cost plus Method to t ransactions of sales o.f 
goods/services is done using the following steps: 

L • '. - ..,- - - • • 

a) Perform Comparability Analysis 

In applying the cost plus method, attention must be given .to the 
comparability factors between related party transactions and independent 
transactions, including the following: -·- - -- ---- - - -

(i) Characteristics of Goods and services 

!n the cost plus method, differences in the characteristics of 
goods and services generally do not have a material influence 
on the gross mark-up. 

Example 16: 

A company manufacturin_g toasters and a C<?mpany 
manufacturing irons have comparable FAR, so these two 

--• c ------m- a'nufacturing-companies should- have comparabfe feve'!s cif ___ _ 

gross mark-up. Comparison of the toaster manufact~rer and 
the iron manufacturer i_s don<= on the assumption that there is 
no reli able toaster manufacturer. Although differences in goods 
or services can be tolerated, .the comparability of t he 

- characteristics of goods and services l:5etween th-e related party 
transactions an_d 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 a material influence on the mark-up. 

{ii) FAR Analysis 

In t,1e Cost Pius Method, cornparability of FAH b1~tween rel;:ited 
party transactions c,nd independent transactions is emphasized 
rnore th,rn comparability of 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 differences 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) t hat does not bear market risk, while 
when engaging in t ransactions with unrelated parties, TMD 
Corp. functions as a fully-fledged manufacturer that bears 
market risk. In this case, there are differences in FAR and 
expected return between the affiliated transactions and the 
independent transactions that have a material influence on the 
gross markup. 

In this scenario, independent transaction of TMD Corp. cannot 
be used as internal comparable because of the material 
differences in its functions and risks. 

(iii) Consistency of Ac-counting 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 to the 
cost base, consistency of cost structure is an important aspect. 
There may be differences in accounting treatrnent between 
countries, and even between companies in the same country. 

(iv) Other Comparability Factors 

Differences in cont ractual terms,. business strategy, and 
economic conditions are also important comparability fact ors 
in applying the cost plus method. The Revenue Officers 
compare the gross mark~up of related party transactions and 
the gross mark,up of independent transactions after 
performing comparabilit y analysis. There are two ways to 
compare gross mark-up: 

(J.) Direct comparison: !fthe compa1·ability analysis does 
not find differences in conditions between the 
related party lransact ions and the i ndependent 
transact ions t hat mate..rially influenc(,~ t he 1:;ruc,s 
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mark-up, the reasonable price can be determined 
from the difference in gross mark-up and 
adjustments can be made on the difference 
between the reasonable selling price and the selling 
price from related parties. 

(2) Indirect comparison is used when, based on t he 
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 
~_elling pri~e. 

b) lncreasin_g comparability . 

Increasing cornparability is done 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 el_i_minate this materia_l influence on the gross 
mark-up. Increasing comparability in the cost plus method is generally 
done by making reasonably accurate adjustments, using multiple-year 
data, aggregating transactions, and using manual search and selection 
criteria . 

. 4} Tram;aqional Net Margin Method (TNMM} 

TNMM operates in a manner similar to 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 contro lled transaction. 

The p1rimary differenc~ betwee_n 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 net margin as the basis for comparison is that it can be 

-- influenced by· rri~fn't factors~that either -do not have--an- effect, ~or h<1ve a less 
substant ial or ·direct. E:ffect, _o_n price or gross margins. Exam pies of_ such factors 
include the efficiency ·of plant and machinery used, management and personnel 
capabilities, con1petitive position, etc. Unless reliable and accurate adjustments 
can be made to account for these diff!=rences, TNMM may not produce reliable 
meas ures of the arm's length net margi_fls. __ 

TNM M is usually appropriate to use when the gross profit of the business is not 
easy to determine such t hat either CPIVI, in case of a manufacturer/service-­
provider, or RPM, in c;:;<;e of a distributor, cannot be used. Since the net margin 
fi.cwe is ,1lw;:iys available, TNMM rn;:;y be used inst ead, app lying the :;,:irne formula 
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as those for CPM (for manufacturer/service provider} or RPM (for distributor} but 
rather using net margin in lieu of the gross margin/profit. 

ihe Transactional Net Margin Method is a transfer pricing method that uses the 
indicator of profit level in comparable independent t ransactions to determine the 
net operating profit of related par>'V '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 {PU) that is most appropriate to the facts 
and conditions. 

The PLI is 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 is done by 
considering the companys profit drivers and their independence from the 
denominator that is used. Other factors that need to be considered in 
selecting the PU 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 PLI. In contrast, 
distribution activities generally use net operating profit compared with 
sales. 

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

Net Margin is calculated using the following formula: 

Net Margin = Net Operating Profit x 100% 
Sales 

(2) Ratio of Level of Return on Total Costs (Net Mark-up) 

Net Mark-up is calculated using the fo llowing formula: 

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

(3) Ratio of Returh on Assets (ROA) 

ROA is calculated using the following formulas: 

ROA = f'J.Q_t_Qr2.?-rating Profit 
Tota l Operating 1\ssets 

X 100% 
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ROA =- Net Operating Profit x 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 receivables 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 co.mparability in the TNMM includes: 

(1) Manual Search and Selection Criteria 

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 a 
commercial database can be done through a search 
using certain specific criteria (a searching strategy), 
such as an industry code in accordance with the 
Taxpayer being audited, region, availability of data, 
and fi_Qan~i~I st~te'Y.l_~n_t indicators. _ _ _ ____ , 

After conducti.ng a data search -using a particular 
searching strategy, data on one or more companies 
will be obtain-ed that can be used as comparables. 
However, the data obtained from a. comm·ercial 
database are or1ly 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 cornparables are used-- (reliable) or 
rejected. 

This manual screening can be done by studying the 
profiles of the companies that are candidate 
comparables, looking at their websites, seeking 
information about the candidate comparabies from 
print or media online, or other methods. Manual 
scre(,ning can be done quantit.:i t ively and 
qualitativ::,Jv. 
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5} Profit Sp!it f\/let lu:d (PSIVI} 

(2) Use of Multiple-Year Data 

Multiple-year data are used when they can improve 
the results of the comparability analysis. Analysis of 
multiple-year data can improve the process of 
screening of candidale 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 does 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 or by combining transactions, 
considering the facts and condit ions. Te.sting of 
combined related party transactions is more 
appropriate, for example, when the transactions are 
closely linked or continuous. Examples of appl ication 
of testing of corn bined transactions: 

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

(b) Use of intangible property intrinsic in a 
product; 

(c} Determination of prices of closely linked 
products; and 

(d) The company app!ies a pricing strategy 
focused on a port fo lio approach by 
minimizing the profit frorn certain products 
in order to maximize the profit on other 
related products, for example the pricing of 
printers and of cart ridges. 

f he PSf\/1 is a transfe r pricing metftou that splits the combined profit between Lhe 
relat ed parties i1·,,/olved in related partv 1:rans;1r:l:ions based on the co11tribut kJ111

, 

t hey make. Th2 pi-oflt split method is 11sed in c« !,es itwolvi11 11, highly integrat (2ci 



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

PSM seeks to eliminate the effect on profits of special conditions made or imposed 
in a controlled transaction (or in controlled transactions that are appropriate to 
aggrngate) by determining t he 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 Split Method 
and the Residual Prof\t Split Method. 

Below are t hetech~iques for testi("lg t~e rea.sonablen_ess o{ transactions using t hese 
methods. 

a) Contribution Profit Split M~thod 

The C9ntribut ion Profit Split Method is applied when transactions occur 
between parties that are closely integrated. This method is also 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) Identify external ·data. 

Before performing the weighing of the functions; the Revenue 
Officers can performance a·nalysis of external market data (for 
E:Xa_mple, from j~int" ventures) that rE:flects how independent 
parties allocate profit in comparable conditions. If no data are 
available; the Revenue Officers may use internal data (including 

-•--• fi nancial ' '"data) to perform·· the- -weighin·g: · Analysis of 
contributions is done based on a detailed analysis of whether 
the FAR that are used in allocating profit are economically 
acceptable/ justified. 

_ (4) Pl,'rforrn Weighing of Functions Qnd Determine Percentage 
-~---- ·--··--

R• ii:, r= ,1 [ i n1:~1·i~ 11:: t--'NAL 1-n-.:vi-.:\\lut:: Shares o f Profit. 

~-~
1
\\ ;:'.,:~1 'i~ f;-~)J.D1.'.l7-1.(~! Tr\\ 
11 r-··/J--.. -d01 '1 \ ' t i 

L) 1 ! ~' I' ' ? "'/ 
20110 

VJ i \ i The weighing is based on the relative values of the funct ions 
•• { 1 hc.1J ,__, - - I.J l I i I perfo r:ned and the economic contributions of each of the 

\\\ 1.--· (·, .. .3,(~]{\Cf.,1,'.y'.-rf11 l lJ/ affiliated part ies in the t r~-rnsactions. The relative va lues of the 
, .~,, \L.~:''J \'!} L'.::'.J L J \I .,_ .. .:J ,_:-1 

PXCOl<.DS MGT. DIVISION 1 ~·--··· --- - -· ·--~~,.·----·~~-·- ·~•--''____ --
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functions performed may be associated with costs expended, 
assets used, etc. 

(5) Allocate profit in accordance with the weight of the 
contribution of each affiliated party. 

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. 

(6) 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 (RPSM) 

The IRPSM is applied in cases where both parties in the transactions have unique 
and lhighly va luable contributions (for example, contribution of unique/valuable 
intangible property). 

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) Determine the contribution of each party. 

Based 011 the FAR analysis, it is known that TMD Corp. has 
manufacturing intangibles in the form of patent , while TMDI has 
marketing intangibles. 

(3) Identify t he routine functions (simple functions) without the 
contribut ion of each party, 

TMD Corp. has a routine manufacturing function, while TMDI has a 
routine function as distributor. 

(4) Seek compar~bles for the routine functions without the unique 
contributions. 

BJsed on the routine fu nctions performed by each party, it is 
po.ssibl12 to determine cornpc:ir21bles for these routine functions. Tile 
routine fo nction of TMD is manufacturing, s,J the Revenue Officers 
need to seek compt11-<ih!r companies that rou t inely engage in 
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manufacturing. For PT TMDI, the Revenue Officers need to seek 
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 usingthe 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 ~tothe affiliated parties based on the relative values of · 
the unique contri~utions 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 renovation of 
intangible property, less the appropriate amount of 
amortization based on the useful life of each intangible 
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 t he useful life of the intangible property of the 

• parties involved does not differ foo greatly. 

(7) Allocate the Residual Profit based on the relative values of the 
unique contributions of each party. After obtaining the relat ive 
values of the unique contributions of each party, the next step is to 

-- allocate the residua l profit based on the relative-values of the 
unlque contributions of each party. 

(8) Determine arm's length profit from the result of the calculations up 
to step seven (7) above. 



CHAPTER IV 

Business Restructuring 

Business restructuring within a multinational group often result in a change of 
business characterization and reduction of profitability of a local entity. Such reduction of 
profits is acceptable only with reduced functions performed, assets employed and risk 
assumed. As long as these FAR are actually transferred, it is viewed as commercially rational 
for a multinational group to restructure in order to obtain tax savings. However, if it is 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 resu lts negatively for it, where it 
has option realistically available not to do so. 

/ \ I , 



CHAPTERV 

Intra-Group Services 

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, purchas·ing· services, marketing services, distribution services, ·and other 
commercial services provided in connection with the nature of the group~s business. 

Basicall)r, the existence of transactions 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 e;ample, increases profit. or adds 
efficiency by re:ducing operating costs). This can be· determined 'by consid~ring whethe~ an 
independent party in•comparable conditions would be willihgto pc.1y ·an independent party or 
would perform the' provisi?n 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 
Revenue Officer as fol lows: 

a) To confirm the existence or realization of the service provided, the Revenue 
Officers need to consider the fol lowing: 

► Examine the process of t he background for the need of the 
service and the related documents. 

► _Examine -the process of appointment of the service prnvider, 
including by examining the qualifications of the service provider 
(for example, as indicated by a curriculum vitae containing work 
experience, educational background, and the track record of the 
service provider). 

► • Examine the process of negotiation regarding the compensation 
for the service that is provided. 

► Examine the process and results of the provision of the service 
as well as the related documents/ evidence. 

>- Examine whct i1erthe 2ctual se1·vice is rende;-cd as defined under 
the service agreement. 

:\)- Revi(~W c.~c.)1~1,:nents tc-~lating to the :,ervicc ;,ctivities, such us 
cont ract agr(~ernents and invoices. 
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► 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). 

b) To ensure that the service provided has an economic benefit, the Revenue 
Officers need to consider the following: 

► Ensure that the functions performed by the taxpayer are 
matched with the type of intra-group services received. 

Example 18: 

Based on the result of the FAR analysis, it is known that PT ASG 
is a distributor that does not perform activities that add value 
to the products. Therefore, PT ASG should not be charged a fee 
for technical services related to manufacturing activities .. 

► 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 activity is services intended for 
activities of the parent company, 

In certain 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 for the service if 
there were no special - relationship. 
Therefore, the amount charged as service 
fee is not allowed as a deduction. 

Example 19: 

-

(a) Activit ies for the reporting r11::eds of t he 
parent company, for instance, 
preparation of consolidated financial 
stat ements. 
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(b) Activities related to the legal status and 
structure of the parent company, such as 
overseeing compliance of annual reports, 
holding shareholder meetings, issuing 
s~ares and managed by t he oversight 
board. 

( c) 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 m·em"ber-of a multiriation.al corporation 

-• •" gfoup that'dt1pllcate activities -pe-rforn,-ed by­
,the .taxpayer~itself or performed by a third 
party. 

In evaluating the duplication of services, it is 
necess"arv, to examine the taxpayer's ability· 
to provide :the service by itself (for example 
in terms of qualifications, : expertise, and 
availabil ity of personnel) or if the taxpayer 
has paid an independent party to provide the 
service. If a fee is charged for a dupl.icative 
s_ervi~e, this jntra-group, service cannot be 
charged. 

' Examp!e 20: 

• .. ' . 

PTTMD has performed ifs own analysis of its 
operating capita l and budget; but in the 
same year the parent company also charges 
PT TMD a fee for the same service of analysis 
of operating capital and budget. 

An exception may apply if t he duplication of 
services is only special and t emporary. 

(3) Services that provide incidental benefit 

A service Lhat provides 'iti'ciae·ntal benefit 1s 

an activity performed by one member of a 
business group for certain members that also 
provides incidental benefit to the taxpa'/H in 
the group. Generally, intra-group serviu:s 
w ill be performed to n1cd the needs of a 



particular beneficiary. Other members of the 
group may gain benefit incidentally from 
such services. The cost charged for such 
incidental benefits that are received is not a 
cost that can be charged as expense. 

Example 21: 

In a group that has a centralized information 
technology function, company LAC installs a 
new computerized system to handle orders 
in company WSR (an affiliate). Company WSR 
sells its products to third parties and also to 
company FEL (an affiliated company). The 
efficiency of company WSR's new system 
enables company FEL to reduce its overhead 
costs by reducing t he staffing in the 
purchasing department. 

. Company FEL receives an incidental benefit 
from the service performed by company LAC 
for company WSR. 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 implementing the new 
system in company WSR, because the 
activities performed by company LAC aimed 
at meeting the needs of company WSR. 

(4) Passive association 

Passive association is 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 taxpayer 
receives a higher credit rating when it is a 
pact of the comp;rny _group than when the 
taxpayer is not a pert of the company group. 



(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 
yery low, 

• · ·-- • ·• ··.: .. -- , - - ; · - - ~;,"_; •►• ·the benefit,obtained from the.-_servic_e :, -

- is insignificant (negligible), or ... 
' . __ ,. 

► t he on--'call service could be obtained 
immediately at -- any time and are 
available from another, indep_ende.nt 
party without first having to enter 
into an on-call service agreement. 

In analyzing the potential use and benefits 
of on-call services that are provided, the 

_____ Revenue Officers may_ consid_er the __ w;e _of 
said services in the year concerned and 
_·prevjous years. 

2) Perform calcul.ation of the arm's length payment for the intra-group services. 

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

a) Review basis for charging fees for intra-group services. 

The cha_rging of fees for i'!tra-group services should be based ~-~ the 
costs actually expended ln providing the services. For example, a 
charge for management services should be based on the amount of 
cost actually spent, not based on the taxpayer's turnover. In order to 
know the basis for p::vment of i11tra-grqup service f Pes,J he Revenue 
Officers have to: 

> Look at tlv'! agreement documents for t iH~ int ra-group services, 
and/or 
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► 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, 
bonus for director of ASG Co., round-trip lndonesla-X air ticket, and cost 
of holiday in Bali. In this case, ASG Co. cannot include the bonus for 
director of ASG Co. and the cost of holiday in Bali as components in the 
cost base of the accounting services charged to PT TMD. 

c} Examine the method for charging for the services used. 

Methods 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 
service1 the recipient of the service, the fee that is charged, 
and the basis fa~ the charge can all be clearly identified. The 
charge can be allocated directly to the recipient. 

{b} The direct charges method should be applied by a servi.ce 
provider company when similar services are provided not 
only to related parties but also to unrelated parties. 

(2) Indirect Charges Method 

The indirect charges method is use.d when the direct charges 
method cannot be applied or when t he charge relating to the 
services provided ls not easy to identify and c1ttribute to the 
related company. 

Example 24: 

Provision of information technology services such as an 
information mani;lgement system that involves development, 
c.1pplication and maintenance of electron ic dat;, fo r Sl'Neral 

members of a company grou p. 

The indirP. ct ch ,, t·ics method is based on a!locJ;icn1 of ch arges 
;ind the 2.l!ocation 1:hat rP. f1:- rs to the basi:; of the Ji loc:itinn (key 
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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 t han 
with turnover, while the allocation for use of networ k 
infrastructure may be allocated in accordance with the number 
of computers. 

d) Examine the basis for allocat ion of charges for services. 

Application of the arm's length principle to .intra-group service 
transactions requires that the amount · of ,expense a!located to the 
group members is commensurate with t he -benefit expected from the 
services. The Revenue Officers .are expected to document_ the analysis 
performed t6 select_th,e· basis ·of the allocation (key ~!location): T_tie 
basis ·of the-allo~-ation of chirges for services should be adjusted t o the 
nature and ·purpose of-the·c'services provided. • -- --- ~ - --

Allocation based-on sales is ·acceptable if the taxpayer can explain t he • 
correlation between sales and the cost that is expended. _ 

e) Examine whether there are comparables for t he intra-group services 
and their mark-up and apply the transfer pricing method that is most 
appropriate t 9 the conditions and facts. 

The methods that may be used in evaluating t he arm)s length nature of 
services fees include: 

(1) Comparable Uncontrolled Price Met hod; 

(2) Cost Plus Method; and 

(3) Transactici"n al Net Margin Met hod. 



CHAPTER VI 

Intangible Asset Transactions 

Intangible assets, for the purpose of transfer pricing analysis, are assets that are 
neither physicail assets nor financial assets. Intangible assets are divided into two (2) major 
categories, corn prising Manufacturing Intangibles and Marketing Intangibles. 

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 analysis, 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 
b,e known whether the taxpayer in the Philippines contributed to the formation 
and is therefore entitled to enjoy the proceeds from the exploitation of t he 
intangible assets. 

3) Study whether there has been a transfer of intangible assets in the transaction. 
Analysis of the t ime of occurrence of transfer of intangible assets in 
independent trans_actions can serve as a guide. 

4) Determine the arm's length compensation for each intangible asset that is 
t ransferred. 

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

Ti~sting of t he arm's lengt h nature for utilization or transfer of intangible assets 
rn ust consider the perspectives of the party that delivers (transferor) and the 
party t hat receives (transferee) t he intangible assets. The transferor must 
ensure that It will obtain greater benefit from the t ransfer/ uti lization of t he 
intangible assets t han t he costs that have been expended. On the transferee'~ 
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. 

In t esting the arm's length nature of intangible asset transactions, it is necessary 
to understand their t ype and characteristics. Th is und erstanding wi ll rnske it 
e.=isier t o determine the factors that will affect the value of t he license for the 
int angible assets and also to deten-n in e the comparvble t rJhsact ions. The 
facto rs that are generally used as the basis of consideration in deterrnlning the 
vadue of licenses fo r int;:cngible assets include: 
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ID! T : :~;;~~· .l)1 l 
a) Protection and time frame l& ~~ lJn V 7l::'L_ ) 

RECORDS MGT. DIVISION 
Certain kinds of intangible assets, such as en s, are pro ecte y aw 
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 
expected to be received. 

b) 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 th~t ·utilizes intangible assets without exclusive rights. 

,.,,. ··_, '<:·· · . ·:-; .;~ - - -. 

c) Geogr~_phkal-cov~rage • -_· 

-. ' ~ ~ - >-........... _; _ _ .;;~ - - - -- .::. - •-

The greater the geographical coverage provided, the greater t he benefit 
• ' 

is obta ined. 

d} Useful life ofintangible assets 

Certain intangible assets have a ~limited useful life. The useful life is 
influenced not only by legal protection as mentioned above but also by 
the level of technological inventions in a part icular industry. Heavy 
competition in certain · industries causes the useful life of · intangible 

assetsJf.1at are invent_ed to.~e shorter,. -··- _.. .... . .. . ·---· 

e) Right to develop, revise, and make improvements 

Protection of ari intangible asset will be obsolet~ when newtechnology 
is .invented. To be a61e to ·compete, .th-e p-arty-that receives the ben·efit 
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 to 
be considered in determining t he va lue of the license of the intangible 
assets. 

f) Existence of other intangible assets or services inherent in the delivery 
of utilization of the intangible assets. The ut ilization of certain intangible 
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)!? R<!id and in setec::JJng compaq:ibles. 

g) Existence of right to sublicense to thi rd parties. 

h) Other factors thJt could economically influence t he value of the license 
for int ongible assets. 
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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 given to 
the following: 

a) The payment that is made will obtain a rate of return 
commensurate with the royalty that is paid. This is shown 
through financial analysis ofthe transaction. 

b) The payment that is made wi ll provide an economic benefit for 
the use of the intangible assets from the affiliated party. 

5) The methods that can be used in evaluating the arm1s length nature of transfer 
of intangible assets include: 

a) Comparable Uncontrolled Price Method; 

b) Resale Price Method; 

c) Cost Plus Method; 

d) Transactional Net Margin Method; 

e) Profit Split Method; and 

f) Other methods; 

(1) Methods based on cost approach 

(2) Methods based on market approach 

(3) Methods based on revenue approach 



CHAPTER VII 

Cost Contribution Arrangement 

1. Concep1t of Cost Contribution Arrangement (CCA) 

CCA is 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 
determine the inature and extent of the interests of each participant in those assets, services 
or rights. Each JParticipant's proportionate share of the overall expected contributions to the 
arrangement will be co~sistent wjth the participant~s proportionate share of the overall 
expected bene1rits to be received under t he' arrangement. The participant would be -entitled 
to exploit its in1terest in the CCA-s~p-arately as an e"ffecti~e owner, not as a liiensee. Where a 
taxpayer enters into a CCA separate'lywitn its ass·ociated party/ies;-tne:·arrar:ig~trtent.shduld __ ::... •• ·· 
reflectthat of a:n arm's length arrangement. . ... . _ . 

2. Types of CCA 

There are two major types of CCA: 

1. Arrangement for joint development of intangible property 

In this arrangement each participant contributes different assets, resources and 
e><pmtise, and receives a share of rights in the developed property based on the 

. contribution. 

2. CCA could exist for any joint funding or sharing of costs and risks, for developing 
or acquiring property or for developing or acquiring property or for obtaining 
services such as poo_ling' ~esourc~s for t~e developm~nt 9f adv~-rtising campaigns 
common to the· partidpants' mirket: However, if a serv,Lce arrangement does not 
result in any property being produced, developed or acquired, the principles for 
dealing with intragroup service will apply to that arrangement whether it is 
described as CCA or not. 

Three members of a multinational group, marketing a product in the same regional 
market where consumers,have similar preferences, want to enter a CCA to develop 
a joint advertising campaign. A fourth member of t he group helps develop the 
advertising carnpaign but jt does _not have ai-,y ben c,ficial inter~st in th_~ servkes 
subj,ect to the CCA activity and would not, in any case, have a reasonable 
cxpE>ctation of being able to exploit any interest. The three participants in the CCA 
wou!d, therefore, compensate the fourth member· by vvay of an nrrn's lentth 
payment for the ddvertising services provided to the CCA. 
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3. Applying the ALP 

To demonstrate whether a CCA accords with arm's length arrangement in comparable 
circumstances, the following matters should be addressed: 

,3) 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 

ii} 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. 

b) Terms of the arrangement should be agreed upon up-front and in 
accordance with economic substance, judged by reference to 
circumstances known or reasonably foreseeable 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: 

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

lb) Where a participant transfers its pre-existing rights of a prior CCA to 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 benefit to be re·ceived from the CCA; and 

c} 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 VIII 

Interest Payment Transactions 

Audits of intra-group loan transactions are conducted to test the arm's length nature 
of the taxpayeir'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 
following: ~ 

1) Perform analysis of the need for the debt. 

Testing of fairness of ci°ebt and the amount of the debt t .o affiliated parties can 
be done b_y looking at the following factors: • 

a) 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 affiliated party. The economic 
purpose of the loan is known by calculating a working capital analysis of the 
taxpayer. 

b) Market conditions at the time the loan is extended 

The decision . t_o __ make a loa_n usually considers market interest rate . 
conditions. When the interest rate is high, the taxpayer should consider 
more carefully the economic costs and benefits ofthe debt that is incurred. 

c) • Amount of loan principal and period of the loan 

The decision to make a loan should consider the amount of funds t hat is 
need~d by the borrower for the intended economic purposes. In addition, 
the p-eriod for repayment should consider the taxpayer's ability to repay the 
loan. 

d) Security offer_ed by borrower and guarantees in the loan 

The decision to make a loan and the amount of funds that are lent should 
consider the security of the funds that are provided. The guarantee in a loan 
rnay take the form of the taxpayer's assets or a personal guar,rntee from 
,-rnother party. 

•;9 



e) Amount of debt already held by borrower 

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 its 
liabilities that arise, including payment of loan principal and interest. The 
taxpayer's ability to pay the interest expense can be calculated using the 
usual Interest Coverage Ratio of similar companies. 

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

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

2) Confirm that the loan actually occurred. 

To confirm that the loan actually occurred, the Revenue Officers can perform 
research on the loan agreement documents and the flow of cash of granting 
the loan and/or of repayment of t he principal and/or interest. 

3) 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. If the ratio is 
unreasonable, adjustments can be made. 

4) Test interest rate of loans with affiliated parties. 

- - -

TE~sting of the interest rate of loans with affiliated parties is done by comparing 
thie 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 
e>cample 135P, LIBOR, SIBOR, USOR, or JISOR} plus a certain amount based on the 
credit rating of the party receiving the loan or other aspects. 

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

,i\fter reliable -comparables have been obtained and the t ransfer pricing- -
nnethod has been determined, the next step is to compare the price or profit 
of the affiliated transactions with the price or profit of the corn parables in line 
with the method that is being used. 

6.) Prirnary 0cijustments, secondary adjustrnents, and corresponding adjustments 

The discrepc1ncy between the price or profit of the c.Jffili;itecl transactions and 
tlhc vrrn's length price oi- profit is a primary adjust11 ient. If the primary 
adjustn1e:nt is made on the level of profit, the Revenue Officers must att ribute 



the adjustment to profit to affi liated t ransactions w ith 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 existenc~ of a pr_imary adjustment to t~e a_ffiliate<;I 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 a secondary adjustment based on the applicabletax 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 required to make a report after the audit or investigation 
has been conducted. 

In addition to the reporting requi rements 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 FINANCE . . 

Bureau of Internal Revenue 

Number: 
Type 

- Encl 
Re : Information/Proofs Request 

To {Name of Taxpayer) . • 
(TIN) 
(Ad9ress} 

First Notice to Give Information•· 
on Related Transactions . . . - "; . .• -

.· ,.,. . 

In connection _with letter of Authorrty (LOA) No. _ _ _ dated--~ may we requestfor 
information /proofs as indicated in the list attached. 

Please provide the information/proofs 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 
Position 
Date 
Signature 



I, the undersigned 

In this case as 

Name 
Occupation/Position 
Address 
Contact No. 
E-Mail Address 

0 Taxpayer 

DEPARTMENT OF FINANCE 
Bureau of Internal Revenue 

STATEMENT LETTER 

D Authorized Representative 

of the taxpayer 

Company Name 
TIN 
Address 

ANNEX 2 - Statement Letter 

herewith state tlhat in the context of issuance of LOA No. ____ dated _____ covering Taxable 
Year __ _, have given information in the form of: 

(1.) Related Party Transaction; 
(2.) Segmented Financial Statement 
(3.) Supply Chain Management Analysis; 
(4.) Function, Assets and Risks Analysis (FAR Analysis); 
(5.) Characteristics of Business; and 
(6.) Comparability Analysis as attached. 

This Statement Letter has been duly made and signed with full awareness and without coercion from 
anyone whomsoever, and I am ready to be responsible for all legal consequences arising out of this 
statement. 

Signature/Date 
Taxpayer/Representative 



ANNEX 3 - Related Party Transaction 

DEPARTMENT OF FINANCE 
Bureau of Internal Revenue 

TAXPAYER 
TIN 
TAXABLE YEAR 0

:: _ - ---------­

ADDRESS 

No. 

1. 

Tvpe of 
Trar~saction _ 

-Sale .of: 
a.) Goods 

_ .Related Value/Amount 
_ _Par:tv_ 

b.) Serv ices .. " . 
c.)Raw Materials --

-d;) (:apitalJ:ioods: 
. (i.e;; Prb ', , -

-Purchas·e of : 

a.) Goc,ds 
·b:).Sen,ices 

: c.) Raw Materials 
d.)'Cap,ital Goods 

(i.e., PPE) 
2. Delivery/Utilization 

of Intangible 
Property 

3. 

4. 

5. 

6. 
7. 

I ntercorn pa _ny 
Loan/Advances "-
~ayrnenit for • 
sirvice5; , 

Delivery/ Acquisition 
of Financial 
Instrument such as 
Shares and Bonds 
Shared Expenses** 

Others 

Transfer 
_ ·";P_ric_ing ,. • 

'Method 

•· 

.Remarks* 

' 

' 

···-···· - • _.__ 

* To be filled-out with information in· connection with related party t 1·ansaction of the taxpayer 
among(, ther things: c·ountry of counterpart cl tld reasons for selection of rne t! 1c,d 
** Com mon expenses shared by related companies 

Signature/Date 
l 1xpc1ye r /Represen tative 



I j 

TAXP;:.\YER 

TlN 
,~DDRESS 

N·- i Item ... ,. 
l 

(1) ! (2} 
_l _ 

1. Sale 
.., 

Cost o-f Sales 

i 
-, 
J, Gross Prcfit = (1 - 2) 

t Gross Profit Rate= 
! A (3 :1) 
' 

'-t. 

i I General and I 
I 
i I Administrat ive 

5. i Costs 
~ I 

I

. Net Operating 

I 5. Income 

7. 
! Operating Margin= 
i (6:1) 

S. I Other Revenues 
i 
I 9. : Other Costs 
I 10. I P;-ofits before Tax I 
I 

J Profits before Tax: 
11. 1 Sale (10:1) 

l Related party 

L___l:~ t ransaction 

Transaction 
(3) 

ANNEX 4 - Segmented Financial Statement 

DEPARTMENT OF FINANCE 
Bureau of Internal Revenue 

Amount 
(4) 

Related 
Party 

(5) 

Independent 
Party 

(6) 

Amount 
(7) 

Direct/Indirect 
Segmentation 

(8) 

l:)URt.AlJ OF !1\1 j t t-:N AL !-<t-.\//::1',ILJ/-; 

"/\, '""1·1::;:1 ,0:J. f"'.1 fCIT 'i7 w 'G\ 
Jl11 ,- - --=---- 11\1 1//j ' %' /l 

I!·( 11 AUG ~7 201!1 ~ 1
J_ 

11\ 11 q:t'Oarrv J. 1 / , J \j!.I:::J \':1 d 1-'J Ll V7-l:..'l ll/ 
P!::COF'.DS MGT. DIV!SfON 

Remarks 
(9) 



-··· 

i .'iO. 

I !"i:i:: 
\ ..L.J 

I 

i 

' ' I 
i 
l 

J 

~ 
i 
I 
' j 

f 

1 
I 
I 

I 
I 

I 

' Related Independent Direct/Indirect 
itern i' : Transaction Amount Amount . Remarks 

(2} I' ! (3) (4) 
Party Party 

(7) 
·. Segmentation 

{9) ,: (6) 
·, 

(8) 
' i (5) 

! 
, . 

' (b.) ~urchase from related party 1 i 
' 

(c.) loan to /from related party 
-· 

' Interest: ' j / ,·i 

' lnconie 
•· ·• 

I ,· 
~ -

I ' Expense I I 

I (d.) ServicE::s to related party I 

I (e.) Ro'yalt!y or License Fee-~o; .. :~ I 
,· 

I l . j ' • ' ,. 
related party in connection.with .. . ' ! 

. , { ' ,, I 
man·ufacturing •• .. ! 

(f.) R~yalt} or License Fee to.· 
.. 1 i' I 

' •. ' I 

related party in .connection; with 
: '-' . ' ,. , . I 

--- i 
marketing 
(g.j Other Costs to related party ' 

' TOTAL RE~ATED PARTY 
I 

I 
J . TRANSACTION ·- . - . 

This s'.;.,cement ietter has been prop~rty and duly made to be follo\/Jed-up in accordance with the applicable laws. 
' I ;· • 

'' 

ExarTip!e: 

- , Sign~ture/Date 
Taxpayer/Representative 

) ' ·.•• . . . ; • (. • . ... , . ' . 
Royalty cost of Company /1, in year 2016 is Php 1,000;000,000.00. With respect to the cost, Compa'ny.A all!;icates to indepehderit transaction entirely, meanwhile, 

.-eiated party transact ion does not obtain ailocation of royalty ·c~sts'. Then, Column 4 is filled out with ,Php 1,000,000,000.00; whereas Column 5 is filled-out with Php 
0.00. i • . .. · ;J · • • •. • · · • · • · 

• • , • , BUR.tAU OF iN TEkNAL 1·-< t: Vr:l'i Ut'. 

IB [
~J.iSilllTI)I·J Tf~

1 
\ 

• ~ ~ 1

1 l AU~ 2.7 2019 'I I I j 
. !1 : tv ()try l : !I 

mi::!\; L'cL\ V L'='.i)L 
RECOi;,U;-- l1f\ 1Jl. O!V!SiON 



I l 

ANNEX 5 - Supply Chain Management Ahalysis 

T J.\}~P /:,YER 

T!N 

ADDRESS 

DEPARTMENT OF FINANCE 

Bureau of Internal Revenue 

IMAGE 

This statement letter has been properly and duly made to be followed-up in accordance with the applicable laws. 

Signature/Date 
Taxpayer/Representative 

,Jote: 
( 4) To be fiiled-out with other types of function in accordance with the need of information of Revenue Officers' team 
(5} To be fi lled-out with name of related company that performs function as described 
(5) To be filled-out with fisca l year of t he moment the taxpayer is audited 
(7) To be fi lled-out with perc'entage of net operating income of company that performs function as described 

8\./RE/\ll Of- it" 1 i~f-t1\•AL \✓.t v,:i•nJt.: 

~)

I'\ I~ Ii'~ 1 ("-J "1 n'7 VL- '0\1 ") .;-, 

cw 1· . AUG 2 7 2019 ·_1 l l ~ 
_J _ _ _. ___ :_ir _ _u_. J..!, I , \ \ 

/ tl'1V 1 • r' \ t~rrnir-'?-.•- rr7.. " 1 l i I -~ ·<:J ,! .... ::..J h t ~~I L .• 
RECOHDS MGT. D1\/lS!ON 



DEPARlMENT OF FINANCE 
Bureau of Internal Revenue 

FUNCTION, ASSETS AND RISKS ANALYSIS 

.XPAVER 

N 
\XABLEYEAR : __________ _ 

DDRESS 

0. Function/ Assets/Risks 

l ) (2) 

Function 

A. Purchase of Raw Materials 

!.Selection of Supplie_r 

2. sc1iei:lu1irig 
-·· -.....-

. 
3. S~pervision-on quality ~f maierial 

- - --

4. Purchase of imported material 

5. Purchase of local material 

6. ,Distribution of imported material 

7, Negotiation of prices of imported material 

8. Negotiation of prices of local materials 

9. Owner of raw materia ls 
--

10. 

B:Consignment of Raw Materials· 

1.0wner of ra_w materials 

-

--

2,Person- in -charge of procurement of raw materials 

--

-

3.Party who bears risk of increase in prices of raw -materials 

4. Contract of procurement of raw materials 

s. 

C. Research and Development 

1. Ftmdamental resc;irch 
-- --------,-,-- - ---·-· - ... ~ --------- -- - · ·- ---

2. Collection of information 

3. Research and deve!opment of products 
-

4. Determination of design of products 

5. Determin;ition of 5pecificatiion of products 
--

6. Trial mnnufacturine 

7. D,ivclopment of p1oducts 
-

3. Oevelop111~nt n f n,;,teri~ls and technology 

~) . 

·-- ---- ----
0 . H,'-nning l'roductio;, 

--1------ ·-------~----·---·------,-· _,.,. --·----
__ 1_:uevclopn"' " L ,;:_P~-~'.!~~-~~-_:l_~~i nel -···---------

Taxpayer* Name of Related Party 

(3) (4) • 

- - -. . . .. -

- - , 

----

-·· -- --- -·· - - . - ,, _____ __ 

- - -~ 

-

_________ ,...... 

-----

·------ ] ___ ------·- ,_ ·--=· 

ANNEX 6 - Function, Assets and Risks Analysis 

(FAR Analysis) 

Name of Other Party Remarks 

(5) (6) 

·- - - -- - - -

-·. 

-

--· -.. ~ - ___ .... 
~ .... ·- · -

- ---· 

-
-- . -- --- , ·- - . 

--

-
.. 

-

·-- - ·~·- ·-· 
--~~---- -------.~-

__ ____ .__ -



lo. Function/ l~ssets/Risks Taxpayer* Name of Related Party Name of Other Party Remarks 

2. Improvement of efficiency· of manufacturer 

3. Bearer of risks of inefficiency of production line 

4. Improvement of production line 

E. Production Process /Proces,slng 

1. Producing products 

2. Products scheduling 

3. Products design 

4. Packing and labeling 

5. Improvement of products produced 

6. Collection of information of products of competitor 

7. 

F. Ownership of Goods/Products 

1. Who is the owner of finished products 

2. Invoice is prepared In his name 

3. 

G. Assembling and Packing 

1. Party who assembles prod,llcts sold 

2. Party who conducts packing (packaging) 

3. 

H. Warehousing in Logistics 

l. Party who supervises stocks of finished products 

2. Party who stores stocks of finished products 

3. -

I. Stipulation of Sale Price 

1. Party who performs prices negotiation 

2. Party who determines sale price 

3. 

J. Invoicing Collection 

1. Party who issues sale invoice 

2. Party who performs collect ion 

3. Party who bears risks of uncollectible receivables 

, .. 
K. Marketing, Advertising and Promotion 

···· - - ♦-- -· ~-- • 
1. Market analysis \ fluREP,U or- iil!Tti·{:,1AL t( t .v':Nut: 

-;: _ Market research i •
1
·-~\ R JJr~i " ;"\1 Y ( \ ( v 1 , \ J 1 i \' ! l\ i 1!=,.,- -· ~--.. "-;""·· =,.··;, :! .\ - - ' 'I l j 'I G.4 ---,,, ;, ,: .,. 11. j 

3. Market penetrat ion (discount, volume, etc.) .U0J_-/-tl~ ~l.2filL!i i l i ! , ) n 11 • • ~ ~ ---· ' I , • I 
4. Determin.1t ion of market sitratogies l 1' \ ii , , l'!nv !' ., 1 • 

, , \ , 1- ,.-,c.. .•.. - ,,,, __ = ···":,- -,,., ,._ I j I/ 
5. Person conducting exhibition ! _)J;_\~~f~-~~~ :i~~STI.tt~~~ - - ·--
r;. Servi nH nJ~iC1J)1Cf'S 

.... --- - ----· --- ~ --·-

·1. /\dvcrtj5111" and proriv:».i•,n 
·-· - ------- ----- ---- ·------ --

3. t) romotin}; ~r;"Jdemi7!rk of products in lhe Phili i :ptnes 
--- -- . --.-• ---·------ -



o. Function/ Assets/Risks Taxpayer* Name of Related Party Name of Other Party Remarks 

9. 

L. Quality Control (QC) 

1. Testing quality of products 

2. Troubleshooting after mass production 

3. Determining standard oper.1ting procedure of quality 

control -

4. 

M. Sale and Distribution 

1. Prices negotiation 

2. Receiving order from customers 

3. Sale administration 

4. Sales personnel 

s. Signing of sale contract 

6. Produ_cts distribution/ deli~•ery 

7. T ransportatio11 costs guarantor 

8. 

N. Others 

1_. H1,_1m~n resea_rch and develc,pment 

2. General and administration 

3. After sales services 

4. Products guarantee and guaranty costs guarantor 

5. Receiving claims against product 

6. Transportation 

7. M anagement 

8. Fii'iance 

ASSETS 

A. Intangible Assets 

1. Owner of know-how in con1nection with production 

2. Patent of product owner 

3. License of know-how etc. 
-------- -------- ---- -----+--- -t----------+--------+- - ---------1 
__ __ 4-. Trademark owner ___ . _______ .. ___ ., __ 

5. license of trademark 

6. Party giving contribution to development of intangible 

~csf>ts I for examo!p• h,-~,n 

7. Ownership of intangible assets economically 



~o. Function/1\ssets/Risks Taxpayer* Name of Related Party Name of Other Party Remarks 

6. Owner of stocks 

7. 

II. RISKS 

1. Party who bears R & D risks 

2. Party who bears financial risks 

3. Party who bears risks of imported raw materials 

4. Party who bears risks of local raw materials 

5. Party who bears risks inefficiency of production line 

6. Party who bears risks of schedule of production 

7. Party who bears risks of fallure production 

8. Party who bears market risks 

9. Party who bears investment loss 

10. Party who bears stocks ri:;ks 

11. Party who bears risks of e,xchange rate 

/foreign currency 

12. Party who bears risks of dlamage to products and 

guaranty 

13. Party who bears risks of u·ncollectible receivables 

14. 

Putatnark( ✓orX ). 



ANNEX 7 - Characteristics of Business 

TAXPAYER 
TIN 
ADDRESS 

DEPARTMENT OF FINANCE 
Bureau of Internal Revenue 

CHARACTERISTICS OF BUSINESS 

We statE= that characteristics of business based on function conducted, assets used, and risks 

borne of compaIny that we carry on as::e7asfollows: • • 
- ·- • - ..•• _.._ • .,. - --· • •• . . -- · ,1 ' ·'" ., • · • • • 

1.) Fully Fl~dge·d M~nufacturing □ 

2.) Contract Manufacturing - □ 

3.) Toll Manufacturing □ 

4.) Full\( Fledged Distributor □ 

5.) Limited Risk Distributor □ 

6.) Commissionaire □ 

7.} Commission Agent □ 

.. 8.} Service Provider □ 

. 9.) Others, □ 
please specify 

This statement letter has be~[) properly and duly made to be followed-up in accordance with 

the applicable laws. 

Signature/Date 
Taxpayer/Representative 



No. Comparability Factor Category 

1 
Characteristic of Product Tangible Goods 
and Service 

Services 

Intangible Property 

1--

2 
rttra .. Hr~n, Assets and Rishs 

Funct ion 
/Hld i '1:~I:. {r::t..fl Anal-y:;i::; ) 

·- -- I l --

DEPARTMENT OF FINANCE 

Bureau of Internal Revenue 

COMPARABILTY ANALYSIS 

Explanations 

a.) Physical characteristics of products 

1. ) Category of products 

2. ) Does product have special characteristics that are 
different from other products in the same category? 

b.) Quality of Goods 

1.) Quality of products 

2.) Durability of goods 

3.) Target customers of products 

c. )Availability of goods 

1.) What is the volume of production? 

2.) Does difference of production volume have significant 

influence to comparability? If yes, can the influence be 

eliminated? 

a.) Nature/type 

1.) What is the type or services provided? 

2.) Is thereanyagreeme11t? 

3.) Who bears costs? 

b.) Coverage of Services 

1.) Who ls Involved in agreement on services? 

2.) How are costs allocated? 

3.) How are the costs actually allocated? 

a.) Tyre of transaction {license of sale) 

b.) Type (patent, trademark, etc.) 

c.) Period and level of production 

d.) Benefit expected 

e.) limitation or geographical area in the event that rights 
of utilization of intangible property are periormed 

f.) Restriction of export of products produced 

g.) Exclusi·1eness of rights assigned 

h.) E1,:strmcc of rights of the party w hich obtains intangible 
property to t~kP p~rt in dl!velopn1ent of intangible 

r.rorcrty 
·--

,, .) Purchi'.lse of R;iw i\1;it~ri::i fs 

ANNEX 8 - Comparability Ana lysis 

Related Independent 
Transactions Transaction 

-

I 
·- - -- --- ---------·r--------• 

fJ.J C<Hl Sigrnnf!'n!.. o f Raw r·/1;: ter i:-d :; 
. __ J _______ 

---- -------- ----

-

I 



Explanations 
Related Independent 

No. Comparability Factor category 
Transactions Transaction 

c.) Research & Development 

d.)Planning of Production 

e.) Production Process/Processing 

f.) Ownership of Goods/ Products 

g.}Assembling and Packaging 

h.) Warehousing and Logistics 

i.) Stipulation of Sale Price 

j.) Invoicing and collection 

k.) Marketing, Advertising and Promotion 

I.) Quality Control 8U f~EAU OF il'I TE:N!>!AL Kt:Vr: l\!LJ' : 
- - r q;.. - t.----:'J I t:, ..-----l I , -.,. 

- -~-JJ ... :::LJ wu.uu.. \J 

J \ ' 

m.) Sallil and Distribution l 
n.) Others 

• U 

A~§ i;;,2~,9 r ' : I · 
~ I ' I 

. - ' ,/. -

a:) 1'niangible Asset • L\l!::J \'S?J 
.• ~ .. .. , •- r I ! Assets ~:~T)_I:-1r_,.r Vj _ . 

' 
!'<t:.: l.,V f'\U~ !\~\..:i I . tJ IV ,,:-5! ~Ji~ 

b.) Tangible Assets 

Risks a.) Party who bears R & D risks - · 

b.) Party who bears f inancial risks 

c.) Party who b_ears risks of imported raw _materials 

I 
d.} Party who bears risks o.f local raw materials 

-
e.) Party who bears risks of inefficiency of production line 

• - - -
f,) Party who bea;s risks of schedule of pr~ductiori' 

- -- .... .... . -

g.f P·arty who bears risks ~f failure of produ_i:tlons 

h.) Party who bears market risks 

l.) Party who baars Investment loss 

j.) Party who benrs risks of stocks 

k.) Party who bears risks of exchange rate/foreign 
currency 
I.) Party who bears risks of damage to products nnd 
guaranty -- . .. - • -•F - - - -- . ··--· ·- -~ ---···· .,, __ - - - ·- - --
m.) Party who bears risks of uncollect ible receivables 

- -· ·-- -- -- -- . - -
n.} Others 

3 Contractual Term 
a.) Is wri tten contractual term consistent in its 
application? 

b.) ls the written contractual term in accordance with 
general practice appiic..1ble? 

----· ------- • . -
c.) fs thc,re common practic£>/habit applicable (not 

w ritten]? If yes, whJt is the common practice? 
-----

d.) Does contr~ctual t<:rm li□vc substantial influence to 

c.ompttrabilit v'? ffy<!s, c~n influence orising be c!iminated? 

-- -- . -, '--· ·-- --·--

c. ) Others 
-·--

)i:rnnomic Condi tion 

---- ----- ---- --- -~---- ··--- - ---•- >•-

✓, il.) Stage/ pf 1,: lj(~ of company 

- -- -- -----~-------· _..,....__~,- --··•-· _..,_ ..... ----------



Comparability Factor category Explanations 
Related Independent 

No. 
Transactions Transaction 

b.) Stage/phase of products 

c.) Geographical location of company 

d.) Moment of transaction 

e.) Market size 

f .) Competitive situation/level of market competition 

g.) Level of demand and supply in market whether on the 
whole or regionally 

h.) Relative position of purchaser or vendor 

i.) Availability of alternative products (substitute goods 
and services) 

J.) Purchase power of consumers 

k.) Nature and coverage of government regulation in the 
market 
I.) Production costs Including land costs, worker's wage, 

and capital, transportation costs, etc. 

m.) Others 

5 Business Strategies a.) Products innovation and development 

b.) Level of d iversification 

c.) Bundle strategies 

d.) Penetration to new market 

e. Others 



Number: 
Type : Urgent 
Encl 

DEPARTMENT OF FINANCE 
Bureau of Internal Revenue 

ANNEX 9 - Supplemental Letter 
Request for Information on 
Affiliated Transactions 

Second and Final Notice to Give Information 
on Related Transactions 

To _________ _ 

As the implementation of RR 2-2013 regarding Audit Procedure and in connection with books, 
records and documents already provided to the Tax Examiner based on LOA No. _ __ _ 
dated _ _____ as well as information/proofs already requested in letter dated ____ _, you 

are requested on: 

DayiDate 
Time 
Venue 

To give information/explanations and presentation 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.) Transfer pricing method used; 
(6.) Comparable used in applying arm's length principle to affiliated transaction; 
(7 .) Det,ermination of fair prices/profits of related party transact ion; and 
(8.) .... .. . 

Please be informed accordingly. 

neceiveci by 
Position 
Date 
Signa liKC 

f~F(()F~l -~~·.; t~t:i -. ! - f.,:· 
·--~, ... .-----· ____ ... .. .. . 

"' I ~ j- ~ ... ___ ..,. __ ; 



DEPARTMENT OF FINANCE 
Bureau of Internal Revenue 

ANNEX 10 - Minutes of Provision 
of Information on Taxpayer in 

Respect of Affiliated Transactions 

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

On this day ______ date ____ month ___ year _____ located in ____ we, 
Revenue Officer team of the BIR: 

Name of Employee Designation Position 

Pursuant to LOA dated _ _ ___ ___ have asked for information on related party 
transaction/s in accordance with letter dated to: 

Name 
Occupation/Position 
Address 

In this case acting as 

D Taxpayer 

D Authorized Representative 

of t he taxpayer __ _ 

Name of the Company 
TIN 
Address 

with the expl<"mations 2.s attached. 

This Minutes of Provision of In formation in Respect of Rela ted Party Transc1ction/s has been duly made 
and signed by: 

Taxpayer Revenue Offi cer 




