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Transfer pricing in the Philippines
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As companies expand their operations

across countries, transfer pricing has

emerged as one of  the major tax issues
for most taxing jurisdictions. Over the

years, the introduction of  diversified

transfer pricing schemes by

multinationals has alerted the tax

authorities of  many developed and

developing countries, which prompted

them to adopt strict transfer pricing

and documentation rules to protect the

erosion of  their revenues.

Among our neighboring countries,

Taiwan, Thailand, Malaysia, Japan,

Korea and recently China have all put in
place their transfer pricing rules.
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Transfer pricing refers to the prices

charged for transactions between

related parties. Transfer pricing

becomes a tax issue when a tax

jurisdiction is deprived of  the correct
amount of  revenue from a transaction

entered into between related parties,

which, because of  their objective of

maximizing the worldwide after-tax

profit as a group, enter into

transactions that are not considered

arm’s length. Maximizing profits is

normally achieved by concentrating

profits with related entities in low-tax
countries and minimizing profits in

locations where tax rates are high. This

inevitably reduces the taxable base

available to certain jurisdictions.

Ideally, all charges should be made at

arm’s length.  That is, transfer prices

between related parties should be the

same as the price that would prevail in a
transaction between independent or

unrelated parties.  Under such

circumstances, profits will be allocated

to each entity commensurate to its role

in the production and distribution

process and each taxing jurisdiction

shall be given its own fair share of  the

profit.
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Regulatory environment in the Philippines

The Philippine Bureau of  Internal Revenue (BIR) has long been armed with the

authority to curb transfer pricing arrangements that are not arm’s length. Under
the Philippine Tax Code, the Commissioner is authorized to allocate income and

expenses between or among interrelated companies if  it is ascertained that the true

taxable income has not been reported.

Several implementing guidelines have been issued to implement this provision.

These, however, are contained in bits and pieces of  administrative issuances and

the BIR has yet to release a comprehensive transfer pricing regulation that would

serve as the bible in the implementation of  the above Tax Code provision.

The BIR issued a number of  significant administrative orders on transfer pricing

in the late 1990s. This was in the form of  an audit memorandum order for the

conduct of  joint and coordinated audit of  interrelated companies. Taxpayers

covered include multinationals and local conglomerates. The orders prescribed the

basic guidelines and considerations in determining the arm’s length price of  related

party transactions using the Organisation for Economic Co-operation and

Development (OECD) transfer pricing guidelines as reference. Likewise, it

identified specific transactions as the focus of  audit, including transfer of  goods,
provision of  services, financing, and licensing arrangements

On these bases, several taxpayers, multinationals and local conglomerates were

issued assessments involving transfer pricing issues. Some of  these transfer pricing

assessments have already been elevated to the courts for resolution.

Unlike in most countries with comprehensive transfer pricing rules, the transfer

pricing audits by the BIR are conducted as part of  the regular audit investigation.

Thus, the same rules and procedures on regular audits generally apply.

A transfer pricing assessment can cover not only the income tax but also the value

added tax, documentary stamp tax and withholding tax liabilities depending on the

nature of  the findings.

The general rules on the applicable penalties apply to transfer pricing assessments.

Deficiency taxes are subject to interest at 20% per year. A surcharge of  25%

applies for underpayment or non-payment of  the tax, which, if  deemed willful and

fraudulent, is doubled at 50%. Under-declaration of  income or over claiming of
expenses by at least 30% constitutes a prima facie evidence of  a false or fraudulent

return.
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In 2006, the BIR released the first draft of  a comprehensive transfer pricing
regulations, which prescribes the guidelines in the determination and compliance
with the arm’s length standard in related party transactions. This is aimed to fill the
vacuum left by previous administrative orders that were mainly internal orders of
the BIR and were intended to guide revenue personnel in the conduct of  audit and
examination.

The proposed regulation, among others:
1. defines the entities and transactions that will be covered;
2. sets the guidelines and methodologies in determining the arm’s length price;

3. prescribes the treatment for specific transactions including cost contribution
arrangements;

4. institutes advanced pricing arrangements (APA);
5. adopts rules on thin capitalization; and
6. requires maintenance of strict documentation to demonstrate compliance with

the arm’s length standard.

Related Party  The regulation will cover transactions between two or more
members of  the same group of  controlled or related parties.  Enterprises are
considered related if  one participates directly or indirectly in the management,
control or capital of  the other, or if  the same persons participate directly or
indirectly in the management, control, or capital of  the entities. Holding at least
30% of  a company’s outstanding shares entitled to vote is prima facie evidence of
control. This notwithstanding, control shall be deemed present if  income or
deductions have been arbitrarily shifted.

Documentation Required  Companies engaged in transactions with related
parties shall maintain documentation demonstrating that reasonable efforts have
been exerted to uphold the arm’s length principle in setting the transfer prices.
This documentation should be presented to the BIR within 45 days from receipt
of  the request issued by the tax authority.

The required documentation covers the following:
1. General information on the group of  companies including their activities,

business relationships, business models and financials
2. Information about the Philippine entities – line of  business, business model,

industry dynamics, functions, risks and assets, and financials
3. Detailed description of the transaction including contracts and financial

accounts

Proposed transfer pricing regulations

While the BIR is

revising the final draft

of the Revenue

Regulations on

Transfer Pricing, any

concerns that may

arise regarding

transfer pricing

should be resolved in

accordance with the

principles laid down

in the Transfer

Pricing Guidelines of

the OECD.

(Revenue

Memorandum

Circular No. 26-08)
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4. Transfer pricing analysis
5. Methods and comparables used in arm’s length price determination

Arm’s length pricing  For purposes of  benchmarking the transfer price, the
internationally accepted transaction-based methods (comparable uncontrolled
price, resale price, and cost plus methods) and the profit-based methods
(transactional net margin and profit split methods) are prescribed. The draft
regulation specifies that neither the BIR nor the taxpayer is bound by the hierarchy
of  methods.  Instead, the method that would produce the most reliable results,
taking into account the quality of  available data and the degree of  accuracy of
adjustments, should be chosen. The basis for selecting the method should,
however, be explained.

Advance Pricing Arrangements (APA)  To minimize transfer pricing disputes
between the BIR and the taxpayer, the basic principles and process for APAs have
been included in the draft regulations. APA has been widely used by other
jurisdictions to settle in advance the transfer price of  related party transactions.
This requires the presentation by a taxpayer of  its intended price for future
transactions and the acceptance of  the BIR of  such price.

Specific Transactions  Detailed application of  the arm’s length pricing principle
on cost contribution arrangements (CCA) among business entities is also
provided. A thin capitalization rule is instituted establishing a 3:1 threshold on the
debt-to-equity ratio. Interest payments relating to the excess debt shall be taxed as
dividend payments and shall not be allowed as deduction in computing the income
tax due.

Proposed transfer pricing regulations
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The implementation of  the transfer pricing regulations will, naturally, trigger

transfer pricing audits. Expectedly too, at the initial stage of  implementation, the
BIR will rely heavily on documentation of  taxpayers showing compliance with the

arm’s length standard. Thus, a transfer pricing study and compliance with other

documentation requirements may save a taxpayer from the risk of  transfer pricing

adjustments as a result of audit.

Based on the regulations, compliance of  a taxpayer with the required

documentation will shift to the BIR the burden of  proving that the transaction is

not arm’s length. Conversely, a related party transaction is impliedly not at arm’s

length for failure of the company to comply with the required documentation.

Transfer Pricing Audits

Preparation for tax audit is the key.

Philippine companies should always be
prepared to show that related party

transactions are made at arm’s length.

This is done by showing that sufficient

studies and documentation to support

an arm’s length pricing has been made

and that these are readily available upon

request during audits.

As a prudent measure, issues that may
not be squarely addressed in existing

regulations may need to be covered by

clarificatory rulings to be obtained from

the BIR, preferably before, but even

after the transaction was done in

What it means for Philippine businesses

preparation for any future tax

examination. Availment of  any relief
from a tax treaty provision should be

covered by a BIR ruling as well.

It is critical to know the laws and audit

procedures so that the taxpayer can

safeguard his substantive and

procedural rights and prevent

unwarranted assessments.
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As a leading professional services firm with a proven record of  high-quality work,
P&A understands the need to comply with tax laws in a way that is both cost and
time efficient.

Our transfer pricing group can provide the following comprehensive solutions

suited to your needs, among others:

- Handling tax audit on your behalf

- Fact finding exercise, where an analysis of  the functions performed and

risks assumed by each entity is conducted

- Selecting the appropriate transfer pricing method and identifying the
tested parties

- Benchmarking analysis – comparable companies are identified using global/

local databases, and an economic and financial analysis is conducted

- Preparing the documentation – results are collated into a report and the

required documentation is prepared

- Negotiating Advanced Pricing Agreements on your behalf

- Dispute resolutions – assisting your company in defending your transfer

pricing policies before the tax authorities

- International compliance assessment to meet standards in other
jurisdictions

- Transfer pricing risk assessment

- Transfer pricing planning

How can P&A help you?How can P&A help you?How can P&A help you?How can P&A help you?How can P&A help you?
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