Chapter8
Audits and RiskAssessment

8.1.Introduction to Audits and RiskAssessment

8.1.1.Asdiscussedn Chapterl, establishmentbf an appropriate“arm’s length” resultis not an
exactscienceand requiresjudgment, basedon soundknowledge,experienceand skill. Owing
to the complexitiesnherentin transfer pricing,a transfer pricingenquiryis usuallycomplicated
and can become a costly exerciseboth for a revenue authority and a taxpayer. It should
therefore not be undertaken lightly; due consideration should be given to the possible
complexitiesandto the amountof tax at risk.

8.1.2.Theoutcomeof an effectiveaudit procesds two fold:

0] increasedfuture compliance(which indirectly contributesto future tax revenue and
protection of the tax base)and

(i) increaseccurrenttax revenueswhere casesare successfulhaudited).

8.1.3. Transferpricing audits are generallytime and resourceintensive,while any increaseof

“current” tax revenuesresulting from such audits may refer to revenuesthat would be
collectedin a year or two. The hard work involvedin a transfer pricing audit may result in
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countriesdo not havean APAprogramor an establishedtransfer pricing CompetentAuthority
section.

8.2.1.2. Generally,two
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strategic. Implementation of targeted recruitment and structured training programmeswill
assist developing countries in attracting, developing and retaining transfer pricing skills.
Trainingand developmentincluding challenge
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utilized to train and develop
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Filinginformation typically relatesto questionson a tax return. Thismay
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distribution or marketing.Restructuringsare not readilydetectablebut canbe identified
through static profit margins(wherea subsidiaryhasbeenrestructuredfrom afull risk
distributor to alimited risk distributor) or throughchangesn VATreturnsetc.

8.3.2.7.Inthis situation, (Categon2) the jurisdictionwherethe MNEis headquarteredwould

Page8of 40



8.3.2.11.Category (Thincapitalisation)ncludesboth intentional and unintentionalprofit

shiftingby MNEsthroughdebt._ In mostcountries,thin capitalizationis regulatedthrough safe
harbourssetat
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8.3.2.14 Wheretransactionsseemto fall the abovecategoriesijt is alsousefulto evaluatethe
risksasclassifiedand explainedabove,within the contextof whetherthe riskis associatedvith
aninboundtransaction/MNEor outboundtransaction/MNEAninboundMNEis an MNEwhich
isheadquarteredelsewherebut hasa subsidiaryin the countrywherethe riskassessmenis
beingundertaken. Anoutbound MNEwould be the oppositei.e. agroupheadquarteredn
the countrywherethe riskassessmenis beingcarriedout with operationselsewherein the

world.

8.3.2.15Aninboundtransactionis a transactionwherethe goodsor servicesare flowinginto
the countrywherethe riskassessmenis beingconducted;andviceversafor an outbound
transaction.It isworth noting that an outbound MNEmay haveinboundtransactionsWhen

evaluatingthe outbound MNE,
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complexandsimplertransactionscanbe adoptedin order to ensurea more consistentflow of

work andrevenue.

8.3.3.3.Jurisdictionabpproach:A revenueauthority mayadoptan approachunderwhich
transactionsenteredinto with entitiesin identified tax jurisdictionsare prioritisedfor audit. A

crucialelementof this approachis
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includethe information that would be mostusefulfor the tax authority to utilise for effective
riskassessment. Theuseof quantitativerather than qualitativedatawill assistin the
automationof riskassessmentools. Example®f usefulinformationon transactionsnclude
the valueof the following transactionsof any crossborderrelated party:

sales;

purchases;
loans,includinginterestreceivedand/or accrued;
royalty payments;

servicefees;

derivativestransactions;

debt factoringor securitisationtransactionspr

shareremunerationtransactions.

8.3.4.2.Publiclyavailabledata: Thisincludesfor examplenewspaperswebsites databasesand
publicationssuchas“Who ownsWhom” or databaseof companyfinancialinformation.
Unfortunatelydatabasesand publicationsin this areacanbe expensiveand developing
countriesmayoften haveto be more reliantthan their colleaguesn developedcountrieson

information providedby taxpayers.

8.3.4.3.Courtcasejudgments:Publishedudgementsof casesheardin other countriesmay
containusefulintelligenceregardinga group’sactivities,transactionsand pricingpolicies.
Thesecouldalsoprovideusefulguidanceon structures/scheme@mplementedin certain
industries. Theanalyse®f suchdecisiongrovidedby law andaccountancyirmsto their
clients,suchasthe analysef the Dixonscasé in the UKare often freely availableandcan
alsobe helpfulin identifyingsimilarissuesn yourjurisdiction. Accesgo transferpricing
information databasesuchasthoseof BNAor IBFDcanalsobe useful,if the costof at least

onelicencecanbe organisedhroughthe administrationbudgetor donor support.

8.3.4.4 FinancialStatementsParticularattention shouldbe paidto notesto the financial
statementson related party transactionsandloans/financiakssistance.
8.3.4.5.CustomdsData:In someinstancesustomsdatamaybe relevantto obtaining
information on intra grouptransactionslt is sometimesthe casethat the import price maybe

anindicatorof the true transferprice.
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8.3.5.Riskfactors/risk flags Certain“flags” canpoint to the needfor further examination.
Theyshouldnot be treated asdecisivein determiningthat non arm’slengthpricinghas

occurred,of
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8.3.6.2.Thebasicstepsof the riskassessmenprocesscanbe describedas
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8.3.8.Riskassessmenftindings

8.3.8.1.It isimportant that the outcomesof ariskidentificationand assessmenprocesshe
documentedand signedoff for governanceand control purposesand preferablysavedin a
centralrepository(i.e. adatabaseof casesassesseavhetheror not proceeding(includingall

workings).

8.3.8.2.Thetax administrationshoulddesigntemplatescontainingkeyinformationrelevantto
their domesticrequirements.ldeallytheseshouldcontain:

Statutoryfiling requirements(e.g.tax numberetc.);

Thenature of the transactionsandrisksidentified;

Thequantum;

Thejurisdictionswith whichthe transactionsoccurred;

Theinformationreviewede.g.the financialstatements tax return etc.;and

Theoutcomeof the riskidentificationandassessmenprocess.e. what wasrecommended

andwhy. Thiswould be the mostcriticalaspect.

8.4. Planningfor transfer pricingexamination
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8.4.1.2.Theabovepersonsmaynot alwaysin one examinationteam and maybe providedas
necessaryOneor more of them maynot be presentin an examinationteam. Oneperson
may performthe functionsof two or more of the abovepersons. It isnotedthat the above
sevendifferent kindsof peopleillustrate the knowledgeand expertiseneededfor atransfer
pricingauditteam. Theinternationalexaminerthe
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8.4.2.Supervisionof Examination

8.4.2.1. Akeyissuefor atax
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averageof oneto two years.Experiencéhnasshownthat examinationgarely proceedin
accordancavith the timetablessetforth in the examinationplan. Themainreasonisthat the
progressof an examinationdependson whetherthe
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8.4.6.4.1t shouldbe noted that a problemoften seenare the challengesn enforcingan
information requestwhichseeksa
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taxpayercanwaivethe benefit of the statute of limitationsbut that in certainother countries
includingJaparthe state of limitationsis fixed and the benefit cannotbe waivedby a taxpayer.

8.4.8.
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8.5.2.2.Thefollowing may be sourcedor gainingan understandingpf the taxpayer’'sbusiness

operations:

0] Transfempricingdocumentation;

(i) Annualreports;

(i) Securitiegeports;

(iv) Booksandother publicationsdescribinghe taxpayer’'soperations;

v) Reportspublishedby securitiescompanies;

(vi) Internalauditand managementeports;

(vii)  Organizatiorcharts(the preparationof which mayrequirethe taxpayer'scooperation);

(viii)  Minutesof board meetings,committee meetingsand shareholdersmeetings;

(ix) Policyand proceduremanuals;

x) Internalapprovaldocuments;

(xi) Written intercompanypricingpolicies;

(xii)  Customdeclarationdocuments;

(xiii)  Salesataloguesprochures,andpamphlets;and

(xiv)  Emails,faxesandother written correspondencéetweenthe taxpayerandits
affiliates.

8.5.2.3.Thefollowing questionsmaybe askedin orderto understandthe taxpayer’'soperations:

A.If the taxpayeris engagedn the distribution of products:

0] Areaffiliatesmanufacturingthe sameor similarproductsto thosehandledby the
taxpayer?
(i) Istechnologytransferredbetweenaffiliatesandthe taxpayer?

(iii) Aretrademarksandother marketingintangiblesbeingusedto marketthe product?

(iv) Whichmembersof the controlledgroupdevelopedthe trademarksand other
marketingintangibles?

v) Whichmembersof the controlledgroupadvertise?

(vi) Whichmembersof the controlledgroupcreatedthe salestools?

(vii)  Whichmembersof the controlledgroupcreatedand maintainedthe list of customers?

B.Ifthe taT2 1 Tf.2207 0 TD .0135 Tc [(th)16.2(e)]t6.2(e)]e11 Tf7r31207en005 TgageTc (t Tc (is)Tj /TT1 1 TfO0
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(iv)
v)

(i) Isthe taxpayerusingthe sameor similarmanufacturingntangiblesto thoseits affiliates
areusing?
(iii) What patentsand/or know areinvolvedin the relevanttechnology?
Isthere a costsharingagreement?
Did affiliatesor the taxpayerbuy into a costsharing agreement?
(vi) Whatresearchanddevelopmentis conducted?
(vi)  Whatmembersof the controlledgroupdo researchand development?
(viii)  Howarethe resultsof researchand developmentdisseminatecamongmembersof the

controlledgroup?

8.5.2.4. Asintangiblesare animportant aspectof the taxpayer’'sbusinessgainingan
understandingof the followingintangiblesmaybe useful:

0] Manufacturingand marketingintangibles;

(i) Domesticandforeign patentsand any prosecutionsnvolvingthe taxpayer;

(iii) Licensesnd assignments;

(iv) Patentlitigation involvingthe taxpayer;

(v) Domesticandforeigntrademarkregistrationandtrademarklitigation involvingthe
taxpayer;and

(vi) Copyrightregistrationsat the patent or copyrightoffice.

8.5.3.Understandingthe industry in which the taxpayeroperates

In order to understandthe taxpayer’sndustry,the following proceduresnaybe used:

0] Identifyingthe industryassociation;

(ii)
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8.5.4.Approval

Theapprovalof a
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If the taxpayerhassubmitted certainrequesteddocumentsby then the
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Busines¥ear | Expenses | SellingGeneraland
Administrative
Expenses
OperatingProfit
Net Profit before Tax
Statusof Priceof InventoryAssetSale | Receipt mil.yen mil.yen mil.yen
Transactiong or Purchase Payment mil.yen mil.yen mil.yen
with Foreign CalculationViethod mil.yen mil.yen mil.yen
Related Priceof ServiceRendition Receipt mil.yen mil.yen mil.yen
Persons, Payment mil.yen mil.yen mil.yen
etc. CalculationMethod mil.yen mil.yen mil.yen
Rentalof Tangible Receipt mil.yen mil.yen mil.yen
FixedAsset Payment mil.yen mil.yen mil.yen
CalculationMethod mil.yen mil.yen mil.yen
Royaltyof Intangible Receipt mil.yen mil.yen mil.yen
FixedAsset Payment mil.yen mil.yen mil.yen
CalculatiorMethod mil.yen mil.yen mil.yen
Interestof Loanor Receipt mil.yen mil.yen mil.yen
Borrowing Payment mil.yen mil.yen mil.yen
CalculationMethod mil.yen mil.yen mil.yen

8.6.3.2.Informationrequest:Othernecessarynformation will be requestedby the auditteam.
Theauditteam’sauthority for makingthe information requestis basedon the tax authorities’
generalinvestigationauthority providedfor in the taxlaw. Furthermore certaincountries
havespecificstatutory provisionsfor requestinginformationregardingtransferpricingissues.

8.6.3.3.Interviewingpersonnelof the taxpayer:lt is usefulto interviewthe personnelof the
taxpayerengagedn marketingand salesandthosein the accountingandfinancialdepartments.
Seeb6.11for more details.

8.6.3.4.Visitingtaxpayer'sacilities:|t is often usefulto visit a salesshopanda factory of the
taxpayerto understandthe taxpayer'shbusiness. Duringthe auditthe auditteam maywant to
arrangethis visitwith the taxpayer. See6.12for more details.

8.6.3.5. OtherSourcesNecessarynformation canalsobe collectedfrom other sourcessuch
asthe taxpayer’swebsite,the taxpayer’'ssubmissiorof periodicfinancialdatato the securities
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taxpayeris often
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mind the circumstance®f eachtransaction.In conductinga transferpricingaudit the following
pointsshouldbe takeninto consideratioralongwith the functionsperformed,risksassumed
andassetausedby the taxpayerandthe personscompared:

1) Whetherthe grossandoperatingprofit marginsarisingfrom relatedtransactionsof the
taxpayerare excessivelyow comparedwith thoseof other transactionsconductedby the
taxpayerwith unrelatedpersonsin a similarmarketandwhich are similarin quantity,
marketlevel,and other respects.

2) Whetherthe grossandoperatingprofit marginsarisingfrom relatedtransactionsof the
taxpayerare excessivelyow comparedwith thoseof other unrelatedpersonsengagedn
the samecategoryof businesghat are similarin quantity, marketlevel,and other respects.

3) Whetherthe taxpayer'sgrossand operatingprofit marginsarisingfrom relatedtransactions
arerelativelylow comparedwith thoseof the related personsarisingfrom the same
transactions.

8.6.7.2. Priorto the calculationof arm’slengthprices,examinationshouldbe conducted
from different viewpointsin orderto determinewhetherthere existany problemsregarding
transferpricingandto ensurethat the examinationsare conductedeffectively. Thefollowing
methodscouldbe used:

1) Verificationof whether or not the grossand operatingprofit marginsof relatedtransactions
underthe examinationare within the rangeof the profit marginsof uncontrolled
transactionsn the samebusinessategoryand substantiallysimilarto the related
transactionan termsof quantity, marketlevelandother respects.

2) Useof the averagevalueof the considerationor profit marginsfor relatedtransactionsor
transactionsdeemedcomparablewith the relatedtransactionsduringa reasonabldength
of time beforeandafter ataxableyearunderexamination.Thismaybe doneif it is
considerednappropriateto examinethe price of inventoryproductsand other aspectsof
the relatedtransactionsbasedonly on the information for eachrelevanttaxableyear,due
to considerabldluctuationsin pricesreflectingchangesn publicdemand,productlifecycle,
or other suchfactors.

8.6.7.3.0ncethe transferpricingaudit starts,variousaspectsof arm’slengthpricingwill be

involvedandwill consumea largequantity of time.  After the aboveexaminationsijt maybe
usefulto pausebefore startingthe calculationof anarm’s
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bestpart of the transferpricingaudit. Theauditor shouldreviewwhether continuingthe
transferpricingaudit would likely producea fruitful resultfrom the viewpointof efficiency.

8.6.8.Contemporaneouslocumentation
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11.

12.

13.

14.

15.

Latestfinancialdataregardingthe salescostof goodssold,operatingexpensespperating
profits and profit beforetaxfor five years;

Groupglobalconsolidatedbasisprofit andlossstatementandratio of taxpayer'ssales
towardsgroupglobalsalesfor five years;

Segmentedrofit andlossstatementsfrom the relatedtransactionsof the related party (if
the taxpayeristhe purchaser)r the taxpayer(if the taxpayeris the seller)for five years;
Listof grossand operatingprofits by category by productand by distribution channelwith
detail of losseon disposabf assetsandlossesrom obsolescencéor a period of five years;
and

Topten productsin salesby category(nameof product, purchaseprice andretail prices,
personnelexpensesadvertisingexpensesand salespromotion expensesjor five years.
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interview. Forexample the taxpayermaywishto arrangefor the examinationteamto meet
with a group of employeesratherthan meeteachpersonseparately. Inthiswaythe
employeeshavean opportunity to considerthe response®f other individuals. Onthe other
hand,the examinationteam maywant to interview eachpersonseparately.

8.6.11.4 Useof interpreters: If the personto be interviewedis aforeignerit isadvisableo
useaninterpreter evenif he canspeakthe languagdairly well. Theuseof aninterpreter will
avoidthe possibilityof misunderstandingjuestionsand allow the intervieweetime to

formulateresponses.

8.6.11.5Recordingof interviews: If aninterviewisrecordedboth partiesshouldkeepa copy
of therecord. It maybe more usefulto havea stenographiaecordthan anaudiorecording,
consideringhe possibilityof future use.If no recordof aninterviewistakenthe examination
teammayproducea summaryof the interviewfor the signatureof the interviewee. A careful
reviewof the written summaryis neededin suchevent.

8.6.11.6 Preparationof interviewees: Theintervieweesshouldbe madefamiliarwith the
processand shouldunderstandthe procedurespurposeandimportanceof the interview.

8.6.12.Requestto visit facilities

Theextent of cooperationfor the tax examinersVisitto taxpayer'sfacilitieswill varyfrom case
to case.
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“Taxadministratorsmayhaveinformation availableto them from examinationsof other
taxpayersor from other sourcesof informationthat maynot be disclosedo the taxpayer.
However it would be unfairto applya transferpricingmethod on the basisof suchdataunless
the

Page33of 40



3. (%)

Principalvendors

Principalpurchasers

IndigenousR&D

No.of employees

Territory

Paidin capital

Amountof borrowing

Saleqfive years)

Grossprofits and margins(five

years)

Operatingprofits and margins

(fiveyears)

Grosgprofit marginsafter

adjustments

8.7.Narrowingof issues- developmentof tax authorities’ position

8.7.1.Refiningunderstandingof the taxpayer’'sbusiness

Duringthe examinationprocesshe examinationteam needsto reviewinformationit has
obtainedearlierconcerninghe taxpayer'shbusinessn the light of the taxpayer'sresponsego
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the information requestsand other information gatheringactivities. Thiswill leadto arefined
understandingf the taxpayer’shusinessassuchinformation will affectthe choiceof
comparabletransactionsor companies.

8.7.2.Refiningunderstandingof the taxpayer'sindustry

Similarefforts will be neededin refiningthe understandingof the taxpayer’'sndustry.The
examinationteam will reviewproductline financialstatementsfor multiple yearsto detect
unusualfluctuationsor deviationsfrom industrynormsthat maynot resultfrom businessycles
or productlife cycles.

8.7.3Refiningfunctionsandrisk analysis

8.7.3.1. Theexaminationteamwill needto understandthe functionsandrisksof the taxpayer
andits affiliatesbefore attemptingto determinewhether particulartransactionsor companies
arecomparableto the taxpayer. Theexaminerwill needto identify the functionsthat are
mostimportantin creatingvaluein the taxpayer'selated party transactions. Theexaminers
useinformation obtainedin informationrequestsandinterviewsto tracethe flow of
transactionghroughthe taxpayer.Theydeterminewho performedsignificantfunctions,

whetheranyvaluableintangibleswere involvedandreasondor the transactionaktructure..

8.7.3.2.Theexaminerswill needto determinethe effect of intangibleproperty on the
transactions. Ashigherriskjustifiesa higherreturn, the examinationteamwill determine
whichcompanieswithin the groupbearmarketrisks(suchasfluctuationsin cost,demand,
pricing,andinventoryactivities) foreignexchangeisks(suchasfluctuationsin foreigncurrency
exchangeatesandinterestrates),credit and collectionrisks,productliability risksand general

businesgisksandwhetherthey receivean appropriatebenefit.

8.7.3.3.Theexaminersanalyzethe economicconditionsof the taxpayer'sransactiongo later
identify comparabletransactionsand
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8.7.4. Choiceof transfer pricingmethod

After refiningthe functionalandrisk analysisthe examinationteam will choosethe transfer
pricingmethodin the light of that analysisSeeChapter6 on selectionof appropriatemethods.

8.7.5.Examinersinterim opinion or economist’sreport

Towardthe end of the examinationprocedure the examinationteam producesan economist’s
report or examinersinterim opinion, unlessthe examinergudgethat no adjustmentshouldbe
made. It isoften helpfulto resolveissuesor agreeto disagreeon certainissueswhile the
informationis freshrather than delayingthe resolutionuntil the end of the examination
processThetaxpayerhassignificant
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8.7.9.Settlementopportunities

Throughoutthe processof the transferpricingexamination the opportunity for settlement
with the examinationteam mayarise. Propertransferpricingplanninganddocumentation
and activeinvolvementin the examinationprocesanayfacilitate a settlementwith the
examinationteam. If a settlementcannotbe achievedwith the examination

Page37of 40



TAXTYPEEOVERED

TAXPERIODSUDITED

1. AUDITOBJECTIVE

2. AUDITSCOPE

3. RISKEDENTIFIEATPROFILINGNDPLANNINGTAGE

4. RISK®IDENTIFIEDURINGAUDITEXECUTION

5.RECORIFEVIEWER AUDITMETHODOLOGKSE¥Workdone) Crosgeferenceto
workingpapers

6. AUDITFINDING$e. observationson complianceaccuracy, Crosgeferenceto

completenessaindvalidity) workingpapers

7. SUMMARYOFREVISEBDJUSTMENTS/ASSESSMENNISTAXPAYABLE

TAXTYPE

PERIOD
AUDITED

REVISED
TAX

PENALTY

INTEREST

TAXPAID

TAXDUE

RELIEVED

7A. SUMMAR'OFLOSSESARIEFORWARIUNABSORBEDAPITABLLOWANCES |
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YEAR LOSE/F RELIEVED UNABSORBED/ARELIEVED

2006

2007

2008

2009

2010

2011

8. TAXPAYEREANKACCOUNT(®ETAILS

BANKNAME ACCOUNNUMBER

9. TAXPAYERONCURREN®ECOMMENDATIONS GBMMENDATIONS

10.INTERNARECOMMENDATIOMRcludefrom the taxpayerscopyof audit report)

11. CHALLENGESICOUNTERBLLIMITATIONSOTHEAUDIT

12. OBSERVATIOYLEVESUPERVISOR

Name,Signatureand date

13. OBSERVATIONMY TEAMLEADER

14ENDORSEMENSYMEMBER®FTHETEAM

NAME DESIGNATION SIGNATURE

DATE
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8.9. Relationshipbetweentransfer pricingauditsand APAs

8.9.1.Themerit of the advancepricingagreement(“APA”)isthat oncean APAis agreedon the
pricingin accordancewith the termsof the APAwill not be disturbedby atransferpricing
examination Howeverthere is a subtlerelationshipbetweenan APAandatransferpricing
audit. Thereisariskthat information submittedto the tax authoritiesfor the purposesof the
APAmaybe usedfor the purposesof the transferpricingaudit. Also,while an APAapplication
is
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