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1. Introduction

This toolkit is intended to provide tools and examples of good practices to support
efficient and effective transfer pricing compliance assurance, with an emphasis on the
priorities and needs of developing and capacity constrained countries. As such, it is
aimed primarily at tax administrations of developing countries that have transfer
pricing rules in place. It also assumes that the country’s corporate income tax system
is primarily based on self-assessment, with audits and assessments carried out by the
tax administration only in certain circumstances.

All tax administrations, but particularly those from developing countries, face
resource and capacity constraints. This is often particularly acute in a specialized (and
often relatively newly introduced) area such as transfer pricing. This makes it
especially important to ensure that limited resources are targeted as efficiently and
effectively as possible. Applying focused, risk-based approaches to ensuring
compliance can help to ensure this goal is met.

This toolkit discusses the development of an end-to-end transfer pricing compliance
assurance programme, encompassing population and individual taxpayer-level risk
assessment through to comprehensive audits or examinations. Associated issues such
as incorporating feedback loops to validate and ensure continuous improvement of the
programme, are also discussed. While the practicalities of undertaking transfer pricing
risk assessments and audits are the main focus of this toolkit, by putting these into the
context of a holistic, end-to-end process, the aim is to help ensure a systematic review
of the tax environment, to minimize potential gaps in both information and revenues,
and to reinforce an overall goal of optimizing compliance and sound tax
administration.

The toolkit also aims to encourage greater alignment and exchange of good practices
in transfer pricing risk assessment and audit, with the goal of reducing transfer pricing
disputes which can be costly and time consuming for all parties concerned.

The remainder of this introductory chapter sets out the objectives of the toolkit, then
discusses the purpose of transfer pricing compliance assurance programmes by tax
administrations and concludes by providing an initial overview of such programmes.
Chapter 2 continues this by providing a more in-depth discussion of the end-to-end
transfer pricing compliance assurance process: starting from the development of
specific compliance objectives and tools and concluding with an introduction to
individual transfer pricing risk assessments and audits. Chapters 3 and 4 then provide
detailed, practical roadmaps to guide the process of transfer pricing risk assessments
and audits.



1.1 Objectives of this toolkit

This toolkit aims to provide guidance, examples and options tailored to the priorities
and needs of developing country tax administrations to develop their own end-to-end
processes for compliance assurance on transfer pricing.

Starting with a discussion of transfer pricing compliance assurance programmes
overall, it includes (at Chapters 3 and 4) roadmaps which set out in detail the
processes for individual taxpayer transfer pricing risk assessments and comprehensive
transfer pricing audits or examinations. These are intended to be a tool or template
from which countries can develop their own processes, manuals or standard operating
procedures, tailored to their specific priorities, needs and capacities. These chapters
also include references to processes developed by a number of tax administrations
around the world, as well to recommendations or suggested approaches developed by
international or regional organizations.

It should be noted that particular processes or tools illustrated or referenced in this
toolkit may not be suitable in all cases. Country examples are developed to meet the
needs and fit the particularities, including, importantly, the specific requirements of
the domestic transfer pricing, income tax and administrative law and regulations of
that country. However, the toolkit aims to provide options, considerations, and
perhaps inspiration for countries to develop their own processes and tools tailored to
their particular priorities, requirements and constraints.

There are many existing sources of guidance on transfer pricing risk assessment and
audit.* For example, a discussion of transfer pricing risk assessment is included in the
UN Practical Manual on Transfer Pricing for Developing Countries (2021) at Chapters
13 (on risk assessment) and 14 (on audit). This toolkit does not attempt to re-interpret
these sources of guidance, but instead, may be helpful as a source book which brings
together and points to other sources of guidance where appropriate. The approach
taken in Chapters 3 and 4 illustrate this approach whereby other sources of guidance
and examples from a number of country practices are referred to. It is hoped that
together, these sources can serve as a template to help countries develop and tailor
their own transfer pricing compliance programmes and processes.

It is also hoped that by describing such good practices, this toolkit may encourage
greater alignment of transfer pricing risk assessment and audit approaches around the
world, which may in turn, prevent and help to resolve disputes and double taxation.?

! See, for example: ATAF (2023). Suggested Approach to Tax Audit Preparation and Execution. Available from
ATAF Admin (ataftax.org) as well as CIAT (2019). Cocktail of measures for the control of harmful transfer
pricing manipulation, focused in the context of low income and developing countries. Available from
https://www.ciat.org/Biblioteca/Estudios/2019_cocktail_TP_ciat_giz.pdf

2 See also United Nations (2021). Handbook on Dispute Avoidance and Resolution. Available from United
Nations Handbook on Dispute Avoidance and Resolution | UN DESA Publications
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1.2 Purpose of compliance assurance programmes by tax administrations

Transfer pricing compliance assurance programmes can be used by a tax
administration to help structure and guide their transfer pricing compliance activities.
Each country will have its own priorities and objectives in instituting such a
programme, but in general, the overall aim of a compliance programme will be
5optimizing55 compliance. This would include preventing and reducing revenue
leakage from incorrect or abusive transfer pricing arrangements, preventing and
reducing costly and time-consuming transfer pricing disputes, and fostering a sound
investment climate, all while maximizing the efficiency and effectiveness of scarce
resources needed to manage the tax system.

In self-assessment tax systems, encouraging and supporting voluntary compliance is
essential as a tax administration is unlikely to have the resources available to audit its
way to compliance. While audits and compliance enforcement activities may always
be required, ideally these resource-intensive means would only be needed in a small
minority of cases. Setting out the tax administration’s expectations of taxpayer
behaviour and transfer pricing outcomes can help to encourage those taxpayers that
are willing to comply, to do so voluntarily, without (significant) additional
intervention by the tax administration. This kind of approach would need to be backed
by strong, credible enforcement activities where appropriate, to act as the “stick” to
complement the “carrot” of supported voluntary compliance.

Risk assessments and audits form the main components of the ‘detect, deter and
address’ part of the overall compliance assurance strategy. Effective risk assessment
aims at detecting risks to the revenue. Credible, visible compliance activities, both in
the form of risk assessments and audits may help to deter taxpayers from engaging in
aggressive or opportunistic transfer pricing; and robust and thorough audits aim to
address revenue leakage that may otherwise result from incorrect or abusive transfer
pricing arrangements.

Risk assessment also aims to ensure that scarce audit and examination resources are
used most efficiently and effectively, in tackling the areas of highest or most
consequential risk. The level or consequence of risks can be measured in various
ways. For example, risks may be large, but ‘one-off’ or they may involve smaller
amounts but may be commonly encountered. A risk may also be considered highly
consequential if it is emerging, that is, it may be trending upwards or involve a
relatively small amount or number of taxpayers now, but is likely to expand if left
untreated. The nature of the risk involved will impact upon how it should be
addressed.

Efficient and effective deployment of transfer pricing compliance resources is
essential for all tax administrations but may be critical in ensuring effective law
enforcement in resource-constrained developing countries with limited transfer pricing
capacity. Transfer pricing audits or examinations are, by nature, highly fact-intensive,
and so will often require considerable resources, not only in the audit phase itself, but



also in resolving any disputes and double taxation that may arise as the result of an
audit adjustment.

Moreover, focusing compliance resources appropriately can help to build the
credibility of the tax administration in the eyes of the taxpayer community. This may
be particularly important for tax administrations at or near the start of their transfer
pricing journeys when the need to build credibility is greatest. In this respect, case
selection for audit, and even more important, case selection for pursuit via judicial
processes can be critical since these will have the greatest visibility to the taxpayer
community. In such cases, there is an argument to be made for selecting “low-hanging
fruit”, that is cases where the tax administration is confident of success, for initial
compliance enforcement treatment, even where such cases may not represent the
largest amount of revenue at stake.® In all cases, the focusing of compliance resources
can benefit from considering the balance between cost-benefit and the intersection
between risk magnitude-likelihood.

Even for more experienced tax administrations, ensuring that transfer pricing audits
are well-chosen and adequately resourced can significantly amplify their compliance
effect. Put another way, if compliance resources are not well focused or are
inadequate, with the result that audit adjustments are ultimately dropped or fail in
court, the credibility of the tax administration to effectively enforce the transfer
pricing law where required may be reduced. This could result in reducing the
effectiveness of the compliance programme to deter abusive or aggressive transfer
pricing arrangements and to encourage voluntary compliance.

It may also be beneficial for the tax administration to develop additional self-
assessment tools for taxpayers to minimize the need for compliance activities in
relation to those taxpayers that are willing and able to comply without additional
intervention. These kinds of tools are more commonly used by tax administrations
with longer experience in transfer pricing and with long-running transfer pricing
activities, but could be usefully deployed by less experienced administrations as well.

While greater transparency by tax administrations can support voluntary compliance,
a balance needs to be struck to ensure that information provided cannot be used by
less scrupulous taxpayers to create tax planning opportunities. This balance point will
vary depending on a number of factors, including, in particular the level of credibility
of the tax administration to appropriately detect and address transfer pricing and other
base erosion and profit shifting behaviours, and, related to this, the level of trust
between taxpayers and the tax administration.

1.3 Introduction to the end-to-end compliance assurance process

Graphic to be added at later stage:

3 See also the description of a “transactional approach” to selecting cases for risk assessment in the UN Manual
at 13.2.3.3 et seq.



) Population level risk assessment (global risk assessment/ industry
specific) — may be automated

. Risk assessments and self-assessment tools

) Identifying candidates for individual risk assessment

o Individual risk assessment and desk audit (generally performed
manually)

J Case selection and audit planning

) Comprehensive TP audit (with ongoing risk assessment)

o Information gathering, including via Exchange of Information
mechanisms

. Case resolution

o Feedback loop to improve risk assessment process

) Overarching: governance processes to monitor the process and

ensure its integrity

An effective end-to-end transfer pricing compliance assurance programme will
include a range of elements from high level risk assessment to ‘long list’ case
selection, and refining the case selection to a ‘short list’ for individual risk assessment.
From here, the short list is further considered and refined to produce a list of priorities
for more comprehensive transfer pricing audits or examinations. A transfer pricing
compliance programme may also include self-assessment tools or other forms of
guidance for taxpayers designed to encourage and facilitate voluntary compliance.
The final element of an effective compliance programme is to ensure there is
continuous improvement, including in the form of a feedback loop to verify and
improve risk flags following further investigation. Each of these elements is
discussed in more detail in Chapter 2.

In terms of the inter-relationships between the various parts of the programme, risk
assessment is a key element of an efficient, modern tax administration which helps to
ensure audits are targeted appropriately to 7optimize7 their compliance effects.
Without them, audits will often be arbitrary or indiscriminate with the result that they
are far more likely to waste compliance resources. They may even have counter-
productive effects on tax morale, if for instance, careful taxpayers who take a
conservative approach face audits at a similar rate to those who are far more
aggressive or unscrupulous.

This toolkit assumes the existence of sufficient and sound legislation and related rules
requiring transfer pricing documentation, including country by country reporting.
Such requirements are key to unlocking the benefits of risk assessment by allowing
the tax administration to have access to much of the information necessary for
effective risk assessment. While a discussion of legislation requiring TP
documentation is beyond the scope of this toolkit, guidance on these matters is
available elsewhere, including in the UN Practical Manual.

At the outset, it will be important for a tax administration to consider the strategy and
specific objectives of their transfer pricing compliance assurance programme as this
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may affect the mix of elements to be included or prioritized. For instance, an
administration at or near the start of its transfer pricing journey, may wish to include
more taxpayer education elements, complemented by highly targeted audits.
Alternatively, transfer pricing audits may be conducted as part of broader tax audits,
where transfer pricing has been identified as a particular risk. The targeting of such
audits, or the inclusion of transfer pricing as an issue of concern in a general audit
should be guided by effective risk assessment, which in itself should be informed by
factors such as the nature of the local economy as well as broader government policy
goals and objectives. For instance, if a country has a significant and high-profile
mining industry and transfer pricing is identified as a risk in that industry, perhaps due
to significant cross-border investment in the sector, it may be appropriate for a
compliance programme to include a particular focus on risks within that industry as a
way of signaling the importance of transfer pricing compliance to taxpayers in all
industries.

While this toolkit necessarily separates the discussion of risk assessment from audits
or examinations, the point at which an audit officially commences will vary according
to the law and practices of each country. On the other hand, risk assessments, or a risk
assessment mindset, may in fact continue even once an audit has officially
commenced. That is, if the tax administration finds that in fact the identified risk can
be adequately explained, or that the case is likely to require resources that are
disproportionate to the size of the unexplained risk, then the best use of resources
would be to close the case, avoiding the ‘sunk cost fallacy’, and record the learnings
from the experience in order to improve case selection processes going forward.

2. End-to-end transfer pricing compliance assurance process — overview

This chapter will provide definitions of the main terms and concepts. It will describe
in general terms the content and aim of a risk assessment and an audit process. In
addition, it will provide an overview of risk assessment tools, including published risk
assessment tools designed to encourage voluntary compliance (e.g., “traffic lights” for
taxpayers to self-assess or estimate their risk of TP compliance action).

2.1 Objectives/ aims a transfer pricing compliance assurance programme

As was noted in Chapter 1, transfer pricing compliance assurance programmes can
have a range of objectives or priorities. However generally, their aim is to 8optimize
compliance: through encouraging voluntary compliance; identifying risks; and
deploying compliance resources in a focused and efficient way to address, and where
necessary, enforce compliance with the law.

The risk of profit shifting via transfer pricing is ever-present and may come in a
variety of forms, from inadvertent errors in pricing through to aggressive, calculated
tax planning and avoidance, through to deliberate fraud and evasion. Different parts of
the compliance programme can be used to address these with differentiated treatment
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options. For instance, the programme may include an advisory component and self-
assessment tools to assist taxpayers that are willing to comply, providing compliance
assurance with a ‘light touch’ for those taxpayers. At the same time, robust risk
assessment processes should help detect remaining material transfer pricing risks,
which can then be addressed through follow-up compliance activity. In some cases,
the risk assessment itself can be a useful tool, serving as a warning to taxpayers and
discouraging overly aggressive arrangements. In more serious or significant cases, the
application of a comprehensive transfer pricing audit or examination to enforce
compliance will be necessary.

While it is beyond the scope of this toolkit to enter into a thorough discussion of
penalties that may be associated with transfer pricing adjustments, the level of penalty
applied can also be a useful complementary tool in steering taxpayer behaviour.

The specific objectives of a transfer pricing compliance assurance programme are
likely to vary by country and over time. For instance, a programme may have a
particular focus on certain types of transactions that have been identified as risky or as
an emerging risk to be ‘nipped in the bud’. These risks or emerging risks are likely to
be dynamic and may change over time, including in response to the success of the
compliance programme itself, or to changes in the tax environment. A tax
administration may also prioritize certain industries, counterparty jurisdictions or
transaction types, based on a combination of the likely risk to the revenue, and
available capacity and resources.

Changes in tax laws both domestically and in other jurisdictions may also prompt
particular areas of focus in a programme, for instance, the introduction of special tax
regimes or changes in the treatment of interest deductions, may result in greater
anticipated pressure on certain types of related party transactions. Changes in other
aspects of the trade or regulatory environment may also have similar flow-on effects
for tax.

Changes in industry conditions, including general industry performance and level of
competition may also be relevant both in terms of setting overall compliance
assurance objectives, and perhaps even more importantly, in evaluating and
interpreting population level and individual level risk flags.

All of these factors mean that in order to establish suitable objectives and targets for a
transfer pricing compliance programme, it will be important to ensure adequate
monitoring and intelligence gathering to detect and predict significant or emerging
risks.

2.2 Developing a transfer pricing compliance assurance programme
In addition to qualitative aspects discussed above, trends or anomalies in data may
also be useful for identifying compliance risk priorities. For instance, if a revenue

trend involving disclosed income or certain types of payments suddenly changes
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course, or shows a trend that cannot be readily explained, this may indicate that
further investigation is warranted. Ongoing monitoring of available data will help to
identify such trends and anomalies. Importantly, the data available to the tax
administration to carry out such monitoring will not be limited to trends in corporate
income tax. Other sources of intelligence may include data on withholding taxes, data
on commodity price trends, information on imports and exports from customs and
other kinds of indirect taxes, information from other government regulatory bodies
such as those which monitor foreign exchange transactions etc.

Once a tax administration has identified what kinds of transactions, behaviours or
outcomes it wishes to focus on, it will need to analyze how best to detect those
transactions, behaviours or outcomes from the data it has available to it. In addition to
data from tax returns and other sources noted above, more granular and transfer
pricing specific data may often be found in the associated and complementary data
from filed schedules or information returns and Country-by-country reports. Analysts
will need to consider how the transactions or behaviours are likely to manifest in the
available data. For example, if transactions with certain jurisdictions (e.g., those with
low tax rates, creating a significant tax rate differential) are targeted, the CbC report
may provide useful information on the multinational enterprise group’s presence in
those jurisdictions.

This kind of high-level risk assessment, based largely or solely on quantitative
information, can often be automated, particularly once initial focus areas and risk flags
have been identified. Where available, data mining and machine learning tools can be
used to interrogate available data and may be effectively deployed to spot emerging
trends or outliers and anomalies in such data.

The next step in the process will generally be to refine the long list of potential targets
through manual analysis. In prioritizing potential risks for further action, the
magnitude as well as the likelihood of the risk(s) may need to be considered (see Box
1). Other relevant factors may include whether the potential risk is likely to expand or
have knock-on effects if not addressed promptly, and the visibility of the risk or the
taxpayers involved. This can be particularly important to maintaining taxpayer morale.
In some cases, other overall priorities identified by the administration, including those
based on available capacity and resources may also be relevant.

Box 1: Risk Magnitude / Likelihood Matrix

Low  magnitude/ | Medium High magnitude
immaterial magnitude
Unlikely/ low | No further action Monitor for | Monitor/Evaluate/
likelihood changes Prioritize
Likely Monitor/Evaluate/
Prioritize
Highly likely/ | Monitor/Evaluate/
certain Prioritize
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2.3 Transfer pricing risk assessments and related tools

It may be appropriate to keep certain risk flags or specific indicators of risk
confidential in order to prevent taxpayers from masking such indicators to evade
detection. However, in some cases tax administrations may consider publishing
information about their compliance priorities or some of their risk flags, particularly
as regards to the types of arrangements, behaviours or outcomes that they consider to
be problematic. This can provide guidance for taxpayers that are willing to comply,
putting them on notice that such arrangements, behaviours or outcomes are likely to
attract the attention of the tax administration, and with the aim that they may either
choose to avoid these or at a minimum, that they would be on notice to take particular
care in the transfer pricing and documenting thereof. Such information can also serve
as, or complement, taxpayer information or education material.

In some cases, tax administrations may choose to set out this kind of information in
detail in the form of a self-assessment tool that can be used by taxpayers. For
example, some administrations publish compliance guidelines which set out in detail a
range of results that the tax administration regards as low/medium/high risk for a
particular type of activity or transaction.* In such cases, the guideline would need to
specify the scoping criteria to which the guidance applies carefully. The ranges
specified would also need to be calibrated with care. A “low risk” range that is too
generous to the local jurisdiction is likely to become irrelevant; too far in the other
direction and it may not in fact represent a “low risk” outcome. Graded or ‘traffic
light’ approaches which use multiple ranges (green, low risk zone; amber, moderate
risk zone and red, high-risk zone) would allow for greater nuance in the approach than
the nomination of a single range/ point.

2.4 Population level and individual transfer pricing risk assessments

A number of processes are available to guide the selection of cases for individual
transfer pricing risk assessments. For instance, the UN Manual describes three
approaches: a transactional approach, which focuses on particular transaction types
(perhaps “easier” transactions, or higher risk/ higher revenue transactions); a
jurisdictional approach, which directs compliance resources based on the identity of
the counterparty jurisdiction; or a risk-based approach, which may combine elements
of both.®> This toolkit focuses on the risk-based approach, but it is important to note
that transactional and jurisdictional approaches can also be accommodated within the
framework described in this toolkit by simply identifying particular transaction types
or jurisdictions as risk flags.

Risk flags can be identified through population level or industry level data monitoring,
intelligence from compliance field officers or other spontaneous sources, and/or a

4 Where specific results are provided for in such guidance, tax administrations need to consider the extent to
which such results will become de facto safe harbours.
5 See UN Manual Chapter 13 from paragraph 13.2.3.3 et seq
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random selection. In many cases, a combination of factors may be used to determine a
‘long list’ of taxpayers for individual risk assessment.

Potential cases identified through risk flags in automated or centralized data
monitoring may first undergo an initial screening process. In some cases, such
additional screening, particularly if conducted by an analyst with a sound
understanding of the industry in which the taxpayer operates, may be able to account
for the presence of the risk flags and provide assurance that the risk of inappropriate
transfer pricing is in fact low. The case may then be subject to a monitoring brief (i.e.,
for further analysis and checking next year, or as a lower priority for examination), or
may be dismissed altogether and returned to the general population pool with no
special focus.

Potential cases identified through receipt of intelligence, including through exchange
of information, may also benefit from some level of additional screening, but will
often warrant further examination through an individual risk assessment.

In some tax administrations, processes include adding cases to the ‘long list’ based on
random selection. Such inclusions can be useful as an integrity measure and to help
verify and validate identified risk flags to ensure they are not missing significant risks.

Risk assessments at a population of industry/ segment level can be used to effectively
target more detailed and in-depth individual risk assessments. The first stage of such
an assessment will typically use only data already available to the tax administration
analyst, such as tax return and associated information, transfer pricing documentation
(where routinely filed), and the Country-by-country report where available, together
with publicly available information on the taxpayer and its industry.

The individual level risk assessment, done manually by an analyst with a sound
knowledge of transfer pricing principles, focuses on the question of whether the
identified risks can likely be adequately explained by known commercial or non-tax
factors. For example, a risk flag thrown up by a reduction in profitability, may be
(partially) explained by a known commercial event, such as a downturn in the
industry. Risk flags may have been thrown up by an error in the data set. If such errors
are discovered, the risk flag may be able to be dismissed at this point.

The risk analyst should focus on the risk hypothesis posed by the risk flag, and test
this against the other information known about the taxpayer (e.g., level of related and
unrelated party sales, related and unrelated party sales prices/ discounts, Qross
margins, etc.). Risk flags may be raised based on certain types of transactions being
undertaken, certain financial ratios, or mismatches / misalignments in the information
available from different sources. In some cases, it may be possible to dismiss certain
risk flags based on publicly available information and closer examination of
information already in the hands of the tax administration.
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To this point, the tax administration may not have had any direct contact with the
taxpayer and may not have notified the taxpayer that they are subject to a risk
assessment. If, based on information already available to the tax administration, risk
flags cannot be discounted, a decision will need to be made on whether the risk is such
that further analysis and compliance activities should be undertaken. Once again, the
magnitude/ likelihood matrix may be useful here, as might risk scoring models which
seek to combine various risks and allow a comparison of the relative risk to the
revenue from various potential cases, along with likely resource cost involved in
pursuing the case.

If further analysis is indeed warranted, the next step may be to undertake a more
rigorous individual risk assessment, sometimes called a ‘desk audit’ which may
include seeking specific information from the taxpayer themselves. Where transfer
pricing documentation (e.g., master file and local file) is not required to be filed
annually, but instead made available on request, such documentation will generally be
sought, and considered by the analyst. The analyst would examine the qualitative
information available in the TP documentation package, including setting out a
summary (draft) functional analysis. This could then be compared to expected arm’s
length outcomes for similar types of activities, perhaps based on industry averages. It
should be stressed that at this stage, this cannot be described as a comparability
analysis as the industry averages used may not indeed be truly comparable. However,
such approximate results may give sufficient indication as to the level of risk.

In considering the level of risk posed by the transactions or arrangement concerned,
the analyst may also find it useful to consider the taxpayer’s apparent appetite for risk
more broadly, based on other information including their history with the tax
administration (including as it may relate to other taxes) and regulatory bodies. Other
indicators of taxpayer behaviour and their willingness to comply may also be relevant.
For example, a taxpayer that is found to have no or grossly inadequate transfer pricing
documentation is likely to pose a greater risk than one which diligently analyses and
records its transfer pricing processes.

2.5 Governance of risk assessment

Throughout the risk assessment process, it is important to ensure adequate governance
mechanisms are in place to ensure quality control, consistency, and the integrity of the
process. In many administrations, an important component of the governance process
may take the form of case reviews undertaken at various milestones (and in some
cases randomly). For instance, at the end of the individual risk assessment process, a
central committee review may be conducted to confirm the recommendation of the
analyst regarding the outcome and status of the case (e.g., high/ medium/ low priority
audit/ monitoring brief/ no further action). Since prioritization will necessarily require
comparing risks and thus potential cases for audit across the administration, a primary
objective of such a centralized process is to ensure appropriate calibration of risk
outcomes and resource allocation across the jurisdiction.
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At the end of the formal risk assessment phase, it may be helpful to produce a brief
report on the process to help feed back into improving the risk assessment process.
This is particularly important where the outcome of this phase is for a monitoring brief
as this implies that the case should be re-examined in the following period. Similarly,
for cases where no further action is to be taken, as this indicates that the initial
guantitative risk flags threw up a false positive and may benefit from additional
consideration or calibration.

The efficacy and effectiveness of the risk assessment processes used should be
reviewed periodically in order to ensure that they remain appropriate, and consider
where improvements could be made.

Box 2: Summary of risk assessment |orocesses6

1. Assembling quantitative data from tax returns, transfer pricing forms and
contemporaneous transfer pricing documentation (e.g., Master File, Local File,
CbC report)

2. High level identification of possible transfer pricing risk by analyzing

processed quantitative data (“risk flags™)

High level quantification of potential risk

4. Reviewing qualitative information in contemporaneous transfer pricing
documentation and gathering of additional intelligence from public sources

5. Tentative decision as to whether to proceed

w

6. More in-depth risk review including analysis of functional and comparability
descriptions in contemporaneous transfer pricing documentation

7. More detailed quantification of potential risks

8. Initial interactions with taxpayer

9. Preparation of draft risk assessment report

10. Internal review and quality control processes, including central committee

review if such a committee is used

11. Decision as to whether to proceed with audit (and level of priority) or other
action (e.g. monitoring brief), including decisions regarding issues to target in
the audit

12. Prepare final risk assessment report to review findings and feed in to improve
risk assessment process

2.6 Comprehensive transfer pricing audit/ examination

Risk assessments and audits

The line between a risk assessment and an audit or examination varies. In some cases,
the distinction can be an important one in terms of process as once an audit
commences there may be specific requirements around timing, both for intermediate
steps in the process and the final conclusion of the audit, as well as expectations or

6 Based on UN Manual at 13.2.6.2
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requirements around taxpayer cooperation, etc. While the distinction between the
formal risk assessment and an audit can be important, a risk assessment mindset
should continue even once an audit or examination is opened in order to ensure
continued efficiency in the use of compliance resources. That is, if, after commencing
the audit phase, it is determined that the identified risk can be adequately explained, or
there is for other reasons little likelihood of supporting a material adjustment, then the
audit should be closed without delay so that compliance resources can be redeployed
more effectively and the burden to the taxpayer minimized.

Audit case selection and allocation

The risk assessment process described earlier aims to produce a prioritized list of audit
candidates. Once these have been confirmed through a review process, the cases can
be allocated according to priority and available resources. How cases are prioritized
and allocated will vary depending on the resources available. For example, in many
countries, an industry approach has proven to be useful, allowing audit teams to gain
expertise and experience in an industry area, something which can be critical to
successful and efficient transfer pricing analyses. As has been noted above, transfer
pricing audits are fact-intensive and to ensure processes are robust and credible, it will
be important that audit teams are sufficiently well-resourced and have access to
necessary expertise. This may mean that resource constrained administrations
prioritize conducting fewer transfer pricing audits well over a greater number of audits
done superficially.

The audit process

It can be good practice for the audit team to set out an audit plan, specifying the audit
hypothesis, and then work towards gathering evidence to support (or reject) that
hypothesis. Having regard to the requirements of evidence is good practice and may
be useful even in cases which do not ultimately rely on a judicial process. This may
impact on how information is requested from the taxpayer, as well as on the type and
rigour of the information gathering and recording process. For instance, it can be
useful to confirm a summary of the facts upon which the functional analysis is based
with the taxpayer using formal mechanisms, so that the facts themselves are not in
dispute (even if the taxpayer may have a different interpretation of those facts and
their impact on the appropriate transfer pricing).

A robust and thorough functional analysis will generally benefit from on-site
interviews with key personnel, and an inspection of the taxpayer’s premises, where
this is feasible. From the functional analysis, together with a consideration of the other
economically relevant characteristics, the process of accurately delineating the
transaction(s) and determining the most appropriate method and conducting a
comparability analysis, may involve a certain amount of iteration, testing a particular
hypothesis against the available information in order to arrive at the most appropriate
and reliable arm’s length outcome. As is discussed in the Toolkit on Addressing
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Difficulties in Accessing Comparables Data for Transfer Pricing Analyses,” while
perfect comparables are generally elusive, the most critical aspect of a transfer pricing
analysis is often ensuring an accurate delineation of the tested transaction(s), since this
is what determines the most appropriate method, and forms the foundation for the
search for comparables.

As with the risk assessment part of the compliance assurance process, it is important
to ensure robust governance mechanisms are in place to support the audit function. In
many countries, this may be achieved through having a central review process at
particular milestones during the audit, for example prior to the finalization of an
interim or final position paper. Such a review process should aim to ensure
consistency and provide quality assurance, as well as acting as an integrity mechanism
overseeing the audit function.

Post-audit processes

The final stage of the audit will involve reporting on outcomes and considering
learnings and recommendations to improve the compliance assurance process.
Findings from the audit can also be very useful in calibrating and verifying the risk
assessment process and in directing the areas of focus for the compliance assurance
programme more broadly.

Information about the nature of the industry and commercial practice therein can also
be useful intelligence for future audit teams and should be recorded and should be
accessible within the tax administration. Taxpayer confidentiality is likely to be
relevant here, so a redacted or anonymized report which can be more widely shared
within the tax administration may be useful in this regard, perhaps combined with
more sensitive information in files shared only with officials on a need-to-know basis.

Box 3: Summary of audit/ examination processes8

1. Form audit team / allocate case

2. Set out audit plan and timetable

3. Review existing information, including desk audit/ risk assessment information

4. Gather and consider publicly available industry and taxpayer information to
help understand the business

5. Notify the taxpayer of the commencement of the audit

6. Initial information gathering and analysis

7. Request additional/ supplementary information from taxpayer or via exchange
of information mechanisms as required

8. Taxpayer interviews and visit taxpayer premises

9. Complete functional analysis

10. Determine most appropriate method and conduct comparability analysis

11. Develop interim position paper and proposed adjustment

7 Published by the Platform for Collaboration on Tax, available in several languages at https://www.tax-
platform.org/publications
8 Based on Chapter 14 of the UN Manual
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12. Internal review

13. Notify taxpayer of proposed adjustment, taxpayer response
14. Internal review

15. Issue notice of adjustment

16. Possible settlement

17. Case closure, reporting and review

2.7 Validation/ continuous improvement of the transfer pricing compliance assurance
programme

An important final step in the development of a transfer pricing compliance assurance
programme is to ensure an appropriate and adequate feedback loop to continuously
validate and improve the programme. In this respect, information and intelligence
gathered through the risk assessment and audit phases may be useful in identifying
newly emerging potential risks or trends, or alternatively in explaining factors
erroneously identified as risk flags in the past.

Learnings from risk assessments and audits should also feed into the processes for
conducting examinations themselves, as well as associated objections, appeal, and
settlement resolution processes. In some cases, learnings from audit and examination
processes may even prompt legislative, regulatory or administrative reforms. These
may have the aim of closing loopholes; strengthening administrative procedures, or
instituting more robust procedures; or indeed, providing more helpful guidance to
taxpayers.

Learnings from transfer pricing audit or examination cases may also be useful in
capacity building. This is particularly true of industry and commercial knowledge that
may be gained by officials conducting the transfer pricing audit. As noted above,
many tax administrations thus find it useful to take an industry or topic specialization
approach in order to help build experience and expertise in key industry sectors or in
relation to particular types of transactions or arrangements. In order to retain this
institutional knowledge, it can be helpful for tax administrations to put in place formal
case learnings processes whereby at the close of a case, the officers involved record or
present key findings to a broader audience, and ensure useful information about the
industry or transaction type can be found by other officers in the future.

3. Road map for transfer pricing risk assessment

The aim of this chapter is to provide a guide to good practices and processes to assist
with the planning, execution and resolution of transfer pricing risk assessment.

3.1 Organizational matters of a transfer pricing compliance program

Tax administrations organize themselves in different ways to conduct risk
assessments. An effective ransfer pricing compliance programme should be developed
around a 3-stage approach:
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Stage | — Definition of the risk assessment strategic plan

Stage Il —  Consolidation of risk assessment criteria and selection of preliminary
list of taxpayers to be risk assessed
Stage IIl — Individual analysis of taxpayers

In developing the risk assessment strategic plan a number of alternatives should be
evaluated as outlined below.

Centralized or decentralized approach to risk assessment

A first alternative to consider in designing the program is between a centralized or
decentralized approach to risk assessment.

The alternatives between a centralized or decentralized approach to risk assessment is
whether risk assessment should be conducted centrally by a specialist risk assessment
team incorporating input from the compliance function, or locally by the tax inspector
themselves.

A centralized risk assessment team allows the application of more consistent
standards, it allows the risk assessment group to develop experience and judgment,
and it assures that specialist auditors, trained in risk assessment, will be considering
the risk to the administration in various transfer pricing contexts.

On the other hand, a decentralized approach to risk assessment may facilitate the
interaction with the taxpayer and, especially when a jurisdiction has a large population
of the taxpayers to risk assess, could allow a more comprehensive coverage.

A middle course of action could be the engagement of local auditors to gather
information for the risk assessment and provide an initial evaluation of that
information. They then require a central board to revise the initial assessment and sign
off on any decision to go forward with either a more in-depth risk analysis or a
targeted audit of certain issues.

General advantages and disadvantages of a centralized or decentralized model for
establishing transfer pricing capability are further analyzed in chapter 11.5.2 of the
UN Manual.®

Global vs industry specific risk assessment

A choice to be made in designing a program of transfer pricing compliance is whether
the risk assessment should cover the global population of taxpayers or should rather
focus on specific sector either because their importance for the national economy or
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because there are considered to be posing particular base erosion and profit shifting
risks.

Taxpayer’s classification based on turnover size

In addition, tax administrations may classify taxpayers based on their turnover in large
taxpayers, medium-size taxpayers and small taxpayers and decide whether one of
those categories is worth dedicating more monitoring activity. Typically, large
taxpayers are more likely to be involved in higher volume of cross-border activities
and have more tax weight that could be worthy a stricter surveillance.

Transactional vs jurisdiction vs risk-based approach

As explained in 13.2.3 of the UN Manual, three different approaches could be taken in
consideration in developing a transfer pricing risk assessment programme.

These include:

v The transactional approach: in this case the focus of the risk assessment is on
specific type of transactions (e.g. transactions with higher risks such as
business restructurings, mergers, acquisitions and exits)

v' The jurisdictional approach: in this case priority is given to the risk
assessment of transactions with related entities located in specified tax
jurisdictions (e.g. jurisdictions with very low tax rate or with aggressive
transfer pricing rules)

v The risk-based approach: This is in essence a hybrid of the transactional and
jurisdictional approaches, but could also consider factors other than the
jurisdiction of the related party or parties and the type of transactions (e.g. the
tax compliance status of the local entity or the MNE to which the entity
belongs or companies with excessive and/or continued accounting or tax
losses despite there being profits at the consolidated group level).

3.2 Sources of information

An effective transfer pricing risk assessment requires knowing the taxpayer, its global
business, and its industry. Therefore, the first main challenge of the risk assessment is
finding the right information to evaluate transfer pricing risk.

A list of potential sources of information that may be investigated during the risk
assessment phase can be found below.

Taxpayer’s tax return

The starting point for any risk assessment process would be a review of the tax returns
themselves, including any required information returns filed by taxpayers. Many tax
administrations require taxpayers that carry out intercompany transactions to
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supplement their tax return with forms or other reports that disclose additional
information relevant to transfer pricing arrangements. For example, there may be a
specific transfer pricing return, or an additional schedule that needs to be filed with
the tax return setting out setting out information such as types and value of related
party international transactions, names and jurisdictions of counterparties, transfer
pricing method applied, etc. The information obtained from tax returns largely
consists of quantitative information, and often will be processed in a computerized
database system at the earliest stages of a risk assessment process.

Transfer pricing documentation

Action 13 of the OECD/G20 BEPS project sets out a standardized three-tiered
approach to transfer pricing documentation. Under such standard, the transfer pricing
documentations should include:

0] a country-by-country report (“CbC Report”) containing certain
information relating to the global allocation among taxing jurisdictions
of the MNE’s income and taxes paid, together with certain general
indicators of the location of economic activity within the MNE;

(i) a master file containing general information about the MNE relevant to
all MNE members;

(i)  a local file referring specifically to material transactions of the MNE
members resident in the local jurisdiction and setting out the taxpayer’s
transfer pricing methodology for such material transactions.

Chapter 12 of the Practical Manual for Developing Countries provides more details
regarding content of the transfer pricing documentation and the challenges faced by
developing countries in the implementation of the framework.

Taxpayer’s file and audit records of previous years

The taxpayer’s file maintained in the tax administration, and previous years’ audit
records and risk assessment reports, as well as any information that may relate to other
compliance interactions with the taxpayer, such as advance pricing arrangements
requested or agreed, may contain useful information which will help build a complete
picture of the business activities. In particular, previous years’ audit records should
contain helpful information to determine how to focus the audit process if it is decided
an audit should be conducted.

Information received under the Common Reporting Standard / FATCA including on
rulings per BEPS Action 5

Information received from other tax administrations, either automatically or as a result
of a request, may assist in identifying transfer pricing risk. In particular, automatic
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exchanges of information under double tax treaties (usually regulated by Article 26 of
the treaty) have been found very productive in some countries in identifying, and
therefore tackling, transfer pricing risks.

Taxpayer’s financial statements including notes to the financial statements

Financial statements are written records that convey the business activities and the
financial performance of a company. The balance sheet provides an overview of
assets, liabilities, and shareholders' equity as a snapshot in time.

The income statement primarily focuses on a company’s revenues and expenses
during a particular period. Once expenses are subtracted from revenues, the statement
produces a company's profit figure called net income.

The notes to the financial statement provides background explanation on the items on
the financial statements. Where there are requirements to disclose / report uncertain
tax positions, these may also be a good source of information on the taxpayer’s
activities or structuring, in cases where those activities / structures may be novel or
more contentious.

The financial statements can provide useful information on the performance and type
of operative conducted by the taxpayers and can be used to compute financial ratios.

Questionnaires issued to selected taxpayers

Some tax administrations send a questionnaire to selected taxpayers after an initial
review of the tax returns filed by taxpayers. In general, this tool seems to be most
often utilized in countries where there is no statutory contemporaneous documentation
requirement. These questionnaires ask for additional information regarding
transactions with related parties, to help complete the risk assessment process.

Publicly available information regarding the taxpayer

A list of potential sources of publicly available information regarding the taxpayer
include:

I Internet search

Using the Internet can provide information about particular companies or industries. It
Is also possible to use the Internet to access some government agencies’ databases.

ii  Taxpayer’s website
MNE groups usually have a very comprehensive website, providing a wealth of useful
information. Such websites will certainly promote what the group does — services it

provides or goods it sells. Major products or brands will likely be extensively
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described. The section on investor relations will contain the latest and prior year’s
financial statements as well as latest half-yearly or quarterly figures. Such information
can be used to confirm the accuracy of the functional analysis in the transfer pricing
documentation and to check some of the facts described by the MNE to tax
authorities.

iii  Press reports, the financial and business press and trade magazines

Press reports on individual companies would provide information about the launch of
new products, factories opening or closing, strategic partnerships or alliances the
MNE is entering into and sometimes even concrete information such as royalty rates
on license agreements they have concluded.

Trade magazines and other information in the public domain can provide useful
information on both particular companies and the sectors to which they belong.
Information on business sectors can help decide whether declining results for a
compa