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International transfer pricing audits in Malaysia: an evidence based analysis 

Abstract

The study aims (i) to identify indicators that triggered a transfer pricing audit on Multinational Enterprises (MNEs) in Malaysia; (ii) to examine transfer pricing audit practice in Malaysia. The data was collected from the Inland Revenue Board of Malaysia’s head office with written permission. In 2007 and 2008, tax auditors from the head office has conducted transfer pricing audits on 16 and 24 MNEs respectively. The transfer audit reports of all the 40 MNEs was scrutinised and analysed.  The findings uncovered that in 2007 and 2008, majority of MNEs selected for transfer pricing audit had low profitability, fluctuating profit patterns, a large amount of related party transactions and the ultimate holdings was located in tax havens. Tax auditors also examined and scrutinized non transfer pricing issues during audits. This study provides useful insights on transfer pricing audit practices in Malaysia to fill up a knowledge gap.
Keywords: Developing country, Transfer pricing, Policy coordination, transfer pricing audit, Multinational enterprises, Malaysia
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Introduction

PricewaterhouseCoopers (2009) reported that globally, tax authorities are established aggressive audit teams to scrutinizing prices adopted by MNEs in inter-company transactions. Hence, transfer pricing audits become more frequent and the risk of MNEs being assessed material adjustments and penalties become greater. Consistently, Wunder (2009) found that United States (US) firms and non US firms ranked transfer pricing as the major risk factor among other tax issues. On the other hand, KPMG’s Global Transfer Pricing Service survey argued that transfer pricing regulations in Asia Pacific region as the most challenging in the world (KPMG, 2009). 

In the Asia Pacific region, the Malaysian Industrial Development Authority (MIDA) reported that over 5,000 MNEs from more than 40 countries have invested in Malaysia, and Malaysia was ranked the fifth most competitive economy in Asia, after Singapore, Hong Kong, Taiwan and China (MIDA, 2009).  With this potential growth in economy, transfer pricing issues appears to be one of the most pertinent international tax issues faced by MNEs in Malaysia.  A number of tax practitioners (for example, Crist & Kee, 2008; Ernst & Young, 2007; Somasundaram & Jagdev, 2009) had the opinions that the Malaysian tax authorities are serious in dealing with transfer pricing issues. However, the executive director of Deloitte Tax Malaysia was concerned that many MNEs operating in Malaysia are not aware of the transfer pricing regulations and implications (Deloitte Touche Tohmatsu, 2009; Tham, 2006). On the other hand, the head of transfer pricing unit of KPMG Malaysia, Bob Kee (2007) asserted that most of the transfer pricing audit cases in Malaysia resulted in tax adjustments or additional tax. In practice, as taxation is a private and confidential issue, the Malaysian tax authorities generally do not disclose or publish much information about transfer pricing audit. Therefore, little is known about transfer pricing audit practices in Malaysia. What are the indicators or reasons cited by the IRBM for initiating transfer pricing audit? What is the range of net profit margin reported by the companies that had been selected for transfer pricing audit in Malaysia? How many years of assessment that tax auditors had scrutinized in the course of transfer pricing audit? Whether larger sized MNEs have more tendencies to be selected for transfer pricing audit in Malaysia than small sized MNEs? Does the IRBM focus transfer pricing audit on certain nationalities of parent company? Hence, this study attempts to fill up the knowledge gap. 
Research Objectives

The study aims (i) to identify indicators or reasons cited by Malaysian tax auditors for initiating transfer pricing audit on MNEs; (ii) to analyse range of net profit margin of MNEs that had been selected for transfer pricing audit in Malaysia; (iii) to find out period under review or how many year of assessment that may be scrutinized by the tax auditors when conducting transfer pricing audit; (iv) to examine whether larger MNEs have more tendency to be selected for transfer pricing audit in Malaysia; and (v) to determine whether tax auditors focused transfer pricing audit on certain nationality of parent company.


Literature review


Transfer pricing rules and practices in Malaysia

Prior to 1 January 2009, there is no specific transfer pricing legislation in the Income Tax Act (ITA), 1967. A general anti-avoidance provision under subsection 140 of the ITA 1967 was used to carry out the transfer pricing audit. On 2 July 2003, the IRBM issued Malaysian Transfer Pricing Guidelines (MTPG). The 31 pages MTPG generally describes the objective of the transfer pricing , the scope, the arm’s length principle, the concept of comparability, factors determining comparability analysis, the transfer pricing methodologies accepted, special considerations for intangible property and intra-group services and documentation requirement. The introduction of the MTPG was followed by the setting up a transfer pricing team by the IRBM at the headquarters level to deal with transfer pricing issues. The MTPG aims to provide all MNEs information about the existing domestic legislation; methodologies acceptable to IRBM that can be used in determining arm’s length price in inter-company transactions. Fundamentally, the methodologies and other requirements outlined in the MTPG are largely based on the Organization for Economic Co-operation and Development (OECD) Transfer Pricing Guidelines (OECD, 1995).

As stated in Paragraph 3.1 of the MTPG, the MTPG are applicable on ‘transactions between associated enterprises within a MNE where one enterprise is subjected to tax in Malaysia and the other enterprise is located overseas’. Moreover, in Paragraph 3.2, the MTPG also relevant to the ‘transactions between a permanent establishment (PE) and its head office or other related branches; whereby the PE will be treated as a (hypothetically) distinct and separate enterprise from its head office or other related branches’. Nevertheless, in practice, transfer pricing audit may include transactions between two related parties within Malaysia; for example, the transactions between companies that are enjoying tax incentive or tax holiday as well as suffering tax losses (Somasundaram & Jagdev, 2009).

To keep pace with the development in the business environment, with effect from 1 January 2009,  the Malaysian government had detailed specific transfer pricing provisions by introduce a new Section 140A in the Income Tax Act 1967 and Section 138C on Advance Pricing Arrangement. Subsequently, in March 2009, the IRBM restructured its transfer pricing unit by setting up a new ‘Multinational Audit Division’ to deal with transfer pricing audit activities in Malaysia.

In line with the practice in other countries in the Asia-Pacific region, particularly, Japan, Korea, China, the Philippines, Singapore and Australia, Malaysian tax authorities also require companies to disclose certain related party transactions in their annual income tax returns. Notably, transfer pricing methodologies that accepted by Malaysian tax authorities are (1) Comparable uncontrolled price method; (2) resale price method; (3) cost plus method; (4) transactional net margin method; and (5) profit split method. Further, in line with the OECD’s Transfer Pricing Guidelines, the traditional methods (i.e., comparable uncontrolled price method, resale price and cost plus method) are given priority over the transactional profit methods (i.e., transactional net margin method and profit split method). 
Normally, transfer pricing audit will be carried out by three to six tax auditors (Somasundaram & Jagdev, 2009). Unlike normal tax audit cases which require only two to three days to complete an on-site examination, the transfer pricing audit usually will take about one week to complete their examination. Tax auditors will review the relevant supporting documents for verification purposes. As part of the field audit process, tax auditors will conduct a number of interviews with the companies’ key personnel to have a better understanding on the company’s business activities, as well as for functional analysis/profile purposes. Generally, key personnel are required to explain in detailed about at the transfer pricing policy adopted for inter-company transactions. The auditors may carry out site or office visit to related parties if necessary. In practice, usually at the end of the field audit, tax auditors will summarise the initial findings and arrange for a follow up meeting to discuss the case and related issues arising. Normally, all the follow up meetings will be conducted in the tax office.  Figure 1 depicts a typical transfer pricing audit process in Malaysia.

Figure 1 goes about here


Prior studies related to transfer pricing audit

A plethora of empirical research found MNEs operating in developed countries like Australia, Canada, Japan, United Kingdom (UK) and United States (US) used transfer pricing methodologies as income shifting mechanisms 
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(for example, Borkowski, 1997a, 1997b, 1997c; Borkowski, 2010; Buckley & Hughes, 2001; Ho, 2008; Lall, 1973, 1979)
. Note that since 1980s, the tax authorities of Australia, Canada, Japan and the US formed Pacific Association of Tax Administration (PATA) to combat income shifting and to stop the improper transfer pricing by transnational’s corporations (Borkowski, 2010). Borkowski (2010) found unexpected findings emerged about the relationship between transfer pricing behaviours and audit frequency and between audit risk and advance pricing agreement status of the PATA countries. 

In the developing economies, Chan and Chow (1997a)  examined whether certain foreign investment enterprises are more likely to be selected for transfer pricing audits by Chinese tax authorities. They analyzed 81 tax audit cases from transfer pricing audit reports of the Chinese tax authorities. In their study, they examined a number of firms’ attributes that had been selected for transfer pricing audit. Specifically, they examined the period(s) for which profits were adjusted as a result of transfer pricing audit, industry classification, size of investment, form of investment, nationality of foreign investors, transactions audited, reasons cited for initiating transfer pricing audit as well as transfer pricing methodology used by the tax authorities. The findings showed a higher proportion of wholly foreign-owned enterprises, cooperative joint ventures and Hong Kong sourced foreign investment enterprises were selected for transfer pricing audits in China. In another study, Chan and Chow (1997b) investigated if foreign investors were shifting profits out of China through transfer pricing mechanism. They compared the price paid by analysing invoices issued by foreign investment enterprises with those by domestic enterprises. The findings suggested that MNEs in China had over priced imports and at the same time under priced exports in certain industries, in particulars the audit/video equipment, garment, plastic and chemicals industries.

Whilst, Li and Paisey (2005) investigated factors that influenced selection of transfer pricing audit in New Zealand, Australia and China. These three countries were chosen due to their prominent economies in the Asia-Pacific region. Out of the 176 respondents, only 45 companies were subjected to transfer pricing audits. Of these, 13 were New Zealand companies, 17 were Australian companies and 15 were Chinese companies. Li and Paisey (2005) found that for Australian companies, there was significant relationship between company size, nationality of home country, volume of intercompany transfer, intangibles transactions and transfer pricing audit. While for New Zealand companies, they found that only company size and tangible goods relatively influenced international transfer pricing audit. As for Chinese companies, besides company size, three other factors, namely nationality, tangible goods and financing have a significant effect on transfer pricing audits. 

Later, Li and Paisey (2007) presented a detailed content analysis of nineteen transfer pricing audit cases by the Chinese tax authorities. The transfer pricing audit cases were collected from three different sources. Notably, five were operational cases which obtained directly from the tax authorities; eight were training examples obtained directly from the tax authorities and three were obtained from Chinese secondary sources. Li and Paisey (2007) analysed the background of the cases, issues detected and selection of transfer pricing method and adjustments. Li and Paisey (2007) found (1) six companies were owned by Hong Kong parent firms, five by Japanese firms, two by Korean firms, one by UK firm, one by a Swedish firm and one by a US firm; (2) Fourteen companies were in manufacturing industries, one in service industry and one in a business of an undisclosed nature; and (3) Fourteen companies were investigated for their imports and exports, one company was investigated for intercompany transfers of intangible goods, one company was investigated for intercompany transfers of services and one company was investigated for intercompany loans and interest payments. 

A review of the past literature provided the insight that certain indicators would trigger a transfer pricing audit and MNEs with certain firm characteristics might have more risk to be selected for a   transfer pricing audit. The indicators and firm characteristics (i.e., net profit margin, period under review, company size, and nationality of parent company) are reviewed next

Indicators cited by tax auditors for initiating transfer pricing audit

Chan and Chow (1997a) investigated circumstances or reasons on why Chinese tax authorities initiated their transfer pricing audits. A total of 40 cases or 35% of the study sample were selected because of ‘persistent overall losses or low profitability’. Then, about 18% were chosen because of ’lack of Chinese partner’s active participation in management in the case of joint venture’ and followed by ‘import and/or export prices determined by the foreign parent company’. Whilst, Li and Paisey (2007) presented company features that most likely to encourage abuses. In this study, the data were obtained from thirty eight Chinese tax officers via a questionnaire survey. The respondents (tax officers) were asked to rank features perceived to be importance in practicing transfer pricing manipulation. They indicated that ‘production and operational decisions controlled by associated enterprises’ was perceived to be the most important feature for concealing transfer pricing abuses. This was followed by ‘lower profits or losses for an extended period, but continuously expanding scale of operations’ as the second most significant factor. The findings are presented in Table 1, in descending order of importance.

Insert Table 1 about here

Whilst, some Malaysia tax practitioners had asserted that companies most vulnerable to be selected for transfer pricing audit in Malaysia are those ‘sustained losses and consistently reported low profit margin’ (Chan & Tan, 2006; Somasundaram & Jagdev, 2009). These assertions are consistent with the Chan and Chow (1997a)’s findings. Based on their experience in dealing with transfer pricing audit, Chan and Tan (2006) asserted that companies that had been selected for transfer pricing in Malaysia are those with ‘fluctuation profit patterns’, ‘significant intra-group services to related parties’ and ‘transactions involving tangible goods with related companies in Singapore or Hong Kong’. Notably, the use of tax haven countries could also be one of the reasons that companies will be chosen for transfer pricing audit in Malaysia (Somasundaram & Jagdev, 2009). However, both Chan and Tan (2006) as well as Somasundaram and Jagdev (2009) did not provide any empirical or statistical data to support their assertions. Overall, literature review provide the insight to explore factors that triggered transfer pricing audit in Malaysia, and the lack of empirical data shaped the motivation of this study.

Whilst, some Malaysia tax practitioners had asserted that companies most vulnerable to be selected for transfer pricing audit in Malaysia are those ‘sustained losses and consistently reported low profit margin’ (Somasundaram & Jagdev, 2009). These assertions are consistent with the Chan and Chow (1997a)’s findings. Based on their experience in dealing with transfer pricing audit, Chan and Tan (2006) asserted that companies that had been selected for transfer pricing in Malaysia are those with ‘fluctuation profit patterns’, ‘significant intra-group services to related parties’ and ‘transactions involving tangible goods with related companies in Singapore or Hong Kong’. Notably, the use of tax haven countries could also be one of the reasons that companies will be chosen for transfer pricing audit in Malaysia (Somasundaram & Jagdev, 2009). However, both Chan and Tan (2006) as well as Somasundaram and Jagdev (2009) did not provide any empirical or statistical data to support their assertions. Overall, the literature review provides the insight to explore indicators that triggered transfer pricing audit in Malaysia.

Transfer pricing audit and range of net profit margin

In respect of net profit margin factor, Rahman and Scapens (1986) found that on average, net profit as percentage of total sales for MNEs were lower than local firms in Bangladesh. In addition, a few studies revealed that MNEs in various countries overpriced their import prices by comparing with market price. For example, Natke ((1985) found that MNEs in Brazil paid higher prices than local firms while Lall (1973) found that the Colombian MNEs over-priced their imports by 33 percent to over 300 percent. Hence, by paying higher purchase prices indirectly will lower the profitability of the firms consequentially (Lall, 1973; Natke, 1985; Rahman & Scapens, 1986). Li and Paisey (2007) reported that low profitability and persistent loss triggered transfer pricing audit in China. Nonetheless, prior literature did not provide conclusive evidence that firms with low net profit margin were more likely to be selected for transfer pricing audit.  There is a need to find out the range of net profit margin reported by the companies that had been selected for transfer pricing in Malaysia.
Transfer pricing audit and period under review 

At the time of study, there is no specific tax audit framework to guide transfer pricing audit in Malaysia. Notably, the revised ‘Tax Audit Framework’ issued on 1 January 2009 clearly stated in  Paragraph 14 of the framework that the ‘Tax Audit Framework” is not applicable to transfer pricing audit cases (IRBM, 2009, p. 17). Normally, tax audit may cover a period of one to three years of assessment. However, the subsection 91(1) of the Income Tax Act (1967) stated that the tax auditor is allowed to make an assessment or additional assessment within 6 years. In tax fraud, wilful evasion and negligent cases, it can go beyond 6 years. In this respect, it is important to find out how many year of assessment that may be scrutinized by the tax auditors when conducting transfer pricing audits.
Transfer pricing audit and company size

Political cost theory formulated by Zimmermann (1983) suggests that large firms are more exposed to government examination than small firms. Later study by Conover and Nichols (2000) suggested that smaller and/or distressed companies are less likely to shift income through transfer pricing than larger companies. 

Li and Paisey (2005) also found that the tax authorities were more focusing on the large companies for transfer pricing audit in Australia and New Zealand. Unlike in China, in contrast, Li and Paisey (2005) found that the Chinese authorities relatively were focused more on small companies. According to Li and Paisey (2005), the Chinese tax authorities argued that they did this due to lack of technical expertise and experience to tackle large MNEs for transfer pricing audit. However, it is expected that in the coming years, the Chinese tax authorities would concentrate more on the large size MNEs (Li & Paisey, 2005). Li and Paisey (2005) found that there was significant relationship between company size and the selection of transfer pricing audit in Australia, New Zealand and China.

Drawing on the above literatures, it is expected that larger sized MNEs have a higher chances to be selected for transfer pricing audit than smaller sized MNEs.

Transfer pricing audit and nationality of parent company
In examining transfer pricing cases in China, Chan and Chow (1997a) found that more than 85% of their study subjects were owned by Hong Kong investors. They argued that these findings were not conclusive and complicated due to certain reasons like a lot of Taiwanese companies make their investments in China through Hong Kong because of political reasons. In addition, they also discovered that Hong Kong investors in China in fact represent Western interest or in other word act as a middleman between China and the West. Li and Paisey (2005) support the argument of Chan and Chow (1997a). 

However, in Australia and New Zealand, Li and Paisey (2005) found that Japanese companies had suffered highest proportion of transfer pricing audits by the tax authorities. Earlier, Buckley and Hughes (2001) argued that obtaining a tax advantage is not the primary reason for Japanese companies in adopting their transfer pricing policies although the Japanese tax rates are relatively higher than the other jurisdiction. Whereas, they asserted that three reasons that influenced Japanese companies to transferring profits to their home country were management control, business culture or consciousness and corporate structure. Li and Paisey (2005) found significant relationship between international transfer pricing audit and nationality of the companies in Australia and China where tax authorities likely to focus transfer pricing audit on firms whose home countries are from Japan and Hong Kong. Ernst and Young (2007) revealed that Dutch companies were the most susceptible to transfer pricing audit since 2003 followed by Canadian, France, Swiss, the UK and the US companies. 

On the other hand, Borkowski (2001) examined whether companies had been selected for transfer pricing audit by their own tax authorities. She found the probability of Canadian and US companies being selected for transfer pricing audit by their own tax authorities were higher than other countries. In addition, she also found that none of the Japanese companies had been audited by their own tax authorities (i.e. the Japanese National Tax Administration Agency (JNTAA)). These findings showed that the JNTAA only audited foreign owned companies rather than their own Japanese companies which is consistent with Chan and Chow (1997a) and Li and Paisey (2005) where they found in Australia, New Zealand and China, none of those tax authorities did transfer pricing audit on their home owned companies. Overall, literature review provides the insight to find out whether nationalities of the home countries influence the selection of transfer pricing in Malaysia. 
Research Method

Prior literature provides the insight that study on transfer pricing audit is best conducted by using archival analysis or documentary analysis instead of questionnaire survey for several reasons. Firstly,  several researchers asserted that it is very challenging to gather evidence of multinational transfer pricing especially in developing countries (Lall, 1979; Rahman & Scapens, 1986). Secondly, Li (2006) argued that transfer pricing is a complex and sensitive issue, as such, the target respondents might be reluctant to disclose confidential information relating to their business operations. Hence, content or documentary analysis on archival data was used to collect data to meet the research objectives. At the outset, a written permission was obtained from the Director General of Inland Revenue Board Malaysia to collect data from the head office at Duta Street, located in Kuala Lumpur, the capital city of Malaysia.
The data collection was carried out from 27 April to 17 July 2009. In total, the tax auditors from the head office has conducted transfer pricing audits on 16 and 24 MNEs in 2007 and 2008 respectively. Based on guidelines provided by Colorado State University (2009) and Palmquist, Carley and Dale (1997),  the transfer audit reports of all the 40 audited cases was analysed using a content analysis.  This study examined both financial and non-financial attributes of the MNEs. The financial attributes are net profit margin and firm size. The non financial attributes are ‘reasons cited by tax auditors to initiating the transfer pricing audit’, ‘the period under review’, ‘types of transactions under audit’ and ‘nationality of parent company’ . Next section presents the findings.
The Findings

The findings are presented in the following five sections: (1) indicators that triggered a transfer pricing audit in Malaysia; (2) range of net profit margin of MNEs that had been selected for transfer pricing audit; (3) period under review; (4) transfer pricing audit and company size and (5) transfer pricing audit and nationality of parent company.

1) Indicators that triggered transfer pricing audit in Malaysia

At the outset, a conceptual analysis was used to examine ‘indicators or reasons’ cited by tax auditors to initiating the transfer pricing audit as documented in the ‘initial audit report’. The existence of ‘indicator or reasons cited’ were coded into six categories based on Li and Paisey (2007). The results are presented in Table 2.  Notably, 28 out of 40 (40.6%) audited cases had low net profit margin and suffered losses in the period(s) under review. Another indicator that triggered tax auditors to launch a transfer pricing audit was ‘significant related party transactions particularly tangible goods’ and ‘intra group services’. There are incidences where some companies were selected because of a large amount and numerous payments of intra group services to their related party, although the company reported fair gross profit and net profit margin.
At the same time, tax auditors also examined if there is fluctuation of profitability of the MNEs or a sudden drop in net profit margin or low profitability as compared to the industry average. Notably, fluctuation of gross profit and net profit margin patterns is one of the main criteria for selection of transfer pricing cases in 2007 and 2008. Upon checking, it was uncovered that 8 companies were selected for transfer pricing audit because of reported profit in one particular year, while in other years, all the 8 companies suffered losses.
The next common indicator is because of holding or ultimate holding companies are located in tax havens or where the related party transactions involved tax havens. Notably, this is a common practice for MNEs to shift profit to tax havens. The Australian tax authorities considered company that engaged in related party transactions, when the transactions involved tax havens as a high risk company (Australian Taxation Office, 2007). This study found that tax auditors also audited companies that are granted certain tax incentives provided by the Malaysian government. For example, in 2008, one company was selected because the company was granted ‘Operational Headquarter’ status, despite the fact that the company reported a significant increase in net profit margin, in the last three years under review. Whilst, another company was selected for transfer pricing audit because there were huge changes in the profitability patterns, immediately after the tax holiday period had expired.
Insert Table 2 here

2) Range of net profit margin of MNEs that had been selected for transfer pricing audit
To further probe the issue on profitability, this study attempted to find out the range of net profit margin of the companies that had been selected for transfer pricing audit in Malaysia. In this study, net profit ratio is calculated using net profit ratio as percentage of total sales. Specifically, net profit ratio is measured by total net profit ratio divided by the total number years of assessment under review (Rahman & Scapens, 1986). Table 3 presents the findings. About 75% of the companies that had been selected for transfer pricing audit in 2007 had net profit margin below 2 percent. The result is consistent with assertion of Chan and Tan (2006) that companies which reported low net profit margin were most vulnerable to transfer pricing audit in Malaysia. Notably, the findings showed none of the companies that had been selected for transfer pricing audit in 2007 reported their net profit margin above ten percent.  However, this trend has changed in 2008. In 2008 only 50% of the companies had their net profit margin below two percent and about 21% of the companies with net profit margin above ten percent had been selected for transfer pricing audit in Malaysia (as presented in Table 2 above).  Most of the companies with low net profit margin had been selected for transfer pricing audit; nonetheless, reported net profit margins are not the sole criteria for selection for transfer pricing audit cases in Malaysia.



Insert Table 3 here


3) Period under review

In turn, this study attempt to find out the “period under review”. In other word, how many year(s) of assessment that may be scrutinized by the tax auditors in transfer pricing audit.  Table 4 presents the findings.


Insert Table 4 here

As shown in Table 4 above, in 2007, out of 16 cases audited, on 13 (81%) cases, the tax auditors scrutinized transfer pricing activities up to six years of assessment, the remainders 3 cases (18.8%), the tax auditors scrutinized up to five years of assessment. In year 2008, the similar trend was observed; about 70% of the audited companies were examined for six years of assessment, while the remainders were examined for five years of assessment. Overall, the findings indicate that in most transfer pricing audit cases, in order to raise an additional assessment, the tax auditors scrutinized a maximum period of six years of assessment, as stipulated in the Income Tax Act (1967). It is worth noting here that, in normal tax audit, generally, tax auditors only examine one to three years of assessment, as stipulated in the ‘Tax Audit Framework’ (IRBM, 2009).
4) Transfer pricing audit and company size
In practice, the IRBM uses total sales, revenues or turnover to determine the size of company. Accordingly, in this study, the size is measured using the average sales (i.e. total sales divided by the total number years of assessment under review), based on the classification used by the IRBM as shown in Table 5(as cited in Juahir, Norsiah, & Norman, 2010, p.135) .


Insert Table 5 about here

In turn, Table 6 presents the findings on total sales of the MNEs that had been selected for transfer pricing audit by tax auditors in 2007 and 2008. 


Insert Table 6 about here

The findings as presented in Table 6 showed that the tax auditors had been focusing on the larger MNEs rather than small ones. Out of the 40 audited cases, in 2007, 75% of the MNEs selected for transfer pricing audit were companies with total revenue more than RM100 million. Whilst, in 2008, 66.7% of MNEs selected for transfer pricing audit were those with total revenue more than RM100 million.

It appears that the large companies are more exposed to be selected for transfer pricing audit in Malaysia than the small companies because usually larger companies are engaging in substantive related party transaction as compared to smaller companies. Due to shortage of skilled and well trained tax auditors, it is reasonable to expect that the IRBM will continue to focus on large sized MNEs in the coming years, as they have less than 15 transfer pricing auditors at the time of study.

1) Transfer pricing audit and nationality of parent company
In this study, nationality of parent companies refers to major shareholder of the firms that had been selected for transfer pricing audit. Note that these characteristics had been examined by Chan and Chow (1997a) as well as Li and Paisey (2005) in China, New Zealand and Australia. Table 7 presents the findings. 

Insert Table 7 about here

The results show out of the 40 audited in 2007 and 2008, 9 (22.5%) cases were Japanese companies followed by US (20%) and Singapore (17.5%). These findings are consistent with Li and Paisey (2005) when they examined MNEs operating in Australia and New Zealand; they also found that Japanese companies are prone to be selected for transfer pricing audit. Earlier, Buckley and Hughes (2001) argued that to obtaining a tax advantage is not the primary reason for Japanese companies in adopting their transfer pricing policies; although the Japanese tax rates are relatively higher than the other jurisdictions. There could be other reasons that motivated Japanese MNEs to shift profit back to Japan. It is worth noting here that Buckley and Hughes (2001) asserted that management control, business culture or consciousness and corporate structure are the reasons for Japanese companies to transfer profits to their home country.

This study found tax auditors had audited five Malaysian owned companies in 2007 and 2008. These results are not consistent with Chan and Chow (1997a), Borkowski 
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(1997b; 2001)
 and Li and Paisey (2005). Notably, Chan and Chow (1997a) found that the Chinese tax authority did not audit any of the Chinese owned companies. Likewise Borkowski (1997b; 2001) found Japanese tax authority also did the same. Li and Paisey (2005) also found similar phenomena in Australia, New Zealand and China.

Conclusion

Empirical study on transfer pricing audit in developing countries like Malaysia is scant, hence, this study has the merit that it could be the first study done after the issuance of ‘Malaysian Transfer Pricing Guidelines’ in July 2003. This study provides empirical evidence and lays the foundation for future research in transfer pricing audit. This study has implications to the tax authorities and MNEs.  In view that the government is striving to attract more foreign direct investment into the country, it is important for the tax authorities to subscribe to the principles of transparency and visibility in transfer pricing audits and tax enforcement activities to boost foreign investors’ confidence.  It is  suggested that the Malaysian tax authorities to seriously consider to revamp the ‘Malaysian Transfer Pricing Guidelines’ and to issue a specific transfer pricing audit framework to guide tax auditors and MNEs. The findings provide insight to MNEs on indicators and firms’ characteristics that might trigger a transfer pricing audit. For example, the MNEs could gauge the range of net profit margin that would attract tax auditors’ attention to launch a transfer pricing audit. The empirical evidence provides useful information for the MNEs in managing international transfer pricing, trade and policy coordination.

This study has some merits, nonetheless, it has limitations. This study only scrutinized and examined transfer pricing cases conducted by the Malaysian tax auditors from the head office in 2007 and 2008. Hence, the findings of this study may not be generalized to other years as transfer pricing audit started since 2004. In addition, the types of transactions that would be scrutinized by the tax authorities may be different in the later years after the introduction of Section 140A (4) on excessive charges of financing transaction with effective from 1 January 2009. Future study may be conducted to examine transfer pricing cases after 1 January 2009 to gain a clearer picture. Comparative study can also be conducted to examine transfer audit practices in other Asia-pacific region. 
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Table 1


Company features most likely to encourage transfer pricing abuses as cited by tax authorities

	
	Company features
	

	1
	Production and operational decisions controlled by associated enterprises
	Most 

importance

	2
	Lower profits or losses for an extended period, but continuously expanding scale of operations
	

	3
	Sudden, significant drop in profits after a preferential tax treatment period
	

	4
	Transactions with associated enterprises established in tax havens
	

	5
	Lower profitability than enterprises in the same industry
	

	6
	Large transaction amounts with associated enterprises
	

	7
	Unreasonable expenses paid to associated enterprises
	

	8
	Long period of losses – for more than consecutive years
	

	9
	Fluctuating profit patterns, with frequent interchanging of profits and losses
	

	10
	Lower profit margins than other group companies
	


Source: Taken from Li and Paisey (2007, p.152) 

Table 2 

Indicators that triggered a transfer pricing audit in Malaysia in 2007 and 2008

	Indicator/reason
	No. of citations*

	1. Low profitability
	28 (40.6%)

	2. Recorded losses 
	14 (20.3%)

	3. Fluctuating profit patterns 
	8 (11.6%)

	4. A large amount of related party transactions
	13 (18.8%)

	5. Holding or ultimate holding company located in tax haven
	4 (5.8%)

	6. Enjoying tax holiday status or post tax holiday status
	2 (2.9%)

	           Total
	69 (100.0%)


* Based on the 40 of transfer pricing audit cases finalised by tax auditors in 2007 and 2008. In a number of cases, more than one indicator or reason was cited; hence the total is not 40.

Table 3


Number of MNE selected for transfer pricing audit and range of net profit margin

	Net profit margin (%)
	2007
	2008
	Total

	
	No. of MNE (%)
	No. of MNE (%)
	     No. of MNE (%)

	Less than 0.00%
	4 (25.0%)
	10 (41.7%)
	14 (35.0%)

	0.01 – 2.00%
	8 (50.0%)
	2 (8.3%)
	10 (25.0%)

	2.01 – 4.00%
	1 (6.2%)
	4 (16.7%)
	5 (12.5%)

	4.01 – 6.00%
	1 (6.2%)
	1 (4.2%)
	2 (5.5%)

	6.01 – 8.00%
	1 (6.2%)
	2 (8.3%)
	3 (7.5%)

	8.01 – 10.00%
	1 (6.2%)
	0 (0.00%)
	1(2.5%)

	Above 10.00%
	0 (0.0%)
	5 (20.8%)
	5 (12.5%)

	Total
	16 (100.0%)
	24 (100.0)
	40 (100.0)


Table 4 


Period under review and number of MNE selected for transfer pricing audit in 2007 and 2008

	Period under review or Year (s) of assessment
	2007
	2008
	Total

	
	No. of MNE (%)
	No. of MNE (%)
	No. of MNE (%)

	5
	3 (18.8%)
	7 (29.2%)
	10 (25.0%)

	6
	13 (81.2%)
	17 (70.8%)
	30 (75.0%)

	Total
	16 (100.0%)
	24 (100.0)
	40 (100.0)


Table 5



Classification of size of the Company used by the Inland Revenue Board Malaysia

	Sales from (RM)
	To (RM)
	Size

	0
	500,000
	1

	500.001
	1,000,000
	2

	1,000.001
	10,000,000
	3

	10,000,001
	100,000,000
	4

	100,000,001
	And above
	5


*Ringgit Malaysia (RM)

Source: Taken from Juahir, Norsiah and Norman (2010, p.135) 

Table 6


Number of MNE selected for transfer pricing audit in 2007 and 2008 and total revenue

	Total revenue (RM) *
	2007
	2008
	Total

	
	No. of MNE (%)
	No. of MNE (%)
	No. of MNE (%)

	RM10,000,001 to RM100 million
	4 (25.0%)
	8 (33.3%)
	12 (30.0%)

	More than RM100,000,000
	12 (75.0%)
	16 (66.7%)
	28 (70.0%)

	Total
	16 (100.0%)
	24 (100.0%)
	40 100.0 (%)


* Ringgit Malaysia (RM)

Table 7


Transfer pricing cases in 2007-2008 and nationality of the parent company 

	Nationality of the parent company
	2007

(Quantity)
	2008

(Quantity)
	Total

Quantity (percentage)

	Japan
	3
	6
	9 (22.5%)

	USA
	3
	5
	8 (20.0%)

	Singapore
	3
	4
	7 (17.5%)

	Malaysia
	2
	3
	5 (12.5%)

	British Virgin Island*
	2
	0
	2 (5.0%)

	Denmark
	1
	1
	2 (5.0%)

	Cayman Island*
	0
	1
	1 (2.5%)

	England
	0
	1
	1 (2.5%)

	Luxembourg
	0
	1
	1 (2.5%)

	Netherland
	1
	0
	1 (2.5%)

	Sweden
	0
	1
	1 (2.5%)

	Switzerland
	1
	0
	1 (2.5%)

	Taiwan
	0
	1
	1 (2.5%)

	Total
	16
	24
	40 (100.0%)


* Tax haven – as listed in OECD as at 2nd April 2009 (OECD, 2009). Note that the OECD lists four tax haven criteria that are no or only nominal taxes, lack of transparency, lack of effective exchange information and whether there is an absence of a requirement that the activity be substantial  (OECD, 2009b).
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