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On May 11, 2021, the Puerto Rico Treasury Department issued Administrative Determination No.
21-06 and determined that, for taxable years that begin after December 31, 2018, taxpayers will
be able to deduct 100% of the expenses incurred or paid to stockholders, related persons or
entities not engaged in trade or business in Puerto Rico, as long as the expenses are based on a
Transfer Pricing Study that has been issued and is available at the time of filing the tax return.
This article will provide you with an explanation of what exactly is transfer pricing, and how a

Transfer Pricing Study may benefit your business.

What is Transfer Pricing?

In simple terms, transfer pricing refers to the price ascribed to transactions between related entities,
such as a parent company and its subsidiary, operating in two or more different jurisdictions. It is
an accounting mechanism used to determine “arm’s-length” pricing in related-party transactions,
often in the context of cross-border transactions. Transfer pricing regulations govern the pricing of
goods, services, royalties, loans, and other transactions between related entities. These regulations

impact the taxes payable and cash flow within global operations.

The fundamental basis of transfer pricing is the “arm’s-length” standard. The “arm’s-length"
standard is the generally agreed standard for evaluating transactions between related parties. A
related-party transaction meets the “arm’s-length" standard if the results of the transaction are
consistent with the results that would have been realized if unrelated parties had engaged in the

same transaction under the same or similar circumstances.

There are four types of related-party transactions for which transfer pricing must be considered:

» Transfers of Tangible Property (e.g., Goods)



» Transfers of Intangible Property (e.g., Intellectual Property)
> Provision of Services

» Financing (e.g., Loans and Advances)

What is a Transfer Pricing Study?

A transfer pricing study is an analysis of the business from a global perspective, focusing on
transactions among related entities and comparing the results of those transactions with the results
of similar transactions among unrelated parties to determine if the charges are “arm’s-length”. The
main purpose of a transfer pricing study is to analyze specific transactions that involve transfers of
tangible property, transfers of intangible property, the provision of services, or intercompany
financing, and compare such transactions with the industry’s standard to determine whether the

transactions held between related parties are performed as if they were third parties.

In addition, a transfer pricing study also analyzes the taxpayer’s industry, its principal competitors,
the company’s performance throughout the years, the assets used in the business, and the risks
associated with its business operations. It is considered a comprehensive study that dives into the
core business functions of a company and compares it to similar operations within the industry. It
also offers valuable insight into the company’s performance and, ultimately, dictates whether the

transactions between related parties are within an acceptable range.

Why is Transfer Pricing Important?

The Internal Revenue Service and the Puerto Rico Treasury Department have the authority to adjust
the income, deductions, credits, or allowances of taxpayers with related-party transactions to
prevent evasion of taxes or to clearly reflect their income. Companies that fail to provide requested
transfer pricing documentation (“Transfer Pricing Study”) within 30 days may face penalties. The
Transfer Pricing Study must comply with U.S. Internal Revenue Code provisions and related

regulations, which are also followed by Puerto Rican tax authorities.

In addition, the Puerto Rico Internal Revenue Code, as amended, (“PRIRC”) establishes that for

income tax purposes, only 49% of the following expenses can be deducted:

» Expenses incurred or paid to a related person not engaged in trade or business in Puerto
Rico, if such payments are attributable to the conduct of a trade or business in Puerto Rico
and are not subject to withholding at source under the PRIRC during the taxable year in

which it occurs; or

» Expenses incurred or paid to a home office located outside of Puerto Rico, by a foreign

corporation engaged in trade or business in Puerto Rico through a branch operation.



Taxpayers subject to the limitation above, have the option to claim 100% of intercompany expenses
if a Transfer Pricing Study is performed following the United States’ transfer pricing rules
established in Section 482 of the U.S. Internal Revenue Code and its regulations. This Transfer

Pricing Study must be available at the time of filing the income tax return.

How can a Transfer Pricing Study Benefit my Business?

Every year more taxpayers establish and expand their operations in Puerto Rico to enjoy the
benefits of Act 60 of July 1, 2019, as amended, known as the “Puerto Rico Incentives Code” or “Act
60”. While the 4% flat income tax rate and 100% tax exemption on dividends provided by Act 60
might seem appealing, relocating a business to a new jurisdiction comes with additional
considerations beyond these initial factors. One of the most common difficulties arises because
many companies considering the benefits of Act 60 are already set up and fully functional in their
home jurisdiction, and the relocation does not occur all at once, leaving some functions in the

original entity. This eventually translates into intercompany charges between both entities.

This is where the planning phase becomes crucial. If these expenses or allocations are totally or
partially disallowed by any of the jurisdictions involved, this can destroy your strategy and your
expected tax savings, leaving you to question the cost-effectiveness of the relocation in the first

place. One way to help mitigate such risks is through a Transfer Pricing Study.

A Transfer Pricing Study is a multi-functional tool. It can provide guidance as to how the market is
doing, it can help establish markup rates for services or goods provided and serve as evidence of
“arm’s-length” pricing in the event of an audit or investigation procedure by a governing
jurisdiction. In addition to being able to deduct 100% of intercompany expenses and avoiding
underpayment penalties, companies with a solid transfer pricing structure can maximize tax savings

while complying with the documentation requirements of local and federal tax authorities.

Key Takeaways

v' Transfer pricing is a mechanism for determining “arm’s-length” pricing in related-party

transactions, often in the context of cross-border related-party transactions.

v' Related-party transactions include transfers of tangible and/or intangible property, the

provision of services, and intercompany financing.

v Arelated-party transaction meets the “arms-length” standard if the results of the transaction
are consistent with the results that would have been realized if unrelated parties had

engaged in the same transaction under the same or similar circumstances.

v" A transfer pricing study is a comprehensive analysis that dives into the core business

functions of a company and compares it to similar operations within the industry.



v Taxpayers may deduct 100% of intercompany expenses on their Puerto Rico income tax

return if a Transfer Pricing Study is performed and available at the time of filing the return.

V" The Internal Revenue Service and Puerto Rico Treasury Department have the authority to
adjust the income, deductions, credits, or allowances of taxpayers with related-party

transactions.

v' Companies that fail to present, when requested, proper transfer pricing documentation may

be subject to underpayment penalties.

v" A solid transfer pricing structure maximizes tax savings and reduces tax burdens.

Our team of transfer pricing experts is available to assist you with the preparation of a Transfer
Pricing Study in full compliance with the rules and regulations of the participating jurisdictions.
We can help you navigate the complex tax landscape to ensure that you are taking advantage

of all the available benefits. Contact us today to learn more about how we can help you.
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DISCLAIMER: This update and its content do not constitute advice. Clients should not act solely on the basis of
the material contained in this publication. It is intended for information purposes only and should not be
regarded as specific advice. In addition, advice from a proper consultant should be obtained prior to taking
action on any issue dealt with this update. Information provided in this publication may change in the future
and such change may be applied retroactively. Kevane Grant Thornton LLP does not assume the

responsibility to update this communication if the applicable laws change.
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