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Functions, Assets & Risk (FAR) Analysis



What is Functions, Assets & Risk (FAR) Analysis




Components of FAR

Functions performed Assets employed Risk Assumed




Why do a FAR analysis — Regulations Perspective (1/2)

Section 92C - Computation of arm’s Rule 10C(2) - Most appropriate Rule 10B(2) - Determination of arm's
length price method length price under section 92C




Why do a FAR analysis — Regulations Perspective (2/2)

Para 1.36 (Chapterl) of OECD TP Guidelines ,2017 lists functional analysis as one of the five factors for
comparability analysis:

“The functions performed by each of the parties to the transaction, taking into account assets used and risks
assumed, including how those functions relate to the wider generation of value by the MINE group to which the
parties belong, the circumstances surrounding the transaction, and industry practices”

Rule 10D (1) - Documents to be maintained under section 92D

“(e) a description of the functions performed, risks assumed and assets employed or to be employed by the
assesse and by the associated enterprises involved in the international transaction”




Process of undertaking FAR analysis

FAR planning process

FAR interviews

FAR Documentation




FAR — What to look at

Transacting
entities

Markets/
competition

Business
Process

Organization
staff

Agreement

Financial terms

results



FAR — Where to look for in Functional Analysis - Sources

Interviewing key
personnel

Company website

Understanding
the business
(information

sources) Company
financials



FAR implications

Understanding of
the business and
identifying value

drivers

Documentation Characterization of

entity

FAR
analysis

Basis to search for
external
comparables

Most Appropriate
Method

Internal
Comparables



Fact Finding process

Gathering basic information

Gathering specific information

Gathering relevant documents




Key Factors in FAR Analysis

Functions performed may be few but significant




Entity Characterization under FAR

Manufacturer Distributor Service provider Captive

Toll/ consighment manufacturer Sales Agent service provider Contract

Contract manufacturer LRD service provider
Full fledged manufacturer Full fledged distributor Entrepreneurial service provider




Manufacturers — Typical Models

Traditional / “Fully fledged”
Manufacturing

The manufacturer owns intangibles and

manufactures product for its own risk and
reward

buy Risks:
materials Manufacturer Inventory
_— Warranty
¢ Intangibles
e Capital
Sell finished

goods

v

Distributor

Contract Manufacturing

A contract manufacturer produces goods to order
for and for the risk of the principal company. A
contract manufacturer buys materials and sell

finished goods to principal. However, it has less
risk and earns a lower profit than a traditional
manufacturer

Risks:

buy . .
materials . WOr!<Ing Capital
e Capital
_— >
Sell finished

goods Risks:

Inventory
Warranty
Intangibles
Working Capital

Principal
Company

Distributor

Toll / Consignment Manufacturing

A toll / consignment manufacturer processes
goods belonging to the principal company and

never takes ownership. It assumes less risk and
earns a lower return than a traditional
manufacturer

Risks:

Manufacturer « Capital

?

Service fess

Processing
Services

Risks:

buy
Ay Inventor:
materials Principal Warranty
> Company . Y
Intangibles
Working Capital

|

Distributor

el |



Manufacturers — Expected Profitability

Increasing profit potential

Returns
P
/
7
» Full Fledged Manufacturer
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Increasing functions, risks and intangibles




Distributors — Typical Models

Fully fledged Distributors Limited Risk Distributors Commissionaire Representative

A civil law concept whereby the The local sales company acts as a representative that
commissionaire sells product in its own is not directly involved in making sales. It merely
name but for the account of the provides product information and performs customer
principal. The risks and benefits of the service. The principal receives sales orders directly
sale (and the profit) rest with the from customers - either in a call centre or

principal. The commissionaire receives a electronically. The local representative earns a lower

A master distributor bears market risk
and inventory risk. The local limited risk
distributors buy product from the master
distributor and resell the product to the
customer. The limited risk distributors
earn a lower profit than a full distributor,

A full distributor bears market
risk, holds inventory for its own
risk and sells to the customer as
principal. The distributors profit
margin reflects its risks and
functions

commission which provides it with a profit than a full distributor, consistent with its
lower profit than a full distributor, reduced functions and risks

consistent with its reduced functions

and risks

consistent with their reduced functions
and risk

Principal Risks: Principal Risks: Principal Risks:
Company ¢ Price risk Company *  Pricerisk Company e Price risk
* Volume risk +  Volume risk +  Volume risk
* Inventory risk * Inventory risk * Inventory risk
Sell finished Sell finished e Credit risk e Credit risk e Credit risk
goods goods * Marketing Commission *  Marketing Service Fee *  Marketing
intangibles intangibles intangibles
Risks:
Distributor Volume risk Distributor Commissionaire Representative
Inventory risk Order
E/Ir:;jlitr::l; Sell Sell Product info &

R . customer service
intangibles




Service Providers - Models

Full Service Provider

* Develops and markets its own services to its own clients
* Usually has the strategic marketing and operational responsibilities of its operations
* The main functions performed by full service providers may include all or any of the following:
- providing services
- market research
- strategic marketing
- service advertising
¢ Risks borne include market risk, credit risk etc.

* May also develop marketing intangibles such as customer relationships, trademark recognition and specialized customer
service expertise

e Entitled to residual profit




Service Providers - Models

Contract Service Provider

* Performs services not for itself but on behalf of other entities under following contractual terms and conditions:

- The contractor, i.e., entity performing the service, will bear no market risk (i.e. the risk associated with fluctuationsin
demand), as the developer or entity acquiring the services will agree to purchase the output produced under the contract
service agreement

- The developer will provide the contractor with detailed specification based on its know-how and intellectual property
developed as a result of research and development

- The contract service provider will bear all the risk associated with the ownership, maintenance and operation of the
equipmentit uses

* Normally compensated in following models:
- a cost-plus mark-up model; or
- astandard rate card model.

* Enjoys relatively lower though stable margins; principal is entitled to residual profits




Service Providers - Profitability

Increasing profit potential

7/

/V

Local
reward

7
# Full Service Providers

7 Contract Service Providers

/7
7/

v

Increasing functions, risks and intangibles




Typical FAR of Manufacturers

FAR Types of Manufacturer

Functions and Assets Full Fledge Licensed Contract

Less than Normal




Benchmarking filters

Types of Manufacturer

Indicative ratios Full Fledge Licensed Contract




Typical FAR of Distributors

FAR Types of Distributor

Functions and Assets Market Normal Limited risk

Normal Less than Normal Limited




Benchmarking filters

Types of Distributor

Indicative ratios Normal Limited risk




Typical FAR of Service Providers

FAR Types of service providers

Entrepreneur/Normal risk Limited risk/captive service

Functions and Assets . . .
service provider providers

Normal Limited




Benchmarking filters

Types of service providers

Entrepreneur/Normal risk Limited risk/captive service
service provider providers

Indicative ratios




Final remarks on FAR

Support services — employee qualification can answer







Basics of VCA

Value Chain

Types of Value Chain




What is VCA?

A VCA is a tool to understand how value is created in the enterprise

A VCA identifies key value drivers as part of company’s value chain

A VCA considers where and how value is created in the business operations including
Economically significant functions, assets and risks;
Which company performs the functions, contributes the assets and assumes the risks
How functions, assets and risks are interrelated;

How the economic circumstances may create opportunities to capture profits in excess of what the
market would allow; and

Whether the value creation is sustainable
Used to identify sources of competitive advantage
Specifically:
- Opportunities to secure cost advantages
- Opportunities to create product/service differentiation

Includes the value-creating activities of all industry participants




Why VCA is required in today’s scenario?

* The following are now questionable in the light of VCA analysis under BEPS:
One-sided benchmarks
IP-structures which do not absorb any costs

Commissionaire structures drawing disproportionate limited and fixed return

Geographically fragmented IP structures




Why VCA is helpful?

1

The revised interpretation
of the arm’s length
principle requires a more
granular analysis of the
functions, assets and risks
controlled by a business

2

A VCA can provide a
foundation to identify
the functions, assets
and risks, helping to

3

Once the activities that
create value are identified,
the relative contribution of
each entity/country to
understand the these values creating
activities that create activities can be further
value analysed




The new transfer pricing...

People functions




Value Chain Model (Fish Bone Diagram)
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Primary activities
Those that are involved in the creation, sale and transfer of products (including
after-sales service)

Types of primary activities Examples




Support activities
Those that merely support the primary activities

Types of support activities Examples







Uber structure

Online Payment

Customer

) Payment for sales and marketing
Retains 20% of payment support services on cost plus basis

Uber BV retains Y% as net income Uber BV (HQ in
NL)

Local subsidiaries

Key value driver

Remainder transmitted to Uber Bermuda (POEM)
International C.V. — No people N EIEE S

function (Incorp)

Uber Technologies
for IP Inc. (Parent
Company)

Pays Z% of net revenue as royalty Key value driver

37



Identification of primary activities and support activities
Uber

Secondary activities

Primary activities

Network promotion
(advertisement) and contract
management (contract with
Uber drivers, ratings, credit
card checks)




Value Chain Analysis — For transfer pricing purposes
Five Steps process

Analyzing the
industry

Feedback

L/

Drawing the
value chain

Analyzing the
company

Mapping the
value chain
and its core
drivers




Step 1 — Analyzing the industry

e The first step of industry analysis is the description of the product or service and its regional or geographic
scope

e Analysis of five forces identified by Michael Porter:
- Suppliers: bargaining power of suppliers;
- Potential entrants: threat of new entrants;
- Buyers: bargaining power of buyers;
- Substitutes: threat of substitute products or services
- Rivalry among existing competitors (firms)

e Analysis of five forces will help to understand the company’s position and importance of a specific value chain
within that specific industry

e This step will help in determining company’s position in relation to its competitors, to the industry and
relative to the five forces




Step 2 — Analyzing the Company

* Analyzing the company is a matter of placing the MNE within that industry in terms of market share,
competition, history, diversification

e Conduct SWQOT analysis — SWOT analysis will help in analyzing the company from an internal perspective
e Checking the size of the company, open possibilities of expansion and M&A strategies
e Cost-saving strategies, key performance indicators, restrictive policies and corporate governance

* Check whether company has competitive advantage. If yes, then company would be operating at lower cost
and can demand premium price or both

e Analyze return on invested capital (ROIC). ROIC is the financial measure used to analyze whether a company
operates as an average player within an industry or whether it really possesses an advantage

* ROICrepresents in numbers how well a company is using its resources to generate returns
e Compare the ROIC with competitors or other MNEs in the same industry

* ROIC = (Net Income-dividends)/total capital




Step 3 — Mapping the value chain and its core drivers

e The purpose of this step is to map the company supply chain (i.e. identification of primary and support
activities) and its core drivers

e Analyzing the sequence of activities of the group that are performed to design, manufacture, market, sell,
deliver and support its products or services

*  What factors affect cost of product or service
*  What are main value drivers

e Traditional supply chain

Tol
manufacturing/
Resenrch and i AR i i i
Raw matenial Cluality testing Manufacturing A Manufacturing A contract Distribution End customer
Development
manufacturing
Jvalue added

*  Mapping of supply chain for secondary activities:

]I Intra-group services

Human resources

Infrastructure

Technology support not related to products




Step 4 — Drawing the value chain

* In this step, draw the value chain to determine which legal entity performs which functions within the supply

chain
Perfarms R&ED for the Sulp::I[;rs ar:: only
whole group ) related parties. )
* :;mtesot:‘“: lr:li; Salesto distributors in Finizhes the Mfrk&tmg&
& E Sales raw material to o = Salesto distributors WW EODFIS E!nd svalls_ = ‘I’
>100 years e B . raw material from third  t0 distributorsin ; High
development e ; 5 parties local geegraphic | it
'";‘;:‘t‘:';ﬁ': ’ | hird * e . Nothird- ' i Asia
Channels & points rzarkatshara ! party = E i i pary i T
of connection raw | i i i distributors i
5 | material *‘ v ; * 5 £
escarchand . Toll f
earchan Panufacturing Manufacturing man./Contract . END A
Supply chain Dessalogimiinit Raws material Cusality testing i B panbaliy it Distribution CUSTOMER
acddad
. ; m . ) L . I\ Y J T I ' )
Hi t faciliti . : Extremely Complex
Extremely high heasttadites Hasturned intoa | Highlevel of High level of high level of distribution
Factors prate and employees. 2 know-how. know-how
Facti cost facilities Reaul routing o ’ { knowi-hiowr, channals,
affecting gulatary il Limited use of Nouse of ;
. and technclogy, R activity through Very few to different
costsand price : o restrictions. ; patents. patents.
highly gualified Key regions UK time. y rolicmith no Incoterms
engineers. China LS. " | Lowcost, long- ?E’-'T"'Elof r:u ow:li Gin patents. through the
Key for Roleuait term _Tinal price T.ErmsPaiF r%n High level of supply chain,
customized B machines cpcle & | INteitsown i P, manual jok custams know-
products (80% of activities. runs almeost lmarkﬂ- L ""f“tls} with little howand
the company Fewsuppliersin | 2utematically H'Eh"":‘_l"""* plgmnizatun automatizati import-
pmductlon]. PP |qur|;g5‘ Wolume relativa, export
5 the market for Long tarm High quality in s Pe
Production of i g Handiwork compliance
valuable specificraw assets cycle produdts. ;
patents PP af highly know-how
S —— & song e qualified needed
5 assets oycle &
engineers

0 W




Step 4- Example
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Step 5 — Feedback

e Receive feedback (during all steps of VCA) from select group of people with MNE
* Feedback will serve as sanity check before finishing the exercise

* Feedback from key people of the company. To identify key people will depend upon the type of company. For
example —in case of manufacturing entity, the key areas are R&D, logistics, marketing and sales, quality
management.






How to conduct VCA - Summary

A VCA involves following steps:






Uses of VCA







China local file requirements




