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1. Introduction

South Koreda is a member of the Organization for Economic Cooperation and Development (OECD). Following
the publication of the BEPS actions by the OECD in 2015, the NTS updated the AITA to reflect BEPS Action 13
recommendations to implement the "Consolidated Reports on International Transaction Information (CRIT),"
which includes the CbCR, master file, and local file.

2. Laws & Regulations

a) References to OECD/EU/Local Rules

Enacted in 1996 immediately after the publication of the OECD Guidelines in 1995, the Law for the Coordination
of the International Tax Affairs (LCITA), the transfer pricing regulation in Korea, was the first, stand-alone
international tax and transfer pricing law in East Asia to embrace the OECD principles. Through a series of
amendments since published, the law itself, along with its decrees and enforcement rules, provides extensive
guidelines on general transfer pricing practices encompassing comparability analysis, selection and
application of transfer pricing methods, cost sharing, set-off transactions, and dispute resolution measures
(uni-, bi-, and multilateral APAs).

The LCITA underwent major revisions and improvements in 2006; one milestone of the 2006 revision is the
inclusion of the substance-over-form principle whereby the tax authority has been authorized to deny the
legal form of a transaction(s) if the transaction(s) is deemed to have been structured for the purpose of
inappropriately soliciting treaty benefits or the benefits provided for by the LCITA. Article 4 of the LCITA
prescribes the application of the arm’s length principle between related parties.

According to the regulations and provisions of Presidential Enforcement Decree (PED) of the LCITA, related
parties are deemed to document the transfer pricing method used to determine the arm'’s length price (or
range), the computed arm'’s length price (or range) itself, and all cases supporting them for related party
transactions.

In April 2015, South Korea's National Tax Service outlined its policy on advance pricing agreements (APA) in
the form of frequently asked questions describing the documents that should be submitted, when an APA will
be cancelled or withdrawn and the relationship between APAs and audits.

In 2015 and 2016, South Korea's Parliament approved the legislation to implement the OECD Base Erosion and
Profit Shifting (BEPS) recommendations into the LCITA. The recently amended rules require all Korean
domestic corporations that engage cross-border related party transactions meeting a certain threshold to file
a 3-tiered transfer pricing documentation, namely the Combined Report of International Transactions
Information (CRITI), which is comprised of the (1) Master File, (2) Local File, and (3) Country-by-Country Report
(CbCR) reflecting the guidance provided by the BEPS Action 13 final report. The details of the transfer pricing
related documentation rule are as follows.

(1) Local File and (2) Master File Related Obligation: A domestic corporation that satisfies all of the following
requirements should submit the Local File and Master File within 12 months from the end of the fiscal year; (i)
the total amount of transactions with foreign related parties that exceeds KRW 5 billion during a taxable year
and (ii) the sales of a taxable year that exceed KRW 100 billion.

(3) CbCR Related Obligation: In case where the amount of sales revenue on the consolidated financial
statements of the ultimate parent company in the immediately preceding tax year exceeds the threshold
amount for submission of CbCR under the laws of the country where the ultimate parent company is located,
a domestic corporation, which is a subsidiary of the ultimate parent company should (i) submit Notification of
CbCR within 6 months from the end of the fiscal year or (ii) (for failure to submit Notification of CbCR) submit
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CbCR within 12 months from the end of the fiscal year. A Korean ultimate parent company with the sales
revenue on the consolidated financial statement in the immediately preceding tax year exceeding KRW 1
trillion should submit the CbCR within 12 months from the end of the fiscal year.

b) Definition of Related Party

The following circumstances are considered related party:

e qaforeign company directly or indirectly owns 50% of more of the voting shares of a Korean company;
or

e a Korean company directly or indirectly owns 50% or more of the voting shares of a foreign company;
or

e a corporation (or an individual), which directly or indirectly owns 50% or more of the voting shares of
a foreign company, directly or indirectly holds 50% or more of the voting shares of a Korean company;
or

e One transaction party (e.g. Company A) substantially controls the business policy of the other
transaction party (e.g. Company B) or vice versa and at the same time they share the same interest;
or

e The same third party substantially controls the business policy of both Company A and Company B
and at the same time both transaction parties share the same interest.

Indirect Ownership is computed as follow:

e |f Company A owns a 50% stake or more in Company B, and B owns a certain percentage of shares
in a third Company C, B's equity ratio in C would constitute the ratio of equity which A indirectly owns
(0%

e |f Company A owns less than a 50% stake of Company B, and B owns a certain percentage of shares
in a third company C, then A is considered to own C to the extent of the ratio computed by multiplying
A's equity ratio in B by B's equity ratio in C.

c) Nature of Transfer Pricing Documentation

Despite being based on the OECD Guidelines, the AITA takes precedence over them.

Although South Korea is a member state of the OECD, there is still some controversy surrounding the
application of the OECD Guidelines. It appears that the OECD Guidelines are recognized by the NTS, although
they are not legally binding. As a result, if a taxpayer's argument is only based on the OECD Guidelines rather
than the AITA, the NTS or regional tax offices may reject it.

d) Tax Havens & Blacklists

In 2017, South Korea was included on the European Union's blacklist.

e) Advance Pricing Agreement (APA)

Unilateral, bilateral, and multilateral APAs are available as from 1 January 2001 and can be sought for a 3-5
year period. Rollbacks may be granted for both unilateral (3 years) and multilateral (5 years) APAs. Status
reports should be submitted annually by the applicant once the APA has been granted. Based on the National
Tax Service's APA Annual Report, unilateral APAs are concluded approximately within 2 years and bilateral
APAs 3% years.

A simplified APA program is available for small and medium-sized foreign companies with annual sales of
KRW 50 billion.
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No filing fee is charged on APA application.

f) Audit Practice

There is always a high risk of transfer pricing scrutiny for any corporate taxpayer engaged in cross-border
related party transactions. The following cases are highly likely to be targeted for transfer pricing audit:

e Management service fees and royalty payments;

e Companies that incur consistent losses while revenues and/or assets increase;

e Companies that operate in industries where tax evasion is wide-spread, such as pharmacy,
technology and private equity;

e Transactions conducted with dffiliates in tax havens; and

e Reductions in the amount of tax paid resulted from changes in transfer pricing policy.

Regular tax audits are conducted every 4 years for corporate taxpayers, and transfer pricing has frequently
been the primary target for the past several years for both Korean and foreign multinational companies
operating in Korea. Along with tax return disclosures, detailed information may be requested and reviewed by
the tax authority in the context of either a desk or field audit.

3. Transfer Pricing Documentation

a) Level of Documentation

CRITI (BEPS related documentation)
The contents of the CRITI, which are in line with the guidance provided in the BEPS Action 13 final report and
also are specifically provided by the National Tax Service with the template, are summarized as follows:

—  Master File:

1.

Group's Organizational Structure: Group overview, Group legal ownership structure, and
Group control structure;

Group's Business Operation: Important business profit drivers, Description of top 5 goods or
services and goods or services in the supply chain above 5% of total sales, and List of
important service agreements between related parties within the group, etc.;

Group's Intangible Assets: Group's overall strategy for the development, ownership, and use
of intangible assets, List of intangible assets of the group, and List of important intercompany
agreements for intangible assets including cost sharing agreement, main R&D service
agreement, and license agreement, etc,;

Group's Intercompany Financial Activities: Description of the group's overall financing
method, Description of the entity performing main financing function for the group, and
Description of the group's transfer pricing policy related to the financing agreements of the
group;

Group's Financial and Tax Positions: Group's annual consolidated financial statements for
the fiscal year and List and description of the group’s unilateral APAs and other tax rulings
related to the profit allocation among the countries.

—  Local File:

(1)

(1)

Company Overview: Introduction of the company, Business structure and organization chart,
and Personnel for management-related reporting, etc.;

Description of Intercompany Transactions: Overview of overseas related parties, Legal
ownership structure of cross-border related parties, Ownership structure, Description and
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reason of the material related transactions, Details of each type of related transaction and
relationship among overseas related parties, Detailed comparability analysis and functional
analysis of taxpayer and overseas related party related to the related party transaction,
Indication of the most appropriate transfer pricing method related to the transaction type
and reasons for the selection, and List and description of (internal or external) comparable
uncontrolled transactions, etc.;

(I Financial Information and Agreements: List of reports related to the financial information of
the company, Copies of all material related party agreements executed by the company,
and Table summarizing financial information applied in the transfer pricing method matches
with the annual financial statement of the relevant fiscal year, etc.

Country by Country Reporting

Table 1. Overview of allocation of income, taxes, and business activities by tax jurisdictions;
Table 2. List of all the Constituent Entities of the MNE group included in each aggregation per tax
jurisdiction;

Table 3. Other additional information

Contemporaneous Transfer Pricing Documentation

Other taxpayers engaged in cross-border related party transactions below the threshold for the BEPS related
documentation are still required to maintain reasonable transfer pricing documentation (Contemporaneous
Transfer Pricing Documentation) by the due date of filing the corporate tax return and to submit it within 30
days upon the Korean tax authorities’ request.

Article 19(1) of the Enforcement Decree of the LCITA below provides a list of information or documents that are
expected to be included in the Contemporaneous Transfer Pricing Documentation for the Korean tax
authorities’ request for submission.

1.

ok

® N o

Various relevant contract documents concerning the transfer or purchase of assets;

Price list of products;

Statement of manufacturing costs;

Specification of trades by item, distinguishing between the related parties and the unrelated parties;
Documents corresponding to subparagraphs 1 through 4, in the cases of the offer of services or other
trades;

Organizational chart of a corporation and a table of division of office duties;

Data for determination of international trade prices;

Internal guidelines for pricing among the related parties;

Accounting standards and methods relating to the relevant trades;

Details of business activities of the parties involved in the relevant trades;

Current status of mutual investments with the specially-related parties;

Forms or items omitted at the time of returns on the corporate tax and income tax;

Materials with which it is possible to grasp the details of a transaction in connection with a service
transaction under Article 6-2, as specified by Ordinance of the Ministry of Strategy and Finance;
Materials specified further by Ordinance of the Ministry of Strategy and Finance including an
agreement on cost allotment in connection with the tax adjustment by the allotted arm's length cost
under Article 6-2 of the Act; and

Other data necessary for computing proper prices.
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b) Industry Analysis

By identifying value drivers for the relevant industry, a first indication of the level of profitability coommon in the
industry is being given.

c) Company Analysis

A description of the management structure of the local entity, a local organisation chart, and a description of
the individuals to whom local management reports and the country(ies) in which such individuals maintain
their principal offices.

A detailed description of the business and business strategy pursued by the local entity including an indication
whether the local entity has been involved in or affected by business restructurings or intangibles transfers in
the present or immediately past year and an explanation of those aspects of such transactions affecting the
local entity.

d) Functional Analysis

In conducting a functional analysis, an assessment is made of the significant activities and responsibilities
that are performed by the related parties relevant to the Intercompany Transactions under review, the tangible
and intangible assets that are employed and the risks that are borne in undertaking the business activities.
Such an assessment is consistent with the recommendations that have been made in the OECD Guidelines
at paragraph 1.51

e) Choice of Transfer Pricing Method

South Korea closely follows the 2010 OECD Transfer Pricing Guidelines for transfer pricing methods. In
particular, the following methods are in use:

e Comparable uncontrolled price method;
e  Resale price method;

e  Cost plus method,

e Profit spit method,

e  Transactional net margin method,;

e  Other reasonable method.

The selection of transfer pricing method depends on facts and circumstances of the related party transactions,
but the selection generally should be based on the most appropriate method.

f) Economic Analysis - Benchmark Study

The local database, namely the KIS-Line, which provides business and financial information of Korean
companies, is available. If the tested party is located in Korea, there is a preference for Korean comparables
using the KIS-Line. The Korean tax authorities may also accept foreign comparables, but in practice, this may
be subject to aggressive scrutiny.

g) Inter-company (IC) Legal Agreement

Although an Inter-company legal agreement formalizes the business and financial relationship between
group entities, the legal agreements have a lower ranking since the OECD 2017 Guidelines made the “conduct
of parties” the prevailing concept.
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h) Financial Statements

The CbC report should be written in the currency that the ultimate controlling firm uses for its financial
statements, and the source can be consolidated financial statements, separate financial statements for each
entity, publicly declared financial statements, or internal data. According to the NTS's guidelines (including
FAQs), if the submission due dates for a foreign ultimate parent company and a domestic subsidiary differ
due to different fiscal years, the foreign ultimate parent company is responsible for filing the CbC report with
the appropriate tax authorities, and the domestic subsidiary is not required to file the report separately in
Korea. If the foreign ultimate parent business is required to file a CbC report for the period beginning on or
after January 1, 2017, the domestic dffiliate is required to file a CbC report for 2016, which can be exempted if
the ultimate parent company files a voluntary report.

i)  Production Process for TP Relevant Returns, Documents, Forms and Financials

In the chart below, the existence of the filing requirements with the details of which format is used, the latest
filing date, notification requirement and its deadline, thresholds to be applied in case it exists, and the required
languages are demonstrated. This information can be seen respectively for CIT, master file, local file, CbCR,
local forms, annual accounts and segmented P&L documentations.

Local Language

P Notificati Th hold* Y No)*(If
repare or I Deadline otification reshold (Yes/No)*(

Deadline* (Yes/No) “No”", it can be
filed in English)

I::;Z:’:f'rt:x File EZCAO; March, 31 No Yes No
The Master file
can be submitted
in English at first,
OECD Dec;r:ber, but it must be
Master File File o : No Yes converted to
Guidelines .
Korean within one
month following
the English
submission.
The Local file can
be submitted in
December, English at first, but
) OECD 31 (March, it must be
Local File Prepare L 31t for No Yes converted to
Guidelines o
Penalty Korean within one
Protection) month following
the English
submission.
. OECD December,
File Guidelines 3yt Yes Yes Yes
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CRIT
(Combine
d Report
Local Form File of . December, No Yes Yes
Internation 318t
al
Transactio
ns)
Annual N/A N/A N/A N/A N/A
Accounts N/A
S ted
eg'::i‘ © N/A N/A N/A N/A N/A N/A

* South Korea has signed the MCAA agreement for the filing of CBCR.

* South Korea does not request as much and detailed information from smaller and less complex enterprises
(SME's included) than it does from large and complex enterprises.

j) Mandatory Language

The Local File is to be submitted in the Korean language only. The Master File may be submitted in English
and/or Korean (provided that the Korean version is submitted within 1 month after the submission of English
version). The CbCR is to be submitted in both the English and Korean languages.

k) Notification Requirement

A taxpayer belonging to an MNE group shall submit notice Form [No. 15] to the competent tax office manually
or electronically within 6 months of its fiscal year-end to indicate the entity that will file the CbC report on
behalf of the MNE group, according to article 35 (2) of the ITCL-PD.

If the notification is not made, there are no consequences. A taxpayer who does not file Form [No. 15] must,
nevertheless, file a CbC report directly in Korea.

I) Record Keeping

There is no specific requirement for the record keeping period. In general, the statute of limitation of 5 years
applies.

m) Penalties and Interest Charges

In case of the transfer pricing related assessment by the Korean tax authorities, the penalty tax for
underreporting of 10% is applied to the assessed tax amount (60% for fraudulent cross-border transactions),
and the penalty tax for insincere payment of 10.95% per annum, which is calculated based on the interest rate
specified in the Framework Act on National Taxes, is also applied.

On top of these penalties and taxes assessed, the residential surtax of 10% is also imposed.

No interest is charged on the penalties.
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The penalty of KRW 30 million will be imposed for failure to comply with the complete submission of each of
the Master file, Local file and CbCR by the due date, or for submission of the Master File, Local File and CbCR
containing false information. Therefore, the total CRITI related penalties could be KRW 90 million.

In this case, if the taxpayers submitted to the tax authorities a Contemporaneous Transfer Pricing
Documentation prepared in good-faith and reasonably, an underreporting penalty tax (10% penalty on
additionally assessed income tax) may be waived. The penalty up to KRW 100 million may be imposed for
failure to provide transfer pricing related information within the due date (generally 60 days from the request)
upon the Korean tax authorities’ request.
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