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Background

CHPLC

DMSH DHC

DMS

▪ The management is considering the merger 

of DHC with CHPLC and DMSH operating 

separately. 

Two step approach

Analysis of 
Options

Gap Analysis Financial modelling 
of business income

Implementation 

& Documentation

Transfer Pricing Tax

Context Approach

*Reliance has been placed on information provided by the management

* The tax computations herein are approximate values and may vary 

81.16%85.39%
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Transfer pricing regulations are imposed to avoid profit shifting between group 
companies

► In Sri Lanka, the Regulations on Transfer Pricing No. 2 of 2020 were issued 
under the Gazette Extraordinary No. 2217/7 dated 2 March 2021. 

► These regulations were drafted for the purpose of sections 76, 77 and 78 of 
the Inland Revenue Act, No. 24 of 2017.

► They are applicable to all international associated enterprise (“AE”) 
transactions (sec. 76), and domestic AE transactions (sec. 77) where:

a) Exemptions are granted to any one of the AEs;
b) AEs are taxed at different income tax rates or,
c) Any one of the AEs have incurred tax losses or have brought forward tax 

losses.

► No tax exemption or benefit is provided on the Taxable Income enhanced as 
a result of TP adjustments. Similarly, where an adjustment is made to the 
taxable income of a taxpayer in relation to a domestic AE transaction, no tax 
adjustment would be made to the taxable income of the other party to the 
transaction. 

Transfer price

Associated 
enterprise

Associated 
enterprise

Arm’s length price

Associated 
enterprise

Third party

Arm’s length price
Third party Third party

Or

As a rule, all AE transactions must be carried out at arm’s length and proper records should exist to serve as proof of the arm’s 
length nature of all AE transactions. This is because, if the Inland Revenue Department challenges the arm’s length nature of 

any AE transaction, the burden of proof will lie with the taxpayer.
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Applicable penalties | Impact of non-compliance to transfer pricing regulations

Penalty of up to 1% of the aggregate transaction value.

Non-maintenance of Documentation:

Penalty of up to Rs. 250,000.

Not Furnishing Required Documents: 

Penalty of up to 2% of the aggregate transaction value.

Non-disclosure of any Required Information:

Penalty of up to Rs. 100,000.

Failure to Submit Documents on the Specified Date:

Penalty of 200% of incremental tax on the TP adjustment.

Concealment of Income, Furnishing Inaccurate Particulars or Evasion:
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Covered entities:

• Ceylon Hospitals PLC (“CHPLC”)

• Durdans Heart Center (Private) Limited (“DHC”)

• Durdans Medical and Surgical Hospital (Private) Limited (“DMSH”)

Collectively referred to as Durdans Group.

Intercompany transactions reviewed: 

• Transaction 01: Revenue sharing arrangement

• Transaction 02: Transfer of drugs, injections and consumables

• Transaction 03: Reimbursements

• Income/ (expense) for drugs

• Shared staff cost

• Insurance expenses

• Other common costs

• Transaction 04: Rent for the use of CHPLC premises

• Transaction 05: Cost allocation for the food and beverage unit

• Transaction 06: DHC operations

• Transaction 07: Oxygen expenses allocation

• Transaction 08: Interest on the intercompany loan

< >

Our scope: Our approach: 

Gap analysis to identify potential audit risks 

We conducted a review process to identify discrepancies 
between current TP practices in the Durdans Group and the 
regulatory requirements or arm's length standards set by the 
Inland Revenue Department (“IRD”). The study aims to 
identify and assess areas of potential tax risk due to non-
compliance or misalignment with arm's length principles. 

1

Recommendations 
2

Implementation and documentation

Benchmark studies were conducted for specific 
transactions. EY developed a transfer pricing policy 
document, detailing the nature of AE transactions, pricing 
policies and the basis for pricing policies applied, to be 
maintained internally by management. 

3

Based on the gap analysis, a detailed report was issued, 
which included recommendations for addressing identified 
gaps, such as changes to TP policies, pricing adjustments, 
restructuring of intercompany agreements, or enhancement 
of documentation. Strategies to reduce the risk of TP audits, 
adjustments, penalties, and disputes with tax authorities 
were also provided.
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Material risk which requires instituting new 
control procedures or modifying existing 
procedures as the transaction values are 
substantial (∼ Rs. 100-200 Mn) for a year of 
assessment and it involves an area frequently 
targeted by the IRD for TP audits.

Significant risk to the business which requires 
instituting new control procedures or 
modifying existing procedures as it it involves 
an area frequently targeted by the IRD for TP 
audits.

The risk is not considered significant although 
a documented management action plan is 
required as the risk is still expected to be 
mitigated in a timely manner.

Overview of AE transactions | Risk impact analysis

► Based on brainstorming session had with management, 
the risk level of the covered intercompany transactions 
has been evaluated from a Sri Lankan transfer pricing 
perspective. 

► Covered transactions have been classified as high risk, 
low risk, and moderate risk. 

► For the avoidance of doubt, the factors considered 
when determining the level of risk applicable to the 
covered intercompany transactions covered are as 
follows:

a) Materiality of transaction value; and 

b) Trends in transfer pricing audits initiated by the IRD.

Regardless of the risk indicator, our recommendation is that the Group maintains comprehensive documentation 
for all transactions between group entities. 
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Overview of AE transactions | Risk impact analysis

Transaction* Perceived 
level of risk

Risk impact Recommendations for mitigation / Management 
actions

Revenue and cost 
sharing agreement

∼ Rs. 250 Mn

• A revenue/cost sharing arrangement in lieu of rent for 
CHPLC’s use of DMSH’s premises can be challenged by 
the IRD – remuneration for the use of premises is 
typically rent. 

• Current revenue/cost sharing policy has no basis. 

• If identified, the IRD may request that the service fee 
be justified (i.e., provide proof that additional 
services, aside from use of premises, are provided).

• A benchmark study was conducted by EY using 
CHPLC’s existing rental agreements with 
independent third-party lessors for its medical 
centers/lab sample collection centers. 

• Based on this, Rs. 71 – 121 was the arm’s length 
range. We recommend applying a rent rate that 
falls between the median and upper quartile (i.e., 
Rs. 103 – 121) as market rates in the vicinity are 
between ∼Rs. 123 – 310 (corroborative analysis).

Reimbursement of 
shared staff 
expenses

∼ Rs. 367 Mn  

• Reimbursements of salary-related expenses has 
been challenged by the IRD in the past, on the basis 
that sharing skilled employees between independent 
entities would invariably involve a mark-up. 

• Certain executive and non-executive staff within the 
Durdans Group are shared (i.e., salaries, bonuses, 
overtime, EPF, ETF), allocated based on estimated 
time spent in each unit, last updated in 2018.

• Management stated that this arrangement will be 
eliminated, and activity-based staff allocation will 
be implemented. Secondment arrangements are 
also being considered. 

• A benchmark study was not performed as 
management intends to rectify this internally.

• However, we recommend a documented 
management action plan as soon as practicable.

Reimbursement of 
overheads, etc. 

∼ Rs. 474 Mn  

• Overheads are charged out on a predetermined fixed 
apportionment basis which was set based on 
projected consumption levels for each entity, without 
considering actual usage by group entities. 

• Management maintains that appropriate 
allocation keys (e.g., meter reading, etc.) will be 
applied to identify actual usage (where possible) 
when charging out these costs.  

*Values indicated are estimates provided by management for Y/A 2023/2024. 
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Overview of AE transactions | Risk impact analysis

Transaction* Perceived 
level of risk

Risk impact Recommendations for mitigation / Management 
actions

Sale of drugs, 
injections and 
consumables

∼ Rs. 173 Mn 

• The current pricing policy (i.e., transfers at weighted 
average cost of goods) can be challenged by the IRD.

• An upward adjustment could be made on the basis 
that that the benefits received by AEs (i.e., 
immediate access to goods, are not considered and 
that this practice is not consistent with the arm's 
length principle. 

• As per management, the following pricing policies 
will be applied for future transfers of this nature:

• Controlled drugs and uncontrolled drugs @ 
wholesale price + mark-up from the in-patient 
mark-up table.

• We also recommend maintaining  a 60-day credit 
period on these sales. 

• A benchmark study was not performed. 

Reimbursement of 
drug expenses 
incurred on behalf 
of group entities

∼ Rs. 131 Mn  

• Reimbursements at cost are typically placed under 
scrutiny by the IRD on the basis that services 
provided are value-added service and requires a 
mark-up. Invoicing between AEs for these services 
does not take place. 

• Management maintains that the current pricing 
policy is arm’s length in nature as AE settlements 
occur after expenses are recovered using the 
standard mark-ups applied to in-patient services.

• A benchmark study was not performed.

Residential fee 
payment 

∼ Rs. 26 Mn*

• The discounted residential fee paid by DHC for the 
use of CHPLC and DMSH's rooms for its patients 
could be challenged by the IRD, as the discount has 
no basis and is lower than in-patient standard room 
rate charged by CHPLC. 

• CHPLC currently offers National Insurance Trust 
Fund (i.e., independent third-party) a discounted 
rate for a standard room (excl. surgical packages) 
at Rs. 8,000. Management will use this rate when 
calculating the residential fee payable by DHC. 

*Values indicated are estimates provided by management for Y/A 2023/2024. 
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Overview of AE transactions | Risk impact analysis

Transaction* Perceived 
level of risk

Risk impact Recommendations for mitigation / Management 
actions

Reimbursement of 
shared oxygen 
expenses

∼ Rs. 25 Mn  

• Current allocation based on actual oxygen revenue 
generated by each entity does not pose any 
significant transfer pricing implications.

• Documentation is recommended to establish the 
basis of apportionment, as the risk is still expected 
to be mitigated in a timely manner. 

Reimbursement of 
insurance expenses

∼ Rs. 14 Mn  

• Considering that insurance expenses incurred by 
CHPLC on behalf of AEs are of a supportive nature, 
and  do not require CHPLC to assume any significant 
additional risks, these expenses are likely to be pass-
through costs which can be allocated to relevant 
service recipients excluding a mark-up. 

• Subject to any changes to the current 
arrangements, we do not foresee any significant 
risks from a Sri Lankan TP perspective. 

Food and beverage 
related cost

∼ Rs. 72 Mn  

• Rent was not paid for DMSH’s operation of the 
cafeteria premises owned by CHPLC. 

• In-patient meals, food and beverage items, prepared 
by CHPLC, are provided to all patients, including 
those admitted with DMSH. The pricing for these 
items was outdated. 

• As per management, cafeteria assets will be 
transferred to CHPLC. Accordingly, tax and TP 
implications of asset transfer should be examined. 

• Based on our recommendations, the meal/food 
and beverage item price card was updated in July 
2024. Management maintains that these prices, 
which are charged from DMSH for the meals 
provided to their patients, reflect current market 
rates. However, we recommend conducting a 
benchmark study to support this position. 

*Values indicated are estimates provided by management for Y/A 2023/2024. 
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Merger of DHC with CHPLC and DMSH continuing separately

Before Merger                  After merger

► CHPLC and DHC merge with CHPLC 
being the amalgamated entity. 

► Accordingly, all assets and liabilities 
of DHC will vest with CHPLC

► The shares of DHC will be cancelled 
upon merger. 

► DMSH will continue as an 
independent entity and transactions 
between CHPLC and DMSH are 
carried out at arm’s length as per 
Transfer Pricing Regulations

Intercompany services

Payment for intercompany services

CHPLC

DMSH DHC

DMS

CHPLC

DMSH

DMS
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Tax Considerations of a Merger

Income Tax

Where the assets and liabilities of the amalgamating entities vest with the amalgamated entity, the amalgamating entities will part with ownership of the 
assets and hence there will be a realization of an asset, and any resulting gain will be liable to income tax at 30%. 

However, Section 46(4) of the IRA provides a rollover relief where assets are transferred between associated persons, wherein the consideration is deemed 
to be equal to the cost of the asset and consequently there will not be a gain on realization on which to pay income tax for the specific classes of assets. 

Value Added Tax (VAT)

There will be no VAT liability where the conditions under Section 16(5) are met. 

Social Security Contribution Levy (SSCL)

There will be no SSCL liability on the basis that a merger does not come within the parameters of the SSCL charging section. 

Other Considerations

▪ BOI pre-approval will have to be obtained prior to the merger

▪ Legal advice will have to be sought on the form of amalgamation (short form vs long form) and any consideration paid to minority shareholders

▪ Legal advice will have to be sought on the transfer of employees and considerations in relation to EPF, ETF and gratuity 

▪ Accounting advice will have to be sought on method of accounting for the merger

▪ Legal advice will have to be sought on the SEC Regulations 
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Tax Implications on Intercompany Transactions

Income Tax

Where an arm’s length consideration is charged and claimed by the AE, there will not be a cashflow from the group perspective where both entities are 
taxed at the same rate.

In case of intercompany transactions charged to DMSH, since DMSH is taxed at a reduced rate of 15%, there will be a cash outflow from a group 
perspective, since the income will be taxed at 30% whilst the payment will only result in a tax saving at 15%. 

VAT

VAT will be chargeable at 18% on intercompany charges. This will be a cost and cannot be claimed given that CHPLC, DMSH and DHC are exempt from VAT.

. 

SSCL

SSCL will be chargeable at 2.5% on intercompany charges which cannot be claimed and will be a cost. 
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Basis of Calculation

► The forecast income statement for 10 years has been computed by extrapolating the 5 year forecast applying the same assumptions. 
An independent verification of the underlying assumptions and the validity was not carried out

► The current intercompany chargeout is based on the information provided to us, A YoY growth of 5% has been applied in this regard, 
on the same basis as expenses

► Revenue sharing arrangement – 75,000 sq ft at 125 per sq ft (slightly higher than the 
upper quartile suggested by TP)

► CHPLC premises used by DMSH – 125 per sq ft for an estimated floor area of 1,000 sq ft

► Residential fee arrangement – An average of 300 bed days and 60 bed days a month is 
occupied by DHC in CHPLC and DMSH premises respectively. A discounted room fee of 
LKR 8,000 per day has been applied based on the TP benchmark

► Transfer of drugs, injections and consumables – an average mark-up of 17%

► Reimbursement of shares staff, insurance, oxygen and overheads – A management fee of 
2% of revenue has been applied for purposes of this calculation. A detailed analysis is 
required to arrive at a justifiable basis. 

► Food and beverage related cost – transfers to inpatients are at arm’s length as confirmed 
by management. Hence, no further adjustment is made in this regard.

Accounting Adjustments

► Tax adjustments in 2023/2024 applied with an 
increase of 5% YoY.

► Tax rate of 30% applied indefinitely

Tax Adjustments
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 Merger of DHC with CHPLC and DMSH continuing separately

Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9 Y10 Total

Before Merger

Business Income of CHPLC -   -   -   -   -   -   392 903 1,140 1,399 3,834 

Tax at 30% -   -   -   -   -   -   118 271 342 420 1,150 

Business Income of DMSH 950 1,056 1,170 1,295 1,431 1,579 1,739 1,914 2,103 2,309 15,548 

Tax at 15% 143 158 176 194 215 237 261 287 316 346 2,332 

Business Income of DHC 201 225 250 277 307 339 374 413 454 499 3,339 

Tax at 30% 60 67 75 83 92 102 112 124 136 150 1,002 

Total Business Income 1,152 1,280 1,420 1,572 1,738 1,918 2,506 3,230 3,697 4,208 22,721 

Total Tax Payable 203 226 250 277 307 339 491 682 794 916 4,484 

After Merger

Business Income of CHPLC -   -   -   -   503 839 1,070 1,324 1,602 1,907 7,245 
Tax at 30% -   -   -   -   151 252 321 397 481 572 2,174 

Business Income of DMSH 950 1,056 1,170 1,295 1,431 1,579 1,739 1,914 2,103 2,309 15,548 

Tax at 15% 143 158 176 194 215 237 261 287 316 346 2,332 

Total Business Income 950 1,056 1,170 1,295 1,934 2,417 2,810 3,238 3,706 4,217 22,793 

Total Tax Payable 143 158 176 194 366 488 582 684 796 919 4,506 

Net Saving/ (Cost) 60 67 75 83 (59) (150) (91) (2) (3) (3) (22)

Note 2A – Income Tax Saving/ (Cost) over 10 years
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Merger of DHC with CHPLC and DMSH continuing separately

Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9 Y10 Total

Transactions

Revenue sharing arrangement 109 114 120 126 132 139 146 153 161 169 1,370 

Rent for DHC  use of DMSH 
premises 6 6 6 7 7 7 8 8 9 9 72

Rent for DMSH use of CHPLC 
premises 2 2 2 2 2 2 2 2 2 2 19

Management fee in lieu of shared 
expense reimbursements 71 77 82 89 95 102 110 118 127 137 1,008 

Total 191 202 214 227 241 255 270 287 304 322 2,514 

Tax Saving/ (Cost)

Income tax leakage 29 30 32 34 36 38 41 43 46 48 377 

VAT (34) (36) (39) (41) (43) (46) (49) (52) (55) (58) (453)

SSCL (5) (5) (5) (6) (6) (6) (7) (7) (8) (8) (63)

Total VAT and SSCL (39) (41) (44) (47) (49) (52) (55) (59) (62) (66) (515)

Note 2B – Tax Saving/ (Cost) on Intercompany Transactions
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Merger of DHC with CHPLC and DMSH continuing separately

Key ConsiderationsBefore Merger  

CHPLC

DMSH DHC

DMS

After Merger  

Transaction Tax Cost

► Section 46(4) can be applied and hence no income tax liability on the transfer of 
the listed class of assets.

► No VAT subject to applying to Section 16(5) and no SSCL cost on the merger

Tax Saving/ (Cost)  - Nil

Income Tax Saving/ (Cost) in a 10 year period

► The 15% BOI reduced rate of DMSH will continue

Tax Saving/ (Cost)  - LKR (22) Mn

Tax Saving/ (Cost) on Intercompany Transactions

► Income tax leakage on intercompany transactions between CHPLC and DMSH

► VAT and SSCL cost on intercompany transactions between CHPLC and DMSH

Tax Saving/ (Cost)  - LKR (515) Mn

CHPLC

DMS

DMSH
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Overall Tax Saving/ (Cost)

DHC merging with CHPLC and DMSH 
operating separately 

CHPLC

DMS

DMSH

LKR Mn

Income Tax saving in 10 years (19)

Tax cost on intercompany transactions (515)

Net Saving/ (Cost) (537)
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Appendix 1 – Forecast Income Statements

1A - CHPLC
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Appendix 1 – Forecast Income Statements

1B - DMSH
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Appendix 1 – Forecast Income Statements

1C - DHC
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Appendix 2 – Revised Accounting Profit and Business Income where all three entities are merged

2A - CHPLC
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Appendix 2 – Revised Accounting Profit and Business Income where all three entities are merged

2B - DMSH
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Appendix 2 – Revised Accounting Profit and Business Income where all three entities are merged

2C - DHC
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Appendix 3 – Revised Accounting Profit and Business Income where CHPLC and DHC merge

3A - CHPLC
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Appendix 3 – Revised Accounting Profit and Business Income where CHPLC and DHC merge

3B - DMSH
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Appendix 3 – Revised Accounting Profit and Business Income where CHPLC and DHC merge

3C - DHC
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Appendix 4 – Revised Accounting Profit and Business Income where all entities operate independently

4A - CHPLC
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Appendix 4 – Revised Accounting Profit and Business Income where all entities operate independently

4B - DMSH
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Appendix 4 – Revised Accounting Profit and Business Income where all entities operate independently

4C - DHC



EY |  Building a better working world

EY exists to build a better working world, helping create 
long-term value for clients, people and society and build 
trust in the capital markets.

Enabled by data and technology, diverse EY teams in over 
150 countries provide trust through assurance and help 
clients grow, transform and operate.

Working across assurance, consulting, law, strategy, tax 
and transactions, EY teams ask better questions to find new 
answers for the complex issues facing our world today.

EY refers to the global organization, and may refer to one or more, of the member 
firms of Ernst & Young Global Limited, each of which is a separate legal entity. 
Ernst & Young Global Limited, a UK company limited by guarantee, does not provide 
services to clients. Information about how EY collects and uses personal data and a 
description of the rights individuals have under data protection legislation are 
available via ey.com/privacy. EY member firms do not practice law where prohibited 
by local laws. For more information about our organization, please visit ey.com.

Ernst & Young LLP is a client-serving member firm of 
Ernst & Young Global Limited operating in the US.

© 2023 Ernst & Young LLP.
All Rights Reserved.

2305-4253206
ED None

ey.com


	Slide 1: Ceylon Hospitals PLC
	Slide 2: Table of contents
	Slide 3: Background 
	Slide 4: Transfer Pricing Considerations
	Slide 5: Transfer pricing regulations are imposed to avoid profit shifting between group companies
	Slide 6: Applicable penalties | Impact of non-compliance to transfer pricing regulations
	Slide 7
	Slide 8: Overview of AE transactions | Risk impact analysis
	Slide 9: Overview of AE transactions | Risk impact analysis
	Slide 10: Overview of AE transactions | Risk impact analysis
	Slide 11: Overview of AE transactions | Risk impact analysis
	Slide 12: Tax Considerations
	Slide 13:  Merger of DHC with CHPLC and DMSH continuing separately
	Slide 14
	Slide 15
	Slide 16:  Basis of Calculation
	Slide 17:   Merger of DHC with CHPLC and DMSH continuing separately
	Slide 18:  Merger of DHC with CHPLC and DMSH continuing separately
	Slide 19:  Merger of DHC with CHPLC and DMSH continuing separately
	Slide 20
	Slide 21: Appendix
	Slide 22
	Slide 23
	Slide 24
	Slide 25
	Slide 26
	Slide 27
	Slide 28
	Slide 29
	Slide 30
	Slide 31
	Slide 32
	Slide 33
	Slide 34

