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Foreword to the Seventh Edition

The Committee on International Taxation is one of the important non-standing Committees of
the Institute of Chartered Accountants of India (ICAI). As a partner in nation building, ICAI
through this Committee submits Pre and Post-budget Memoranda pertaining to International
Taxation. Apart from the same, the Committee at regular intervals examines the tax laws,
rules, circulars, notifications etc. relating to international taxation issued by the CBDT and
sends suitable suggestions for improvements. The Committee also submits
inputs/submissions to OECD from time to time. Besides conducting various activities |CAl
through this Committee regularly organises Workshops/Seminars/ Conferences/ Refresher
Courses/ Residential course, prepares e-learning modules, revises its existing publication,
releases new publication and many more.

One of the core activities of the Committee is to organise Post Qualification Diploma in
International Taxation. | am happy to mention that the Committee has prepared the seventh
edition of Background Material for Diploma in International Taxation in which all the
amendments made upto Finance Act, 2022, have been incorporated. It has been written and
reviewed by eminent experts in the area of taxation. This course, if completed, would provide
an aspiring practitioner the desired confidence to practice in this complex and upcoming field.

For this course, an open book, case study-based assessment pattern for international taxation
Assessment Test (INTT-AT) has been adopted recently to initiate practical understanding of
the subject. As there are only few chartered accountants who are practicing in this area, there
are plentiful of professional opportunities available for the person who masters in this area.

| appreciate the efforts of CA. Sanjay Kumar Agarwal, Chairman, CA. Cotha S. Srinivas, Vice-
Chairman and other members of the Committee on International Taxation for updating this
publication and for conducting the course in a professional manner.

| am sure that this seventh revised edition of the Background Material for Diploma in
International Taxation will be very useful to the members.

Date: 25.01.2023 CA. (Dr.) Debashis Mitra
Place: New Delhi President, ICAI






Preface to the Seventh Edition

Long distance trade has been taking place since pre-historic times. Evidences suggest that
sea-route trade was prevalent during Indus Valley Civilisation, apart from those other
civilisations However, during those days the concept of “nation/country” did not exist. The
concept of “nation-state” came into existence after the French Revolution (1789-99). However,
there is another view that this concept was established in 1649 through English
Commonwealth. Whatever, the genesis of this concept may be, it gave rise to competition
among nations to increase cross-country trade on the one hand, and to protect their revenue
by building fiscal and non-fiscal structures on the other. These gave rise to the concept of
‘international taxation” which is a subset of domestic income tax law which covers the
transactions between persons of two countries. Since the law of one country cannot be
extended to apply on the person or jurisdiction of another country; the same is governed by
the agreement entered by the two countries. The agreement entered by both the country is
called Double Tax Avoidance Agreement (DTAA) which defines the methods of sharing
jurisdiction to tax, reducing evasion of taxes as well as ways to reducing/eliminating double
taxation and avoiding litigation and supporting one another on administrative measures.
Although the DTAA may help in deciding the taxing rights of the jurisdictions, the
computational aspect is governed by domestic tax laws of the respective country. Unlike
Indian income tax which characterise income under five heads of income, DTAA specifies
separate article for the nature of transactions. In the changing business environment, many
recent issues have evolved which made difficult for the identification of permanent
establishment and attribution of business profit. Such transactions become even more
complex when passive incomes are connected to such permanent establishment. In those
conditions interplay of transfer pricing provisions may arise.

To protect the revenue base, India has developed Transfer pricing regulations more than two
decades ago. The international transactions may be examined as per the TP regulation in
accordance with the arm’s length principles. Finding the appropriate comparable,
benchmarking of those transactions and reporting thereof involve a lot of intricacies. It has
many issues like cases of restructuring, cost sharing arrangements, expenditure on marketing
and promotions and expenditure on research & developments of intangibles etc., the transfer
pricing adjustments of which may not be an easy exercise. In the present situation almost all
the major countries have developed their own transfer pricing regulations.

In the changing business environment, the members are expected to have robust
understanding of international taxation and transfer pricing. Since the members are expected
to have practical understanding of the subjects, the Committee has adopted a case study-
based assessment pattern for international taxation Assessment Test (INTT-AT).

| am grateful to CA. (Dr.) Debashis Mitra, President, ICAl and CA. Aniket Sunil Talati, Vice-
President, ICAI for being the guiding force behind initiatives being taken by the Committee.

| whole heartedly acknowledge the contribution of CA. Ganesh Rajgopalan, Sree Lakshmi
Valli, CA. Sachin Kumar in revision of the background material pertaining to “International



Taxation” which further reviewed by Past CCM. CA. Dhinal Ashwin Shah with the assistance
of CA. Karan Sukhramani.

We also thank CA. Arun Saripalli and his team members CA. Anand Kankani, CA Aman
Agrawal, CA. Disha Kevin Vora, CA. Keyur Shah, CA. Mayur Chudasama, CA. Sumit Rathod,
Tarun Mirchandani, CA. Vashishth Dave, CA. Nilesh Bangera and CA. Vipra Shetty who
contributed towards the revision of the background material for the subject ‘Transfer Pricing’.

|, admire the guidance of Mr. S.P. Singh, Ex-IRS in reviewing the background material. Being
an Ex-Deputy Secretary, Foreign Tax and Tax Research Division, CBDT his long experience
can be perceived in this revised edition. As Director of International Taxation, Mumbai he was
involved in implementation of the tax laws and his knowledge and experience in the area has
added value to the publication.

| would also like to thank CA. Cotha S Srinivas, Vice-Chairman, Committee on International
Taxation of ICAI for his support in all activities of the Committee. | gratefully acknowledge the
support provided by the members of the Committee (including co-opted members) and special
invitees; Committee members: CA. Chandrashekhar Vasant Chitale, CA. Vishal Doshi, CA.
Purushottamlal Khandelwal, CA. Mangesh Pandurang Kinare, CA. Priti Savla, CA. Umesh
Sharma, CA. Sridhar Muppala, CA. Rajendra Kumar P, CA. Sushil Kumar Goyal, CA. Rohit
Ruwatia, CA. Anuj Goyal, CA. Gyan Chandra Misra, CA.(Dr.) Raj Chawla, CA. Pramod Jain,
CA. Charanjot Singh Nanda, CA.(Dr.) Sanjeev Kumar Singhal, CA. Chhajed Piyush Sohanrajji,
Shri Ritvik Ranjanam Pandey, Co-opted members: CA. Avinash Gupta, CA. Rajat Sharma,
CA. Mithilesh Sai Sannareddy, CA. Anup Kumar Sanghai, CA. Kaushik Mukerjee, CA.
Nandkishore Chidambar Hegde, CA. Sanjay Bhattacharya, Special invitees: CA. Aseem
Chawla , CA. Kriti Chawla Khanna, CA. Gaurav Singhal, CA. Sachin Sinha, CA. Manoj Kumar
Mittal, CA. Smita Patni, CA. Ajay Rotti, CA. Akshay Kenkre, CA. Akshat Maheshwari, CA. Dilip
Gupta, CA. Naman Shrimal, CA. Hari Om Jindal, CA. Deepender Kumar Agarwal, CA. Raju
Kumar, CA. Parthasarathi Dasgupta, CA. Tejveer Singh, CA. Raj Kumar Nahata, CA. Parul
Jolly, CA. Gaurav Geol, CA. Harpreet Singh, CA. Vikas Gupta, CA. Neha Gupta, CA. Surinder
Kumar Kalra and CA. Geetika Gupta.

| also acknowledge the efforts made by CA. Mukta Kathuria Verma, Secretary, Committee on
International Taxation, and her team members CA. Dhiraj Shrivastav, Project Associate and
CA.Harshita Sagar Jaiswal, Project Associate for co-ordinating the project and for rendering
technical and secretarial assistance.

| am sure that this revised edition will help participants of the course to gain practical
understanding of the subject.

Place: New Delhi CA. Sanjay K. Agarwal
Date: 25.01.2023 Chairman,
Committee on International Taxation, ICAl
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Foreword to the Sixth Edition

The world has been gradually moving towards digitalisation of business activities. COVID-19
has brought human tragedy and economic devastation which has been never seen before in
our lifetime. Humanity is fighting tenaciously to defeat the pandemic resulting into paradigm
shift in almost all walks of lives. Teleconferencing, which used to be novelty has become the
regular way of doing business and communication. Technological advancements are being
adopted at a speed not experienced in the recent times. All these changes are also the root
cause for new challenges for tax advisors and tax administrations across the globe.
Digitalisation of economies is altering the fundamental concepts of taxation. In order to make
taxation more effective and efficient, India is taking several steps to simplify source based
taxation which in turn makes the domestic law more transparent and certain. Recently, the law
relating to taxation of payments for computer software, which had been a subject matter of
litigation, has been settled by the Supreme Court of India; Similarly, the provision of dividend
distribution tax was not free from litigation. The Finance Act, 2020 has abolished the dividend
distribution tax as a result of which the incidence of taxation now lies in the hands of
shareholder. Of late, sending positive message to foreign investors, the Taxation Laws
Amendment Bill 2021, proposes to retract the retrospective amendment pertaining to Indirect
transfers.

The transfer pricing law is becoming increasingly challenging due to unprecedented impact of
COVID-19. Finding the comparable data, the most appropriate method and the arm’s length
price are significant challenges for all stakeholders. In these exceptional circumstances,
OECD Guidance on the transfer pricing implications of the COVID-19 pandemic might be
helpful. However, this guidance has not been yet adopted by many countries including India.

Since a lot has happened in the field of international taxation and transfer pricing during the
recent years, members should have a comprehensive understanding of the concepts and
changes in these areas. Understanding of domestic law appears to be incomplete without
appreciating its interplay between treaties and Transfer Pricing Guidelines. This Background
material on International Taxation and Transfer pricing is a comprehensive material which has
been written and reviewed by eminent experts of the profession. For many years, Committee
on International Taxation of ICAI has been effectively disseminated practical knowledge to
members through this publication, which is revised annually.

| would like to appreciate Chairman, Vice-Chairman and all other members of Committee on
International Taxation of ICAI under whose guidance the Committee on International Taxation
has been taking various initiatives including series of refresher course, various panel
discussions on important topics, revising publications and coming out with new ones so on
and so forth. My best wishes for the members of ICAI!

Place: New Delhi CA. Nihar N. Jambusaria
Date:31.08.2021 President, ICAl
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Preface to the Sixth Edition

Amid the pandemic, the cross border digital payments in India have accelerated. The
pandemic has further reinforced the businesses to go digital which is the need of business and
economy. Now, the traditional brick-and-mortar businesses have also adopted the internet
based digitalised business models to increase revenue through the customers located across
the globe without paying any or negligible taxes in those countries. This had raised concerns
for revenue authorities of various countries. Each country is trying to establish consensus to
tax the Digital Economy. The OECD/G20 Inclusive Framework on Base Erosion and Profit
Shifting has agreed a two-pillar solution to address the tax challenges arising from the
digitalisation of the economy. Where pillar-one focuses on tax certainty while pillar-two allows
source jurisdictions to impose limited source taxation on certain related party payments
subject to tax below a minimum rate. The latest development is conceptual adoption of
Minimum Global Tax by many countries. The final picture will emerge after the details of this
concept are drawn.

Considering the recommendation, the Government of India has taken measures to tax the
digital transactions by way of introduction of equalization levy on sale of goods & AMP;
services by e-commerce operator, redefining the scope of business connection to curb the
issue of digital PE. Along with these, like in many jurisdictions, measures are being adopted
through amendments in domestic law as well as in tax treaties with the help of Multilateral
Instruments to avoid manipulation of clauses on permanent establishment and other clauses.
Concepts like Principal Purpose Test, Limitation of Benefits, and measures against unjustified
splitting of activities etc. are being adopted. Apart from this, the Government has also taken
various other measures to provide tax certainty to the taxpayers. Earlier the Government had
introduced the faceless assessment scheme, Vivad se Vishwas (VSVD) scheme to end up the
long pending litigations. In addition to this, in order to provide pace in the decisions of AAR,
the Authority for Advance Rulings has also been reconstituted. Recently, the Taxation Laws
(Amendment) Bill 2021 has been introduced to provide exemption from indirect transfer of
Indian assets made before certain period. The Government has also come out with the new e-
filing portal with the features of less documentation leading to fast processing time.

Considering the rapidly evolving subject; understanding the impact of domestic law and
treaties has become a necessity for the members of ICAI. In order to update the knowledge of
its members and to provide learning knowledge the Committee on International Taxation, ICAI
has come out with various publications on many important subject of international taxation.
However, to have a comprehensive understanding of the subject; this Background Material of
Diploma in International Taxation has proved to be a one stop shop, written and reviewed by
veterans in the profession.

| am sincerely thankful to President, ICAI and Vice-President, ICAI for being guiding force
behind all initiatives being taken by the Committee.
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| also whole heartedly acknowledge the efforts of CA. Dhinal Ashwin Shah who actively
assisted by CA. Karan Sukhramani, for revising the Background material pertaining to
International Taxation. We are also thankful to CA. Arun Saripalli who was actively assisted by
CA. Abhishek Gupta and Ronak Jain in the revision of the background material pertaining to
the subject of Transfer Pricing.

[, highly, appreciate the efforts put in by Mr. S.P. Singh, Ex-IRS in reviewing the background
material. While working as Deputy Secretary, Foreign Tax and Tax Research Division in the
CBDT Mr. Singh, participated in framing laws for non-residents and participated in negotiation
of approximately 30 tax treaties. He was also, the first Director of Income Tax (International
Taxation), Mumbai. He was one of the members of the Expert Group set up by the
government for drafting Transfer Pricing regulations. His long experience in the areas of
International Taxation and Transfer Pricing has rewarding impact on the material. We also
thank CA Sharad Goyal and CA. Ankit Arora who actively supported Mr. S.P. Singh in this
task.

With the efforts of all of them, the Committee was able to come out with the revised edition in
a timely manner.

| am also grateful for the unstinted support provided by Vice-Chairman CA. N.C. Hegde and
other members (including co-opted members) and special invitees of the Committee on
International Taxation;

Last, but not the least, | appreciate the efforts made by the Secretariat, Committee on
International Taxation for co-ordinating the project and for rendering secretarial assistance.

| am hopeful that this revised edition will be of immense use to the members.

Place: New Delhi Chairman,
Date: 31.08.2021 Committee on International Taxation, ICAl






Foreword to the Fifth Edition

The globalized economy has fostered the growth of multinational and transnational
enterprises, leading to a massive increase in the volume and nature of cross border trade and
transactions. While international trade and commerce has grown manifold, the international
tax framework, designed more than a century ago is proving to be inadequate in dealing with
such transactions, thereby creating opportunities for Base Erosion and Profit Shifting (BEPS)
between Countries. The introduction of Multilateral Instrument (MLI) has enabled countries to
revise tax treaties bypassing the regular time taking process of revising tax treaties. It will go a
long way in preventing Base Erosion and Profit Shifting. International organisations like United
Nations and Organisation for Economic Cooperation and Development are endeavouring to
develop internationally acceptable approach to tax Digital Economy.

Appreciating that a good tax system not only discourages revenue leakages, but is effective,
efficient, equitable and economical, India has proactively taken measures like developing
smoother tax filing mechanism, establishing computer generated documents identification
system, introducing e-Assessment system, and granting relaxation from filing of returns in
certain specific cases etc. These steps and initiatives will help build an atmosphere of trust
between taxpayers and tax authorities.

As the importance of international taxation is growing it is need of the hour for the members of
ICAIl to develop expertise to take up the professional opportunities in this area. The ICAI
through its dedicated Committee on International Taxation has been imparting knowledge to
the members of ICAl to enhance their knowledge to enable them to provide high quality
professional services.

| would like to express my gratitude to CA. Nandkishore Chidamber Hegde, Chairman and CA.
G. Sekar, Vice-Chairman and all other members of Committee on International Taxation of
ICAI for taking various initiatives in the field of International Taxation for the benefit of
members and other stakeholders. Timely annual up-dation of the Background material of the
Diploma course is one of the commendable accomplishments of the Committee.

| am sure that this Background Material would be of immense use for the participants of the
Diploma in International Taxation.

Best Wishes,
Place: New Delhi CA. Atul Kr. Gupta
Date:31.08.2020 President,ICAI
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Preface to the Fifth Edition

With recent rise in the digital transactions, the old brick-and-mortar business is now outdated.
The business models are evolving rapidly along with the technology and it becomes important
to understand the impact of technology on business model from taxation perspective. In digital
transactions, the global economy is swiftly intertwined with the traditional economy by digital
means, thus making it harder to create a clear delineation of the true meaning of a digital
economy. Both developed and developing countries are struggling to develop an effective and
efficient system of taxation of Digital Economy, which would be internationally acceptable and
would address the possibilities of double taxation and double non-taxation. As international
consensus is awaited, many countries have, unilaterally, imposed taxes on such economic
transactions. In line with this approach, India has introduced Equalisation Levy for the taxation
of digital economy.

An important consequence of the growth of Digital Economy is that it is now possible for an
enterprise resident in one State to be substantially involved in another State’s economy
without a permanent establishment or fixed base in that State and without any substantial
physical presence in that State. This makes the present taxation system in almost all countries
inadequate in bringing such transactions within tax net.

Considering the rapidly changing laws pertaining to international Taxation and the
complexities involved, ICAIl through its Committee on International Taxation organises
Diploma in International Taxation so as to ensure that the members of ICAl are able to
enhance their knowledge in this area. Considering the present situation due to pandemic, the
course is now being organised online. The course takes care of International Taxation as well
as Transfer Pricing.

Every year changes which are announced by the Finance Act as also changes in International
tax laws are incorporated in the Background material of the course. This year also, the
Committee has revised and updated the material to include all the recent amendments made
by the Finance Act, 2020 like: deemed residency, equalisation levy, dividend distribution tax
etc. The objective of this course is to provide our members update information about all the
happening in the world of international taxation and to enable them to provide best
professional services in the industry.

| also whole heartedly acknowledge the efforts of CA. Dhinal Ashwin Shah who actively
assisted by CA. Karan Sukhramani, for revising the Background material pertaining to
International Taxation. We are also thankful to CA. Arun Saripalli who was actively assisted by
CA. Tarun Bindlish and CA. Anurag Agrawal in the revision of the background material
pertaining to the subject of Transfer Pricing. |, highly, appreciate the efforts put in by Mr. S.P.
Singh, Ex-IRS in reviewing the background material. His long experience in the area of
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International Taxation and Transfer Pricing has rewarding impact on the material. We also
thank Mr. Ankit Arora who actively supported Mr. S.P. Singh in this task.

With the efforts of all of them, the Committee was able to come out with the revised edition in
a timely manner.

| am also grateful for the unstinted support provided by Vice-Chairman CA. G. Sekar and other
members (including co-opted members) and special invitees of the Committee on International
Taxation; CA. Tarun Jamnadas Ghia, CA. Chandrashekhar Vasant Chitale, CA. Dayaniwas
Sharma, CA. Rajendra Kumar P, CA. Sushil Kumar Goyal, CA. Anuj Goyal, CA. Kemisha Soni,
CA. Satish Kumar Gupta, CA. Hans Raj Chugh, CA. Pramod Jain, CA. (Dr.) Sanjeev Kumar
Singhal, CA. Charanjot Singh Nanda, Shri Manoj Pandey, Shri Chandra Wadhwa, Dr. Ravi
Gupta, CA. Sachin Sastakar, CA. T.P. Ostwal, CA. Ujwal Nagnath Landge, CA. B. M. Agrawal,
CA. Nidhi Goyal, CA. Kirti Chawla and CA. Amar Deep Singhal.

Last, but not the least, | appreciate the efforts made by CA. Mukta Kathuria Verma, Secretary,
Committee on International Taxation and CA. Dhiraj Shrivastav, Project Associate for co-
ordinating the project and for rendering secretarial assistance.

| am hopeful that this revised edition will be of immense use to the members.

Place: New Delhi CA. Nandkishore Chidamber Hegde
Date: 31.08.2020 Chairman,
Committee on International Taxation, ICAl
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Foreword to the Fourth Edition

Developments in the area of International taxation have considerably impacted the
multinationals as well as the tax authorities. The multinationals are gearing up for a tax regime
driven by an agenda to curb the Base Erosion and Profit Shifting (BEPS) while the tax
authorities in India are taking the lead in implementing tax measures that are now being
looked at by more developed countries.

Since the developments in International taxation have opened up a plethora of opportunities
for professionals, our members need to update the requisite skill sets professionally to help
the stakeholders in investing both domestically and internationally. The Institute of Chartered
Accountants of India (ICAI) through its Committee on International Taxation has been taking
various steps so as to enable our members to keep a tab with the emerging developments in
the area of international taxation for effective discharge of their responsibilities towards the
stakeholders.

| congratulate CA. Nihar N. Jambusaria, Chairman and CA. Pramod Jain, Vice-Chairman,
Committee on International Taxation of ICAIl for taking various initiatives in the field of
International Taxation for the benefit of members and other stakeholders at large. | appreciate
timely and regular updation of this background material which is an integral part of Diploma in
International Taxation being organised by the Committee.

| am sure that this revised publication would be of immense use to the participants of Diploma
Course. | wish the participants of the course a very delightful learning experience.

Best Wishes,
Place : New Delhi (CA. Prafulla P. Chhajed)
Date : November 15, 2019 President
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Preface to the Fourth Edition

In this dynamic world where there is constant free flow of cross border investments,
knowledge and human capital, international tax assumes an important role. Significant
changes in the law keep the regulators as well the assessees on their toes. Our members,
being tax professionals, too are required to keep themselves updated in the area. Thus,
training is imparted to them, on regular basis, through the Diploma in International taxation
organised by the Committee on International Taxation of ICAL.

In tandem with the updated knowledge being imparted through this Diploma course, the
Committee every year updates its background material. Once again efforts have been made
this year to revise the background material in a timely manner. Apart from the same the
Committee is also working on various new publications which will be released over the period
of time.

| am sincerely thankful to CA. Prafulla Premsukh Chhajed, President and CA. Atul Kumar
Gupta, Vice-President of the Institute of Chartered Accountants of India for being a guiding
force behind the activities being undertaken by the Committee.

| am appreciative of the efforts put in by CA. Pramod Jain, Vice-Chairman of the Committee
and also other Committee Council members, CA. Tarun Jamnadas Ghia, CA. Nandkishore
Chidamber Hegde, CA. Chandrashekhar Vasant Chitale, CA. Aniket Sunil Talati, CA.
Dayaniwas Sharma, CA. G Sekar, CA. Pramod Kumar Boob, CA. Satish Kumar Gupta, CA.
Hans Raj Chugh, Shri Sunil Kanoria, Shri Chandra Wadhwa, Dr. Ravi Gupta, co-opted
members CA. T.P. Ostwal, CA. Padam Khincha, CA. Ameya Kunte and CA. Yogesh Thar who
have contributed towards revision of this Background material.

| also appreciate the efforts of CA. Dhinal Shah supported by CA. Twinkle Shah and CA.
Karan Sukhramani who undertook the task of revising the background material pertaining to
International taxation. | am also thankful to CA. Arun Saripalli supported by CA. Sunny Kishore
Bilaney and CA. Leena Chhabria for their contribution towards the revision of background
material pertaining to Transfer Pricing .This joint effort has enabled the Committee to come
out with the revised version of the background material in a timely manner.

Last, but not the least, | appreciate the efforts made by CA. Mukta Kathuria Verma, Secretary,
Committee on International Taxation and her team for co-ordinating the project and for
rendering secretarial assistance.

| believe that this background material would be helpful to the members not only for their
examination but also in discharging their professional responsibilities.

Place: New Delhi CA. Nihar N. Jambusaria
Date: November 14, 2019 Chairman,
Committee on International Taxation, ICAI
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Foreword to the Second Edition

Globalisation has greatly impacted the economies of various Countries and their tax policies.
There is a huge flow of funds across the nations, which needs to be monitored from various
perspectives. Tax evasion is one of the important perspectives which required OECD on
request of G20 countries to work on implementation of Base Erosion and Profit Shifting
(BEPS) action plans.

Since there is difference in the tax rates across the countries BEPS was adopted by many
multinationals. India too witnessed huge inflow and outflow of funds through tax haven
countries like Mauritius. Sincere efforts are being made by the Government to plug all the
loopholes which lead to loss of revenue to the Indian exchequer. Negotiations to amend
DTAAs, implementation of GAAR and POEM, Cbc reporting are examples of some of the
steps being taken in this direction. Further, in order to tackle treaty abuse, India has recently
signed the multilateral Instrument (MLI). The MLI will be applicable alongside the existing tax
treaty with the required changes, without any further bilateral negotiation between the
countries concerned.

The ocean namely “International taxation” is much deeper than “domestic taxation”. Sailing
safely through it requires, will, knowledge, experience, and the ability to learn and keep
oneself updated. The Committee on International Taxation of ICAI under the able
chairmanship of CA. Sanjiv Kumar Chaudhary has been taking all efforts to educate the
members in the area of International taxation. Infact considering the need and importance of
International taxation in today’s time, the subject has also been included in the new curriculum
of Chartered Accountancy course.

| would like to express my whole hearted gratitude to CA. Sanjiv Kumar Chaudhary, Chairman
and CA. Nand Kishore Hegde, Vice-Chairman, Committee on International Taxation of ICAI for
taking various initiatives through the Committee to keep the members updated in the field of
International taxation. Revision of this publication is one of the important tasks accomplished
by the Committee.

| am sure that this revised publication would be of immense use to the registrants of Diploma
Course. | wish the registrants of the course all the very best for their future.

Best Wishes,

Place: New Delhi CA. Nilesh Shivji Vikamsey
Date : 20.07.2017 President, ICAI
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Preface to the Second Edition

Opening up of vast consumer base, economic potential and financial reforms has led to
increase in investment in almost every sector of the Indian economy. Today, India is preferred
over other developing countries for cross border investments. Increase in cross border trade
and rendering of services, has further lead to various taxation issues which are interesting and
also complex. Enormous increase in the digital transactions has further added to the
complexities involved in taxation thereof. For the Government to have its fair share of taxes
has become a challenge in itself. Successful implementation of BEPS Action plan is the only
probable solution to the issue.

For broad and consistent implementation of BEPS the Inclusive Framework was established in
June 2016. Nearly 100 countries and jurisdictions have become members since then. To cater
to issues of tax avoidance, various countries including India have commenced implementation
of some of the BEPS action plans. Further, to strengthen tax treaties the concept of
multilateral Instrument has been brought in. India too is committed to address the issues of tax
evasion and thus has signed this multilateral Instrument recently in June, 2017.

Since International Taxation has been assuming importance rapidly, gaining knowledge in this
area has become a necessity. This area of practice has great prospects in the today’s time
and also in the years to come. It has always been the endeavour of ICAI to provide necessary
support to its members to update themselves in such upcoming areas. Efforts are made
through various means like sending updates to members on regular basis, organising of
webcasts on recent issues in International Taxation, bringing out e-newsletter on quarterly
basis, bringing out new publications and revising the existing ones and so on.

One such effort in this direction is organisation of Post Qualification Diploma in International
Taxation on regular basis in all parts of the country by the Committee on International
Taxation. The Committee launched this course in the year 2016 and has received
overwhelming response from the members. With this course the Committee endeavours to
strengthen the knowledge base of the members who practice in the area of International
taxation as well as members who aspire to do so.

| am thankful to CA. Nilesh Shivji Vikamsey, President and CA. Naveen N D Gupta, Vice-
President for being the motivational force behind the efforts being taken by the Committee.

The Study material for the course, developed by over 40 experts, has also been appreciated.
Since taxation is a dynamic area, every year up-dation of the study material becomes a
necessity. Thus, the Committee has come out with the revised second edition of the study
material. The recent developments in the area have been taken care of.

| place on record my sincere thanks to the Vice Chairman, CA. N.C.Hegde who not only
undertook revision of the publication but has actively supported all endeavors of the



Committee. | am also thankful to all the Committee members for sharing their experience and
knowledge for creating awareness about the subject of International Taxation.

It is indeed a pleasure to convey my gratitude to CA. N. C. Hegde supported by CA. Mallika
Apte, CA. Paras Modi, CA. Richa Gandhi, CA. Jhankana Thakkar and CA. Miloni Mehta; CA.
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Foreword to the First Edition
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Module A
An Overview of Transfer Pricing

The taxation of Multinational Enterprises (MNEs) is determined on the basis of domestic
taxation law of the country where income arises, accrues or is deemed to arise or accrues or
is received or is deemed to be received. This jurisdiction of taxation is subjected to tax treaty
which the country of source may be having with the country of residence of the enterprise of
the MNE involved. The tax treaties are, normally, negotiated on the basis of models developed
by the Organisation for Economic Cooperation and Development (OECD) and the United
Nations (UN). While applying the principles of taxation to the MNCs, one of the most difficult
issues that arises is the establishment for tax purposes of appropriate transfer prices. To
assist the taxpayers as well as tax administration the OECD has come out with Transfer
Pricing Guidelines for Multinational Enterprises and Tax Administrations (referred to as the
“OECD TP Guidelines” or the “TP Guidelines” or the “Guidelines”). The United Nations (UN)
has also come out with Guidelines, which with some significant differences, are in line with the
OECD Guidelines. According to these guidelines, “Transfer prices” are the prices at which an
enterprise transfers physical goods and intangible property or provides services to associated
enterprises. Transfer Pricing is the process of fixing the transfer price. Two enterprises are
“‘associated enterprises” if one of the enterprises participates directly or indirectly in the
management, control or capital of the other or if both enterprises are under common control.
Since international transfer pricing involves more than one tax jurisdiction, any adjustment to
the transfer price in one jurisdiction requires a corresponding adjustment in the other
jurisdiction. If a corresponding adjustment is not made, economic double taxation will result.

The increase in global trade and foreign direct investment has seen a sharp rise in companies
operating across national borders. In the present age of commercial globalisation, it is a
universal phenomenon that MNEs have branches/subsidiaries/ operating in more than one
country. In such a situation, it is a common event for MNEs to transfer goods produced by a
subsidiary / branch in one tax jurisdiction to a subsidiary / branch operating in another tax
jurisdiction. While doing so, the MNEs concerned have in mind the goal of minimizing tax
burden and maximizing profits but the two tax jurisdictions/countries have also the
consideration of maximizing their revenue while making laws that govern such transactions. It
is an internationally accepted practice that such ‘transfer pricing’ should be governed by the
Arm’s Length Principle and the transfer price should be the price applicable in case of a
transaction at arm’s length. In other words, the transaction between associated enterprises
should be priced in the same way as a transaction between independent enterprises. Today,
transfer pricing is one of the most important issues faced by MNEs as one of the guiding
principles to maximise the group profits is to have the most efficient tax structure, whereby
maximum profits are in the country with lowest tax regime, unless there are other group
considerations. On the other hand, the tax authorities implement transfer pricing regulations
and strengthen the enforcement in order to prevent loss of revenue for each regime where
these companies are incorporated and/or operating. The net result of this dichotomy is that
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transfer pricing has become a major tax issue for the companies.

Arguably, significant volume of global trade nowadays consists of cross-border transfer of
goods and services, capital and intangibles (such as intellectual property) within an MNE
group; such transfers are called ‘intra-group transactions’. Of these, transactions involving
intangibles and multi-tier services constitute a rapidly growing proportion of an MNE’s
commercial transactions and have greatly increased the complexities involved in analysing
and understanding such transactions. Transfer pricing relates to the pricing arrangements
between the business entities of a MNE for such inter-company transaction.

The structure of transactions within an MNE group is determined by a combination of the
market and group driven forces which can differ from the open market conditions operating
between independent entities. A large and growing number of international transactions are
therefore no longer governed entirely by market forces, but driven by the common interests of
the entities of a group. The common interests are both fiscal and non-fiscal in nature. Fiscal
interest consists of minimising taxes — both direct and indirect taxes. Since, transfer prices
serve to determine the income of both parties involved in cross-border transactions, MNE try
to use tax benefits, such as a tax loss in a jurisdiction of operation. This may be either a
current year loss or a loss that has been carried forward from a prior year by an associated
enterprise. In some cases, an MNE may wish to take advantage of an associated enterprise’s
tax losses before they expire, in situations where losses can only be carried forward for a
certain number of years. Even if there are no restrictions on carrying forward tax losses by an
associated company, the MNE has an incentive to use the losses as quickly as possible. In
other words, profits may sometimes be shifted to certain countries in order to obtain specific
tax benefits.

1. What is Transfer Pricing?

Transfer pricing as a concept traditionally began with the amount charged by one segment of
an enterprise for a product or service that it supplied to another segment of the same
enterprise. With the evolution of MNE concept, segments of the enterprise started spreading
as independent entities operating in various parts of the globe. Accordingly, the term has
evolved to mean price which is charged between two or more entities of an MNE [associated
enterprises (AEs)] operating in different countries.

For example, common business transactions between the AEs are in the nature of purchase
and sale of assets, raw materials, finished goods and provision of services. Due to the lack of
a natural conflict between the parties involved in commercial transactions in a group scenario,
most MNEs, given their wide geographical presence, have a possibility to use their position to
arrange business transaction to favourably exploit tax positions. By structuring transactions in
a way which is most beneficial to the MNE from a tax perspective, a MNE is able to actively
influence the tax burden.

This, the tax administrators believe is unjust. Thus, to protect each country’s fair share in an
MNE’s total profit, the tax authorities have established principles under which it can be
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assumed that related parties deal with each other as if they were independent; and, this
principle is called the arm’s length principle. So, it is essential to understand that the only
external party which is interested in the intra group allocation of income of MNE are the tax
authorities. So, everything which is done in transfer pricing is eventually very likely assessed
by a tax authority in one of the countries involved and, therefore, requires careful work and
careful scrutiny before it is implemented.

2. Historical background
2.1 Global scenario

The transfer pricing was initiated in the United States with introduction of Section 262 of the
Revenue Act,1921 wherein consolidated return reflecting the true tax liability were permitted to
be prepared by the Commissioner on behalf of controlled entities. These powers were further
enhanced by Section 45 of the Revenue Act,1928 which empowered the Commissioner to see
that there would be no tax evasion in a related party scenario. In 1968, the US Treasury
Department issued transfer pricing regulations under Section 482 of the Revenue Act,1921
which replaced all earlier regulations.

With the increase in number of MNEs across the globe, coupled with the multi- fold increase in
the cross-border transactions (among MNEs), the Working Party No. 6 formed under the
Committee on Fiscal Affairs of the OECD came out with a report titled “Transfer Pricing and
Multinational Enterprises” in 1979. Addendum to the 1979 report was introduced in 1984
wherein the OECD included mutual agreement procedure, transfer pricing in the banking
sector and central cost allocation.

For about one decade, the OECD reports resulted in a common approach to transfer pricing
principles and methods. With the amendment in US Treasury transfer pricing regulations, the
OECD felt the need to update the reports to reflect the developments in international trade.
Hence, the Working Party No. 6 came out with revised guidelines in July 1995. These
guidelines were further revised in 2010 known as OECD Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administration (OECD TP Guidelines).

Being concerned with the abilities of MNEs to manipulate taxes in their jurisdictions of
incorporation or operation, thereby eroding the tax bases of those jurisdictions, the G20
countries mandated OECD to come out with recommendations to prevent base erosion and
profit shifting (‘BEPS’). The OECD released the final BEPS package giving its
recommendation in the form of 15 Action Points. Subsequently, on 10 July, 2017 the OECD
released the 2017 edition of the TP Guidelines, which essentially integrates the guidance set
out in Action 8 to 10, and Action 13 of the OECD’s BEPS initiative. Further, revised TP
Guidelines were released on January 20, 2022 that includes the revised guidance on the
application of the transactional profit method and the guidance for tax administrations on the
application of the approach to hard-to-value intangibles agreed in 2018, as well as the new
transfer pricing guidance on financial transactions approved in 2020.
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The OECD is working on reaching a globally acceptable approach to tax income from digital
transactions. The result of the deliberations is Two Pillar approach, which is being finalised.
Pillar One would provide taxing rights to market jurisdiction on part of the residual profits
earned by MNE groups with an annual turnover exceeding Euro20 billion and 10 percent
profitability. Pillar Two requires MNE groups with an annual global turnover exceeding Euro
750 million to pay at least 15 percent tax. To what extent and in what form the arm’s length
principle would be incorporated in the scheme of the Two Pillar approach would have to be
watched.!

2.2 Indian scenario

Post globalization, in 1991, the enhanced presence of MNEs in India and their ability to
allocate profits in different jurisdictions by controlling prices in intra-group transactions, made
the issue of transfer pricing a matter of serious concern for the Indian policy makers. Just like
their global counterparts, the Indian tax authorities presumed the ability / intention of the
MNEs to resort to transfer pricing as a tool to shift profits and thereby erode the Indian tax
base. This presumption ultimately led to the evolution of the transfer pricing regulations in
India.

2.2.1 Pre 2001 scenario

Prior to the introduction of comprehensive transfer pricing regulations by the Finance Act,
2001, certain basic provisions existed under the income-tax and the customs and excise
legislation. While provisions like erstwhile Section 92 of the Income Tax Act, 1961 (“the Act’)
and Rule 10 of the Income Tax Rules, 1962 (“the Rules”) did exist in law (which empowered
Assessing Officers to examine inter-company transactions of MNE groups), however, given
their restricted scope / methodology, it was felt over a period of time that the same were not
sufficient enough to prevent the erosion of the Indian tax base on account of inter-company
transactions undertaken by MNE members. There was no detailed statute on transfer pricing.

In Mazagaon Dock Ltd v. CITZ transaction between group companies was considered by the
Supreme Court with reference to Section 42 of the Indian Income-tax Act, 1922. The question
before the Supreme Court was whether the transaction was covered within the scope set out
under section 42(2) of the Indian Income-tax Act, 19223, It was observed that section 42 (2) of
the Indian Income-tax Act,1922 states that it is not the question of the non-residents carrying

! This position is as on September 13, 2022

211958] 34 ITR 368 (SC)

3 section 42 (2): "Where a person not resident or not ordinarily resident in the taxable territories carries on
business with a person resident in the taxable territories, and it appears to the Income-tax Officer that owing to the
close connection between such persons the course of business is so arranged that the business done by the
resident person with the person not resident or not ordinarily resident produces to the resident either no profits or
less than the ordinary profits which might be expected to arise in that business, the profits derived therefrom, or
which may reasonably be deemed to have been derived therefrom, shall be chargeable to income- tax in the name
of the resident person who shall be deemed to be, for all the purposes of this Act, the assessee in respect of such
income- tax."
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on business in the abstract but of their carrying on business with the resident. The
arrangement has to be looked into and decided on the taxability.

The Apex court rejected the contentions of the Indian company and held that profits, if any
foregone, must be taxed. The court expressed the view that the fact, that the dealings were
such as to yield no profit, was immaterial.

Section 42(2) in the Indian Income-tax Act, 1922 dealt, inter alia, with transactions between a
resident and non-resident. On the enactment of the Income-tax Act, 1961 (the Act), the
provisions of section 42(2) of the Indian Income-tax Act, 1922 were incorporated in this Act in
the form of section 92 of the Act with minor changes to bring out the purport of the section
more clearly. Section 92 of the Act was backed by Rule 10 and 11 of the Rules.

For invoking Section 92 of the Act4, certain requisite conditions had to exist. These were:
(i)  The business was transacted between a resident and a non-resident.
(i) There was a close connection between the two.

(i) On that account, the course of business was so arranged that the business produces
either no profit or less than normal profit to the resident.

If the conditions at (i) to (iii) were found to exist, the Assessing Officer under the Act was
empowered:

o to determine the amount of profits, which may reasonably be deemed to have been
derived from such business; and

. to include such amount in the total income of the resident.

Rules 10 and 11 of the Rules, provided the methodology for working out the normal profit to
be included in the income of the resident assessee in the circumstances mentioned above.
The normal profit could be calculated:

(i)  at such percentage of the turnover so accruing or arising as the Assessing Officer may
consider to be reasonable, or

(i)~ on any amount which bears the same proportion to the total profits and gains of the
business of such person, as the receipts so accruing or arising bear to the total receipts
of the business, or

(i) in such other manner as the Assessing Officer may deem suitable.

Section 92 of the Act as it existed prior to its amendment, was not sufficient to deal with
complex cases of transfer pricing. Its primary shortcomings were:

. The section applied only to ‘businesses’ between a resident and a non-resident. Since
business demands a continuity of relationship, isolated transactions were outside its

4 section 92: "where a business is carried on between a resident and a non-resident and it appears to the
Assessing Officer that, owing to the closed connection between them, the course of business is so arranged that
the business transacted between them produces to the resident either no profits or less than the ordinary profits
which might be expected to arise in that business, the Assessing Officer shall determine the amount of profits
which may reasonably be deemed to have been derived therefrom and include such amount in the total income of
the resident."
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purview.

° The section was not wide enough in its scope to cover cases of transfer of services or
intangibles.

. The section was not applicable in the case where a non-resident enters into a
transaction with another non-resident. Therefore, business transactions between a
permanent establishment of a non-resident company and a non-resident were not
covered.

° The section provided for adjustment of profits instead of adjustment of prices and the
rules prescribed for estimating profits were not scientific.

° The concept of ‘close connection’ was not defined, leading to arbitrariness in applying
the said provisions.

o No detailed rules for necessary documentation were prescribed to defend actions by the
Revenue authorities.

The government decided to look into the possibility of a separate legislation for transfer pricing
policy framework not effectively dealt with by then existing provisions. In view of the above,
the Central Board of Direct Taxes (CBDT) set up an Expert Group on Transfer Pricing in
November, 1999 to determine whether any amendments were necessary in the Act and if so,
to suggest a regulatory framework for the same.

The Group submitted its report in January, 2001 to the CBDT. The Ministry of Finance after
considering the report introduced exhaustive legislative framework to deal with transfer pricing
issues vide the Finance Act, 2001.

2.2.2 Post 2001 scenario

Finance Act, 2001 introduced Transfer Pricing Regulations for curbing tax avoidance and
manipulation of intra-group transactions by abusing transfer pricing. Specifically, the
memorandum to the Finance Act, 2001 stated that:

“The increasing participation of multinational groups in economic activities in the country has
given rise to new and complex issues emerging from transactions entered into between two or
more enterprises belonging to the same multinational group. The profits derived by such
enterprises carrying on business in India can be controlled by the multinational group, by
manipulating the prices charged and paid in such intra-group transactions, thereby, leading to
erosion of tax revenues. With a view to provide a statutory framework which can lead to
computation of reasonable, fair and equitable profits and tax in India, in the case of
such multinational enterprises, new provisions are proposed to be introduced in the
Income Tax Act.” (Emphasis provided)

Section 92 in the Act was substituted by eight sections in the Act numbered 92, 92A, 92B,
92C, 92CA, 92D, 92E and 92F dealing with various aspects concerning transfer pricing. The
contents of these provisions concerning transfer pricing were explained in the Explanatory
Memorandum to the Finance Act, 2001. Essentially, these are intended to ‘curb tax avoidance
by abuse of transfer pricing’. The provisions were later explained in a greater detail in Circular
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No. 14 dated 20 November, 2001 which provides a clear and detailed idea about the objective
of the Revenue underlying the new provisions and their implementation, the relevant portion
from this circular are discussed in this chapter wherever required. These regulations have
been amended from time-to-time. Summary of such amendments is provided in Appendix.

The Indian Legislation is not entirely aligned to the OECD transfer pricing guidelines. Since
India is not a member of the OECD, it is not mandatory to follow OECD model tax code.
However, OECD guidelines have been relied upon by the Indian Tax Tribunals / Courts while
dealing with the TP cases. In a recent decision in the case of Engineering Analysis Centre of
Excellence Private Limited® the Supreme Court of India reiterated the importance of
Commentary to the OECD Model Tax Convention.

3. International Transaction

Section 92 of the Act deals with any income or expense arising from an “International
Transaction”. In order to understand the definition of “International Transaction”, it is essential
to understand the definition of “Transaction”.

Clause (v) of Sections 92Fof the Act defines a transaction as:
“Transaction” includes an arrangement, understanding or action in concert,—
(A)  whether or not such arrangement, understanding or action is formal or in writing; or

(B)  whether or not such arrangement, understanding or action is intended to be enforceable
by legal proceeding.

Section 92F of the Act provides an inclusive definition of the term “transaction”. Based on the
reading of the section, it is evident that it is not necessary that for a transaction undertaken
between two enterprises there needs to be a formal written agreement between them. It is
only relevant whether a transaction has been entered into in substance. The section also
negates the requirement as to the legal enforceability of agreement or understanding.

As per section 92B of the Act, the term international transaction refers to a transaction
between two or more AEs, either or both of whom are non-residents, which is in nature of:

° Purchase, sale, transfer, use or lease of tangible or intangible property, or
. Provision of services, or
. Lending, borrowing or guarantee money, or

. Business restructuring or reorganisation irrespective of the fact that it has bearing on
the profit, income, losses or assets, or

. Any other transactions having a bearing on the profits, income, losses or assets of such
enterprises.

5> Engineering Analysis Centre of Excellence Private Limited Vs CIT, Civil Appeal Nos. [TS-106-
SC-2021]
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It also includes a mutual agreement or arrangement between two or more AEs for:
. Allocation or appointment of, or

° Any contribution to any cost or expense incurred or to be incurred in connection with a
benefit, service or facility provided or to be provided to one or more of such enterprises.

Further, a transaction entered into by an enterprise with a person other than an associated
enterprise shall be deemed to be a transaction entered into between two AEs, if:

. there exists a prior agreement in relation to the relevant transaction between such other
person and the AE; or

. the terms of the relevant transaction are determined in substance between such other
person and the AE.

where the enterprise or the associated enterprise or both of them are non-residents
irrespective of whether such other person is a non-resident or not.

The definition of the term ‘international transaction’ also includes several other items including
tangible / intangible property.

4. Specified domestic transactions

As per section 92BA of the Act “Specified domestic transaction” in case of an assessee means
any of the following transactions, not being an international transaction, namely®:

. any transaction referred to in section 80A of the Act, or

. any transfer of goods or services referred to in sub-section (8) of section 80-IA of the
Act,

. any business transacted between the assessee and other person as referred to in sub-
section (10) of section 80-IA of the Act,

. any transaction, referred to in any other section under Chapter VI-A or section 10AA of
the Act, to which provisions of sub-section (8) or sub-section (10) of section 80-IA of the
Act are applicable,

. any business transacted between the persons referred to in sub-section (6) of section
115BAB, or

. any other transaction as may be prescribed,

and where the aggregate of such transactions entered into by the assessee in the previous
year exceeds a sum of twenty crore® rupees.

6 Finance Act 2017, omitted “any expenditure in respect of which payment has been made or is to be made to a person
referred to in clause (b) of sub-section (2) of Section 40A” with effect from 1 April, 2017
"Ins. by the Act No. 46 of 2019, w.e.f. 1-4-2020.

8 Substituted for ‘Five crores’ by the Finance Act, 2015 with effect from 1 April 2016
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5. Associated Enterprise

As per Section 92A(1) of the Act, associated enterprise refers to an enterprise which
participates directly or indirectly or through one or more intermediaries in :

° Management of the other enterprise
. Control of the other enterprise
° Capital of the other enterprise

Section 92A(1) of the Act lays down a broad guidance as to when two or more entities can be
associated. Section 92A(2) of the Act provides a list of situation during which AE relationship
is deemed to be established:

° Enterprise ownership - one enterprise holds, directly or indirectly, shares carrying not
less than twenty-six per cent of the voting power in the other enterprise.

o Voting power - any person or enterprise holds, directly or indirectly, shares carrying not
less than twenty-six per cent of the voting power in each of such enterprises.

° Lender - a loan advanced by one enterprise to the other enterprise constitutes not less
than fifty-one per cent of the book value of the total assets of the other enterprise.

. Guarantor - one enterprise guarantees not less than ten per cent of the total borrowings
of the other enterprise.

. Appointment of Board - more than half of the board of directors or members of the
governing board, or one or more executive directors or executive members of the
governing board of one enterprise, are appointed by the other enterprise.

o Appointment of Board - more than half of the directors or members of the governing
board, or one or more of the executive directors or members of the governing board, of
each of the two enterprises are appointed by the same person or persons.

. Dependence on intangibles - the manufacture or processing of goods or articles or
business carried out by one enterprise is wholly dependent on the use of know-how,
patents, copyrights, trade-marks, licences, franchises or any other business or
commercial rights of similar nature, or any data, documentation, drawing or specification
relating to any patent, invention, model, design, secret formula or process, of which the
other enterprise is the owner or in respect of which the other enterprise has exclusive
rights

. Dependence on supply in manufacturing process - ninety per cent or more of the raw
materials and consumables required for the manufacture or processing of goods or
articles carried out by one enterprise, are supplied by the other enterprise, or by
persons specified by the other enterprise, and the prices and other conditions relating to
the supply are influenced by such other enterprise.

. Dependence on sale in manufacturing process - the goods or articles manufactured or
processed by one enterprise, are sold to the other enterprise or to persons specified by
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the other enterprise, and the prices and other conditions relating thereto are influenced
by such other enterprise.

. Individual control - where one enterprise is controlled by an individual, the other
enterprise is also controlled by such individual or his relative or jointly by such individual
and relative of such individual.

° Control by Hindu Undivided Family - where one enterprise is controlled by a Hindu
undivided family, the other enterprise is controlled by a member of such Hindu
undivided family or by a relative of a member of such Hindu undivided family or jointly
by such member and his relative

° Holding in a firm, Association of Persons or Body of Individuals - where one enterprise
is a firm, association of persons or body of individuals, the other enterprise holds not
less than ten per cent interest in such firm, association of persons or body of
individuals.

° Mutual interest relationship - there exists between the two enterprises, any relationship
of mutual interest, as may be prescribed.

Example:

ABC Inc USA (“ABC US”) holds shares carrying more than 26 percent of the voting power in
ABC Singapore (ABC SG). XYZ USA, another AE of ABC US, holds 80 percent interest in —
PQR & Co. a private company which is based out of India. Remaining 20 percent interest in
PQR & Co. is held by another AE of ABC US, XYZ Singapore.

While PQR & Co. may be regarded as AE of its parent XYZ USA, ABC US may be regarded
as AE of its subsidiary ABC SG by virtue of section 92A(2)(a) of the Act.

In this case, ABC US holds directly or indirectly more than 26% of voting power in both PQR &
Co. Ltd. and ABC SG hence both these companies will be considered as AE by virtue of
section 92A(2)(b) of the Act.

Relevant judgements:
e Veer Gems (TS-2-SC-2018-TP)

The Supreme Court (SC) dismissed Revenue’s Special Leave Petition (‘SLP’) challenging
Guijarat High court ("HC’) order holding that assessee and its supplier of rough diamonds viz.
Blue Gems BVBA (Belgian entity) were not associated enterprises for AY 2008-09. TPO had
treated assessee and Blue Gems as AE on the ground that both the entities were controlled
by same family of four brothers and their close relatives. HC had held that clause (i) of Sec
92A(2) was not applicable as Blue Gems neither manufactures nor processes any articles. HC
had also ruled out application of clause (j) which triggers when enterprise is controlled by an
individual, noting that both assessee and Blue Gems were partnership firms. Further HC had
also rejected applicability of clause (1) as the condition for the other enterprise to hold not less
than 10% interest in partnership firm was not fulfilled in assessee’s case. Thus, HC had
concluded that “The Tribunal in our opinion therefore committed no error in holding that the
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assessee and M/s. Blue Gems not being associate enterprises, the question of applying
transfer pricing formula would not arise”. Dismissing the SLP, SC also stated that "Pending
application(s), if any, shall stand disposed of".

6. Arm’s length Principle - Article 9 of OECD/UN TP Model

The arm’s length principle is the fundamental principle for determining transfer prices. Article 9
of the OECD Model Convention provides that -

1. Where

(a) an enterprise of a Contracting State participates directly or indirectly in the
management, control or capital of an enterprise of the other Contracting State, or

(b)  the same persons participate directly or indirectly in the management, control or capital
of an enterprise of a Contracting State and an enterprise of the other Contracting State,

and in either case conditions are made or imposed between the two enterprises in their
commercial or financial relations which differ from those which would be made between
independent enterprises, then any profits which would, but for those conditions, have accrued
to one of the enterprises, but, by reason of those conditions, have not so accrued, may be
included in the profits of that enterprise and taxed accordingly.

The above clarifies the arm’s length principle. It basically, stipulates that related parties have
to deal with each other in commercial transactions as if they were unrelated. Commercial
transactions in this context can be any commercial transaction that can be conducted between
related parties - so the supply of goods, supply of services, treasury transactions i.e. loans,
guarantee fees, intra group transfer of shares can be subject to the arm’s length principle; cost
contribution arrangements, business restructurings, royalty transactions, sale of assets etc.
can be subject to the arm’s length principle and basically in all these cases related parties
have to deal with each other as if they were unrelated.

The Arm's Length Principle applies also to the attribution of profits to permanent
establishments that is now explicitly stipulated in Article 7 of OECD Model Convention. So the
recent change of the model tax treaty includes the application of Arm's Length Principle
explicitly, in the old language of the Article 7 which is included in most of the double tax
avoidance treaties concluded between countries this explicit reference is not included, but in
the revised commentary to the old Article 7 from 2008, the principles of the application of the
Arm's Length Principle to the attribution of profit to Permanent Establishment (PE), is also
included.

Hence, for transactions between related parties i.e. operations and for the attribution of profits
to PE, the same principles apply. The Arm’s Length Principle is also included in many tax laws
around the world. Basically, the definitions included in these provisions are in line with Article
9 of OECD Model Convention.

Arm's Length Principle is about simulating third party behaviour and hence what third parties
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would have done or an appropriate allocation key of income between countries is a more
practical view which many tax authorities also take. Hence, in the transfer pricing regime, all
questions around substantiating arm’s length behaviour between the related parties of an
MNE group are dealt with and to substantiate this arm'’s length behaviour, the tax authorities in
many countries have included provisions in their tax laws that require taxpayers to prepare
comprehensive transfer pricing documentation either contemporaneously or on request.
Contemporaneously, basically, means that transfer pricing documentation has to be prepared
by a specified date, which is one month prior to the due date of filing tax return. In some
countries, it has to be submitted to the tax authorities at a certain date. In other countries, the
documentation has to be presented to the tax authorities within specified timeframe.

7. Methods of Transfer pricing

As per Section 92C(1) of the Act, the arm’s length price in relation to an international
transaction (or specified domestic transaction) shall be determined by any of the following
methods, having regard to the nature of transaction or class of transaction or class of
associated persons or functions performed by such persons or such other relevant factors as
the Board may prescribe, namely:

a)  Comparable uncontrolled price method (‘CUP’)
b)  Resale price method (‘RPM’)

c)  Cost plus method (‘CPM’)

) Profit split method (‘PSM’)

) Transactional net margin method (‘'TNMM’)

o

e
f) Any other method as provided in Rule 10AB.

As per the provisions of the Act, the ALP in relation to an international transaction shall be
determined by any one of the abovementioned methods (being the most appropriate method).
The Indian transfer pricing regulations follow the principle of most appropriate method and
does not recommend any hierarchy of method to be used.

8. Documentation

8.1. Transfer Pricing Documentation for international / specified domestic
transactions undertaken during the year

As per Section 92D(1) of the Act, every person who has entered into an international
transaction or SDT is required to keep and maintain the prescribed information and
documentation. Such information and documentation need not be maintained in cases where
the aggregate book value of international transactions entered into by the taxpayer does not
exceed INR one crore. However, in such cases, the taxpayer would need to substantiate, on
the basis of material available with him, that income arising from international transactions
entered into by him has been computed in accordance with the arm’s length principle.
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Transfer pricing documentation is especially important in justifying the arm’s length nature of
the international / specified domestic transactions. The documentation is required to be robust
and should typically include nature of business, activities performed and Functions, Assets
and Risk (FAR) analysis for performing such activities. Further, it should also contain an
economic analysis of similar or same type of companies operating in the market for which the
documentation is being prepared.

In addition to the accounts/documents to be maintained in normal course of business, Rule
10D of the Rules specifies the following documents to be maintained by every person who has
entered into an international transaction / SDT to establish arm’s length nature of transactions.

a)

b)

A description of the ownership structure of the taxpayer with details of shares or other
ownership interest held therein by other enterprises.

A profile of multinational group of which the taxpayer is a part along with the name,
address, legal status and country of tax residence of each of the enterprises comprised
in the group with whom international transactions / SDT are carried out and the
ownership links.

A brief description of the business and the industry in which the taxpayer operates, and
of the business of the AEs with whom international transactions / SDT have taken
place.

The nature and terms (including prices) of all the international transactions / SDT with
the AEs, as to the property transferred or services performed and the quantum and
value of each such transaction or class of such transaction.

A description of the functions performed, risks assumed and assets employed or to be
employed by the taxpayer and by the AEs involved in the international transaction /
SDT.

Economic and market analysis, forecasts, budget or any other financial estimates for
the business as a whole and for each of the division or product separately which may
have a bearing on the international transactions / SDT entered into by the taxpayer.

A record of uncontrolled transactions to analyse the comparability with the international
transactions / SDT entered into, by the taxpayer, as to the nature of transaction, terms
and conditions, value and other relevant factors for comparison.

A record of analysis performed to evaluate comparability of uncontrolled transactions
with the relevant international transaction / SDT.

Description of the methods considered to determine the arm’s length principle in relation
to each of the international transactions/ SDT or class of transactions, the method
selected as most appropriate method (‘MAM’), why it is most appropriate and how such
method was applied in each case.

A record of actual working carried out for the comparability analysis, its financial
information and its applicability to the international transaction by the taxpayer for
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controlled transactions, any adjustments made to the comparable data and the like,
should be available.

k)  Assumptions, policies and price negotiations, if any, which have critically affected the
determination of the arm’s length price.

l) Details of the adjustments, if any, made to transfer prices to align them with arm's
length prices determined under these rules and consequent adjustment made to the
total income for tax purposes;

m)  Invoices, debit notes and other related documents in defence of the arm’s length price.
n)  Contracts/Agreements with AEs.

0)  Any other information, data or document, including information or data relating to the
AE, which may be relevant for determination of the arm’s length price.

Section 92D of the Act mandates a taxpayer to maintain specified transfer pricing
documentation and information, on a contemporaneous basis. It includes economic analysis
which is a critical part of the documentation that forms the basis to conclude that the
international transactions with its overseas affiliates are at arm’s length.

Also, proviso to Rule 10D(4) of the Rules states:

“Provided that where an international transaction or a specified domestic transaction
continues to have effect over more than one previous year, fresh documentation need
not be maintained separately in respect of each previous year, unless there is any
significant change in the nature or terms of the international transaction or the specified
domestic transaction, as the case may be, in the assumptions made, or in any other
factor which could influence the transfer price, and in the case of such significant
change, fresh documentation as may be necessary under sub-rules (1), (2) and (2A)
shall be maintained bringing out the impact of the change on the pricing of the
international transaction or the specified domestic transaction”.

The above rule clearly stipulates that so long as there is no significant change in the
nature/terms of international transactions, there is no requirement for creating fresh set of
documentation for the subsequent year. However, it becomes imperative for the taxpayer to
update the documentation and information so that true and accurate business reality of the
taxpayer is reflected in the documentation, including the future business plans, strategies and
market positioning.

In cases wherein an international transaction continues to have effect over more than one
financial year, fresh documentation need not be maintained separately in respect of each
financial year (unless there is any significant change in the nature or terms of the international
transaction, in the assumptions made, or in any other factor which could influence the transfer
price).

However, there have been cases under Indian transfer pricing regulations that although
transfer price for an international transaction have been accepted in one tax year, the same
has been rejected in the next year without there being any change in the commercials of the
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transaction. Accordingly, a taxpayer is forced to test its transfer price on a year-on-year basis.

Though the regulations recommend contemporaneous maintenance of documentation, it is
also . The specified information and documents are required to be maintained for a period
of eight years from the end of the relevant assessment year.

8.2 Master File

As mentioned earlier, the OECD released the final BEPS package giving its recommendation
on 15 Action Plans (AP) one of which being Action 13. Pursuant to these two changes were
made with respect to maintenance of master file and CbCR in certain cases.

The Finance Act 2016, in line with recommendations of the BEPS Action 13 amended section
92D and inserted section 286 of the Act to provide for a three-tiered documentation structure.

The MF provisions are (provided under Section 92D of the Act read with Rule 10DA of the
Rules) which is in accordance with AP13 of the BEPS Action Plan issued by the OECD, the
MF shall provide an overview of the MNE group business, its overall TP policies, and its global
allocation of income and economic activity in order to place the MNE group’s TP practices in
their global economic, legal, financial and tax context. The MF shall contain information which
need not be restricted to the transaction undertaken by a particular constituent entity situated
in a particular country. In that aspect, information in the MF would be more comprehensive
than typical current documentation standards.

As per the provisions of the Act and Rules, entities that are constituents of an international
group, shall also be required to maintain such information and documents as prescribed in
Rule 10DA (i.e. Master File) in addition to the information prescribed in Rule 10D of the Rules.

The Rules prescribe a separate statutory form i.e. Form 3CEAA to provide the information
prescribed in Rule 10DA of the Rules. The form has been divided into two parts:

. Part A —to be filed by every person, being a constituent entity of an international group
- consists of name, address, the tax identification number (i.e., referred to as permanent
account number or PAN) of the constituent entity resident in India, name and address of
the international group, accounting year for which the report is being submitted, number
of constituent entities of the international group operating in India along with its name,
address and PAN.

o Part B - to be filed if the following two conditions are satisfied - consists of the contents
as prescribed under the AP13 report and a few additional information:

1. The consolidated revenue of the international group, of which such taxpayer is a
constituent entity, as reflected in the consolidated financial statement of the
international group for the relevant accounting year, exceeds INR 500 crores

2. Either of the below transactional thresholds is achieved for the relevant accounting
year:

- The aggregate value of international transactions as per the books of accounts
maintained by the taxpayer exceeds INR 50 crores; or
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- The aggregate value of international transaction in respect of purchase, sale,
transfer, lease or use of intangible property as per the books of accounts
maintained by the taxpayer exceeds INR 10 crores.

The list of information and documents to be maintained are as under:
a.  alist of all entities of the international group along with their addresses;

b.  achart depicting the legal status of the constituent entity and ownership structure of the
entire international group;

c. a description of the business of international group during the accounting year
including,—

l. the nature of the business or businesses;
Il.  theimportant drivers of profits of such business or businesses;

Il a description of the supply chain for the five largest products or services of the
international group in terms of revenue and any other products including services
amounting to more than five per cent of consolidated group revenue;

IV. a list and brief description of important service arrangements made among
members of the international group, other than those for research and
development services;

V. a description of the capabilities of the main service providers within the
international group;

VI.  details about the transfer pricing policies for allocating service costs and
determining prices to be paid for intra-group services;

VII. a list and description of the major geographical markets for the products and
services offered by the international group;

VIII. a description of the functions performed, assets employed and risks assumed by
the constituent entities of the international group that contribute at least ten per
cent of the revenues or assets or profits of such group; and

IX.  a description of the important business restructuring transactions, acquisitions
and divestments;

d.  a description of the overall strategy of the international group for the development,
ownership and exploitation of intangible property, including location of principal
research and development facilities and their management;

e. alist of all entities of the international group engaged in development and management
of intangible property along with their addresses

f. a list of all the important intangible property or groups of intangible property owned by
the international group along with the names and addresses of the group entities that
legally own such intangible property;
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g. a list and brief description of important agreements among members of the international
group related to intangible property, including cost contribution arrangements, principal
research service agreements and license agreements;

h. a detailed description of the transfer pricing policies of the international group related to
research and development and intangible property;

i. a description of important transfers of interest in intangible property, if any, among
entities of the international group, including the name and address of the selling and
buying entities and the compensation paid for such transfers;

- a detailed description of the financing arrangements of the international group, including
the names and addresses of the top ten unrelated lenders;

k. a list of group entities that provide central financing functions, including their place of
operation and of effective management;

a detailed description of the transfer pricing policies of the international group related to
financing arrangements among group entities; a copy of the annual consolidated
financial statement of the international group; and

m. a list and brief description of the existing unilateral advance pricing agreements and
other tax rulings in respect of the international group for allocation of income among
countries.

The report of the information in Form No. 3CEAA shall be furnished to the Joint Director? of
Income-tax as may be designated by the Director General of Income-tax (Risk Assessment)
on or before the due date for furnishing the return of income as specified in sub-section (1) of
section 139 of the Act.

9. Report from an accountant

Every person who has entered into an international transaction shall obtain a report from an
independent practicing Chartered Accountant. This Report (Form No. 3CEB) is required to be
furnished to the Income Tax department on or before the specified due date in the prescribed
form duly signed and verified. As per clause (iv) of Section 92Fof the Act, specified date
means the date one month prior to the due date for furnishing the return of income under sub-
section (1) of Section 139 of the Act for the relevant assessment year. The Accountant’s
Report gives particulars of AEs, international transactions, ALP and the method used for
determining ALP.

9 Substituted the word ‘Commissioner’ with ‘Director’ vide CBDT Notification No. 31/2021 dated 5th April 2021 in the
Income-tax (Ninth Amendment) Rules, 2021 w.e.f. 1-4-2021
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10. Special measures in respect of transactions with persons
located in notified jurisdictional area

Section 94A, introduced by the Finance Act, 2011, w.e.f. 1-6-2011, extends the provisions of
sections 92, 92A, 92B, 92C [except the second proviso to sub-section (2)], 92CA, 92CB, 92D,
92E and 92F to the transactions with a person located in a notified jurisdictional area. The
notified jurisdictional areas are those countries or territories with which there is lack of
effective exchange of information and are specified by notification in the Official Gazette by
the Government of India.

11. Country by Country Reporting (CbCR)

As discussed, the Action Plan 13 recommends three tier documentation i.e. CbCR, Main File
(MF) and Local File (LF). The CbC report will be helpful for high-level TP risk assessment
purposes.

According to the Rule 10 DB of the Rules, CbC reporting requirements would apply to an
international group for an accounting year, if the total consolidated group revenue, as reflected
in the consolidated financial statement for the preceding accounting year exceeds INR 6,400
crores'o,

As per section 286 of the Act, the CbC report filing requirements would arise in the case of the
following entities:

° If the parent entity of an international group (which has been defined to include two or
more enterprises including a permanent establishment which are resident of different
countries or territories) is resident in India".

. If there is a constituent entity in India belonging to an international group and the parent
entity of the group is resident in a country if any of the following conditions is fulfilled:

- Where the parent entity is not obligated to file the report referred to in Section
286(2) of the Act,

- A country with which India does not have an arrangement for exchange of the CbC
reporting, or

- there has been a systematic failure of the country or territory and the said failure
has been intimated by the prescribed authority to such constituent entity.

The Indian Transfer Pricing Regulations have prescribed the format of CbC report which is in
line with the OECD recommended format. The CbC reporting template i.e. Form 3CEAD
requires MNEs to report the amount of revenue, profits, income tax paid and accrued,
employees, stated capital, retained earnings and tangible assets annually for each tax
jurisdiction where they do business. In addition, MNEs are required to identify each entity

1Osubstituted for words "five thousand five hundred" by the Income-tax (Ninth Amendment) Rules, 2021, w.e.f. 1-4-2021.
"The deadline for filing of CbCR in this case is 30 November (for FY 2016-17 the deadline was 31 March 2018)
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within the group doing business in a particular tax jurisdiction and to provide an indication of
the business activity each entity conducts.

The CbC reporting template is divided into three tables:

o Table | - Overview of allocation of income, taxes and business activities by tax
jurisdiction

o Table II - List of all constituent entities of the MNE group included in each aggregation
per tax jurisdiction, including designation of Main Business Activity

. Table I - Additional information

The report of the information in Form No. 3CEAD shall be furnished to the Joint Director of
Income-tax as may be designated by the Principal Director General of Income-tax (Systems)
or the Director General of Income Tax (Systems)'2 within a period of twelve months from the
end of the said reporting accounting year.

Further, every constituent entity resident in India, if its parent entity is not a resident in India,
would need to notify as to whether:

. The constituent entity in India is the alternate reporting entity of the international group
Or

. Provide the details of the parent entity or the alternate reporting entity, which will be the
reporting entity of the international group and the country or territory of which the said
entities are resident

Such notification needs to be made in Form 3CEAC to the Joint Director of Income Tax at
least two months prior to the due date for furnishing of report as specified under sub-section
(2) of section 286 of the Act.

12. Penalties

The penalties for non-compliance with the Indian transfer pricing regulations are described
below:

Section Default Penalty

270A(7) Underreporting of income. 50% of tax payable on amount
of underreported income

270A(8) Misreporting of income. 200% of tax payable on amount

of underreported income

271(1)(c)®® | In case of a transfer pricing adjustment, in | 100-300% of tax on the adjusted
absence of good faith and due diligence | amount

12 Substituted the word ‘Commissioner’ with ‘Director’ and “Principal Director General of Income Tax (Systems)’ or ‘the
Director General of Income Tax (Systems)’, instead of earlier Director General of Income Tax (Risk Assessment) vide
CBDT Notification No. 31/2021 dated 5th April 2021 in the Income-tax (Ninth Amendment) Rules, 2021 w.e.f. 1-4-2021
3Explanation 7 of Section 271(1)(c) of the Act. Not applicable from AY 2017-18
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Section Default Penalty
by the taxpayer in applying the provisions
and maintaining adequate documentation.

271AA(1) | Failure to maintain TP documentation, | 2% of the value of each
failure to report the transaction, | international transaction/ SDT
maintenance or furnishing of incorrect
information/document.

271AA(2) | Failure to furnish master file by prescribed | INR 500,000
date.

271G Failure to furnish documents/report | 2% of the value of the
transaction. international transaction/ SDT

for each such failure

271BA Failure to furnish accountant’s report. INR 100,000

271J Penalty on accountants for furnishing | INR 10,000 per  report/
incorrect information in reports or | certificate
certificates furnished under any provisions
of the Act or the rules made thereunder.

Section 271GB of the Act provides for penalty for failure to furnish the documents prescribed
under Section 286 of the Act i.e. CbC report. The penalty prescribed under Section 271GB of
the Act are as follows:

less than 1 month
b. Where period of failure is greater than
1 month

Nature of penalty Penalty (INR)
Failure to furnish the prescribed documents

required to be maintained by the India

parent entity of the international group:

a. Where period of failure is equal to or | INR 5,000 per day

INR 15,000 per day

c. Continuing default after service of | |NR 50,000 per day
penalty order
Furnishing of inaccurate particulars (subject | INR 5,00,000

to certain conditions)

Failure to produce the information and
documents within 30 days (extendable by
maximum 30 days)

INR 5,000 per day up to service of penalty
order INR 50,000 per day for default beyond
date of service of penalty order
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Appendix

Introduction of Transfer Pricing regulations by the Finance Act, 2001, applicable from
AY 2002-03

The Finance Act, 2002 made certain changes to the provisions contained in Sections
92A, 92C, 92F and 271F of the Act;

The Finance Act, 2006 further amended Section 92C of the Act;
The Finance Act, 2007 inserted sub-sections (3A) and (4) in Section 92CA of the Act;

The Finance Act, 2009 amended the proviso to Section 92C of the Act, provided for
constitution of Dispute Resolution Panel and empowered the Board to formulate Safe
Harbour rules;

The Finance Act, 2011 amended the allowable variation as per second proviso to
section 92C (2) of the Act to be notified by the Central Government and made changes
to Section 92CA of the Act. Also introduced section 94A of the Act.

The Finance Act, 2012 has introduced significant amendments including inter alia
clarifying the coverage of the term ‘international transactions’, expanding the scope of
transfer pricing provisions to SDTs (Section 92BA) of the Act, and providing an Advance
Pricing Agreement framework (Section 92CC and Section 92CD) of the Act.

The Finance Act, 2014 made further changes, specifically in respect of arm’s length
price by introducing the use of multiple-year data and range concept for determination
of arm’s length price and roll-back mechanism for APA, and expansion of ambit of
deemed international transactions.

The Finance Act, 2015 increased the threshold limit for applicability of SDTs from INR 5
crores to INR 20 crores w.e.f. FY 2015-16

The Finance Act 2016, in line with recommendations of the BEPS Action 13, inserted
Section 286 of the Act for furnishing of CbCR and inserted proviso to section 92D(1) of
the Act for maintenance of Master File, with effect from FY 2016-17. It also paved way
for rationalisation of time-barring limitations for assessments, and insertion of Section
270A of the Act for revised penalty provisions for concealment.

The Finance Act, 2017 introduced Secondary Adjustment and Thin Capitalization
provisions in the Indian legislation, along with exclusion of Section 40A(2) of the Act
payments from the ambit of SDT provisions

The CBDT on 7t June 2017 notified a new safe harbour regime to come into effect from
1st of April, 2017, i.e. A.Y. 2017-18 and shall continue to remain in force for two
immediately succeeding years thereafter, i.e. up to A.Y. 2019-2020.

The CBDT on 31st October 2017 introduced Rule 10DA and Rule 10DB prescribing the
applicability, procedures and forms in relation to MF and CbCR

The Finance Act, 2018 introduced certain amendments to section 286 of the Act to
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broadly bring it in line with model legislation of Action 13 of BEPS and reduce the
compliance burden of CbCR in India

The Finance (no. 2) Act, 2019 introduced certain amendments to section 92CE of the
Act relating to secondary adjustments and section 92D of the Act relating to Master File,
clarifying certain aspects. Further, there was an amendment in section 92D of the Act
clarifying the intent of the Government relating to post APA compliance audits.

The Finance Act 2019 introduced subsection 2A to the secondary adjustment provisions
allowing option to the assessee to pay additional tax @ 18% on the amount not
repatriated within time limits as specified.

The Finance Act, 2020 introduced amendment to Section 92CB of the Act (safe harbour
provisions) and Section 92CC of the Act (advance pricing agreement provisions) of the
Act to cover attribution of profits to a Permanent Establishment, amended Section 94B
of the Act in relation to interest limitation.

The Finance Act, 2021 introduced a new section 115JB(2D) to provide that if there is an
increase in book profit of a previous year due to income of past year or years included
in the book profit on account of an advance pricing agreement or on account of
secondary adjustment, the taxpayer being a company can make an application to the
AO to recompute book profit of past years. The said provision is applicable for AY 21-22
and all AYs beginning on or before April 1, 2020, only if the taxpayer has not utilized the
credit of tax paid u/s 115JB in any subsequent AY u/s 115JAA. Furthermore, no interest
shall be payable on refund arising out of this provision.

Also, the Finance Act, 2021 has amended section 153(1) of the Act, there by further
rationalizing the time limit for making an assessment order which has been reduced to 9
months from the end of the relevant AY (over the years this timeline has reduced from
21 to 18 to 12 months, and now 9 months).

Pursuant to the existing provisions of section 153(4) of the Act, this timeline would stand
further extended by 12 months in cases involving transfer pricing assessments.



Module B

Comparability Analysis and Functional
Analysis

1. Comparability analysis (including functional analysis)

1.1 Introduction

The application of the arm’s length principle for benchmarking any controlled transaction
essentially comes down to establishing its ‘comparability’ with an uncontrolled transaction
undertaken between unrelated enterprises under similar circumstances. Only when this
comparability between the controlled and uncontrolled transactions or between the tested
party and unrelated enterprises is established, the process of comparison of the prices or the
margins, as the case may be, be initiated. Therefore, the United Nations Practical Manual on
Transfer Pricing for Developing Countries 2021 (UN TP Manual 2021) has befittingly noted
that “Transfer pricing theory meets practice in comparability analysis'".2

The OECD defines comparability analysis® as a comparison of a controlled transaction with an
uncontrolled transaction or transactions. Controlled and uncontrolled transactions are
comparable if none of the differences between the transactions could materially affect the
factor being examined in the methodology (e.g., price or margin), or if reasonably accurate
adjustments can be made to eliminate the material effects of any such differences.

Thus, the determination of the arm’s length price (ALP) of a controlled transaction involves an
aggregated analysis at two levels viz. at transactional level by analysing controlled and
uncontrolled transaction and at entity level by analysing tested party and uncontrolled
enterprise. Consequently, comparability analysis is a critical pre-requisite of a transfer pricing
regulation.

1.2 Legislative framework

The Indian transfer pricing regulations have given a formal recognition to the comparability
analysis by laying down several factors which are to be considered for judging the
comparability of the controlled against the uncontrolled transactions. For the purpose of
comparability analysis, sub-rule (2) of Rule 10B states:

“10B(2) For the purposes of sub-rule(1), the comparability of an international transaction or a
specified domestic transaction with an uncontrolled transaction shall be judged with reference
to the following, namely-

'Para B.3.7.1 of the UN TP Manual, 2021
2UN TP Manual draws significantly from the OECD guidelines.
3Page 20 of Glossary of OECD Guidelines, 2022
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(@) the specific characteristics of the property transferred or services provided in either
transaction;

(b)  the functions performed, taking into account assets employed or to be employed and
the risks assumed, by the respective parties to the transactions;

()  the contractual terms (whether or not such terms are formal or in writing) of the
transactions which lay down explicitly or implicitly how the responsibilities, risks and
benefits are to be divided between the respective parties to the transactions;

(d)  conditions prevailing in the markets in which the respective parties to the transactions
operate, including the geographical location and size of the markets, the laws and the
Government orders in force, costs of labour and capital in the markets, overall
economic development and level of competition and whether the markets are wholesale
or retail.”

Therefore, Rule 10B(2) has laid down four specific factors which would determine whether and
to what extent are the controlled and uncontrolled transactions comparable to each other,
which will in turn be critical for the selection of the ‘most appropriate method’ for determining
the ALP of the controlled transactions.

The examination of the aforesaid comparability factors is to be done for both, controlled and
uncontrolled transactions or entities or both for judging the comparability. The extent to which
such factors influence the comparability depends upon the nature of the controlled transaction
and method adopted for determination of its ALP. While all the methods prescribed u/s. 92C
are sensitive to the differences between a controlled and an uncontrolled transaction,
however, the degree of tolerance and acceptability varies from method to method. Thus, the
factors affecting comparability are to be carefully analysed before accepting or rejecting an
uncontrolled comparable under the MAM for computing the ALP of the controlled transaction.

In light of the above, each of the above four factors are discussed in the ensuing paragraphs:
1.2.1 Characteristics of the property transferred or services provided:

Arguably, one of the most important factors which determines the comparability between a
controlled and an uncontrolled transaction is that of the nature or the characteristics of the
property (tangible or intangible) or services transferred. In practice, this factor gains even
more significance, especially in methods such as CUP method, where similarity of the
characteristics is of paramount importance.

For instance, a product, which is superior in quality and offers more features, would command
a better price in the market, as compared to a product which is inferior in quality and offers
fewer features. This differentiation would render the prices of the two products to be not
comparable to each other, unless suitable adjustments can be made to account for the said
differences so as to bring them at par with each other.

As per the OECD guidelines, the following characteristics may be considered with respect to
the property or service while carrying out the comparability analysis:

. In case of transfer of tangible property, the physical features of the property, its quality
and reliability, the end use etc. of the tangible property may be considered.
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In case of provision of services, the nature and extent of services may be considered.

In case of intangible property, the form of transaction (e.g. Licensing or sale), type of
property (e.g. Patent, trademark, know how etc.), the duration and degree of protection
and the anticipated benefits from the use of the property may be considered.

Therefore, both, the OECD guidelines and the Indian legislature recognize the relevance of
these factors in carrying out comparability analysis.

Effect of the characteristics of the property transferred or services provided on the
selection of the Most Appropriate Method (MAM)

To appreciate the effects of these factors on the choice of the MAM, a broad classification
may be assigned to the methods prescribed u/s. 92C:

(a)

Price based method: CUP method requires a comparison between the prices charged
or paid for property transferred or services provided in the controlled transaction and a
comparable uncontrolled transaction. Since there is a one-to-one comparison between
the prices charged in the two transactions, the characteristics of the property
transferred becomes more important and therefore material variations between the
properties transferred in the two transactions would certainly require an adjustment
when the controlled transaction is benchmarked using this method. Therefore, the CUP
method generally requires the strictest level of comparability in the characteristics of the
properties transferred or the services rendered. The OECD guidelines* also support this
view and states:

“Among the methods described at Chapter Il of these guidelines, the requirement for
comparability of property or services is the strictest for the comparable uncontrolled
price method. Under the comparable uncontrolled price method, any material difference
in the characteristics of property or services can have an effect on the price and would
require an appropriate adjustment to be considered.”

Gross profit based methods: With respect to methods such as the cost plus method or
the resale price method, the gross profit margins of the entities are compared for the
purpose of benchmarking the controlled transactions. The gross profit margin of an
entity represents the profits earned by the entity by performing core business functions
and is not specifically related to the product in which a company deals in to the extent it
is an application of CUP method. Hence, some differences, (if any) in the characteristics
of the property transferred or services rendered are less likely to affect the gross profit
margin of the transactions in the case of cost plus method/ resale price method as
compared to the CUP method. In this respect, the OECD guidelines® state as under:

“Under the resale price method and cost plus method, some differences in the
characteristics of property or services are less likely to have a material effect on the

4Para 1.128 of revised Chapter 1 of OECD Guidelines, 2022 [Earlier Para 1.108 of OECD Guidelines, 2017]
5 Para 1.128 of revised Chapter 1 of OECD Guidelines, 2022 [Earlier Para 1.108 of OECD Guidelines, 2017]
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gross profit margin or mark up on costs.”

Net (operating) profit based methods: In case of transactional net margin method, the
condition of arm’s length is established by comparing the net profit margins of
controlled and uncontrolled transactions. Therefore, the comparability based purely on
characteristics of property transferred or services provided becomes more liberal under
TNMM as difference in the characteristic of products/services and functions performed
are often reflected in variation in operating expenses. Therefore, subject to exceptions,
the profit margins prevailing in a particular industry are generally within a particular
range and hence under this method, the comparable uncontrolled transactions need to
belong to the same genus of products or services but they need not be identical.® The
OECD Guidelines in this regard states that:

“Differences in the characteristics of property or services are also less sensitive in the
case of the transactional profit methods than in the case of traditional transaction
methods This, however does not mean that the question of comparability in
characteristics of property or services can be ignored when applying these methods,
because it may be that the product differences entail or reflect different functions
performed, assets used and/or risks assumed by the tested party.”

Others: There might also be a controlled transaction which involves the transfer of
unique intangibles or a transaction which involves multiple transactions which are so
inter-related that their independent evaluation may not be possible. In such
circumstances, it may be difficult to effectively apply the aforesaid price based or profit
based methods to check whether or not, they are at arms’ length. These peculiar
circumstances warrant the use of Profit Split Method (PSM) which essentially involves
allocating the combined profits arising from the transaction to the participants on the
basis of their relative contribution to the performance of such transaction. This relative
contribution is measured in terms of the functions performed, assets employed and
risks undertaken by the transacting parties in the course of the performance of such
transaction.

Many regulations recognise that in certain circumstances none of the above-mentioned
methods can be applied. In such situations, they prescribe other methods for
determining the arm’s length price/margin.

Therefore, it can be concluded that in price based methods, the requirement for
similarity of property or services is the strictest. However, margin based methods are
less sensitive to the product differences but even under such methods, the requirement
for similarity cannot be ignored altogether.

6L.G. Electronics India Pvt. Ltd. v. ACIT (TS-11-ITAT-2013(Del)TP), Lionbridge Technologies Pvt Ltd (TS-984-
ITAT-2017(Mum)-TP), Saipem India Projects Limited (TS-974-ITAT-2016(CHNY)-TP)

" Para 1.128 of revised Chapter 1 of OECD Guidelines, 2022 [Earlier Para 1.108 of OECD Guidelines, 2017]
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1.2.2 Functions performed, assets used, and risks assumed by the respective parties to
the transaction (Functional analysis)

The OECD Guidelines define function, asset and risk (FAR) analysis or Functional analysis as
‘the analysis aimed at identifying the economically significant activities and responsibilities
undertaken, assets used or contributed, and risks assumed by the parties to the transactions.”

In any independent business transaction, the compensation, or the price involved is a result of
the functions performed, assets employed and risks assumed by the transacting parties.
Functional analysis is therefore essential to the identification of potential comparables, as the
search for such comparables will generally focus on uncontrolled transactions that present a
similar allocation of functions, assets and risks between the parties.

This analysis helps to select the tested party/ parties where needed, the most appropriate
transfer pricing method, the comparables and ultimately to determine whether the profits (or
losses) earned by the entities are appropriate to the functions performed, assets employed
and risks assumed.®

The OECD Guidelines® take a similar view when it states that in the transactions between two
independent enterprises, compensation will usually reflect the functions that each enterprise
performs (taking into account assets used and risks assumed). Therefore, in delineating the
controlled transaction and determining comparability between controlled and uncontrolled
transactions or entities, a functional analysis is necessary.

Components of FAR analysis

A detailed discussion of the three elements of the FAR analysis, namely, functions performed,
assets employed and risks assumed is as under:

. Functions performed

Functions performed are those activities that are carried out by each of the parties to the
transaction. In performing the functional analysis, economically significant functions are
considered. Such functions determine characterization of an entity, which in turn determine
attributable return for the entity performing such functions. Thus, the focus should not be on
identifying the maximum number of functions but rather on the identification of critical
functions performed by the related parties.

Some of the important functions that are generally observed and examined in the transaction
include the following:

o Research and development (R&D)
o Process engineering and designing work
. Purchasing and materials management

8 Para B. 3.4.4.4 of UN TP Manual, 2021
9%Para 1.51 of revised Chapter 1 of OECD Guidelines, 2022 [Earlier Para 1.51 of OECD Guidelines, 2017]
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. Manufacturing, production or assembly work
o Warehousing and inventory

. Marketing and distribution

. Development of software services

. Financial transactions

° Intragroup services, for example managerial, legal, accounting and finance, credit and
collection, training and personnel management services

Having identified the principle functions performed by the parties in the controlled transaction,
the next step is to compare the same with the functions performed in the uncontrolled
transactions to determine the extent of comparability for the purpose of carrying out the
benchmarking process.

The functions performed in a controlled transaction require a detailed analysis and form a
critical input in determining comparable uncontrolled transactions.

For Instance, Hon’ble tribunal in several cases have held that entity performing high end
functions such as analytics or knowledge processing outsourcing services (“KPO”) cannot be
compared with an entity performing low end functions such as customer care or call centre
services. Similarly, an entity carrying out a full-fledged manufacturing function cannot be
compared with an entity merely doing assembly of goods.

Assets employed

As regards assets employed, one needs to identify the assets (tangible as well as intangible)
used in the course of the controlled transaction. One also needs to study the role of various
departments in performing the desired functions and utilisation of assets.

The study should involve identification of the type and nature of capital assets used, such as
the age, market value, location, rights etc. and quantify the same, wherever possible.

It is also essential to know which entity developed the intangibles, which has the
legal/economic ownership of the intangibles and which receives the benefit of the intangibles.

Risks assumed'?

Risk study involves identification of various risks that are assumed by each of the parties to
the transaction. It is commonly understood that risk and return go hand-in-hand. In the open
market, more the risks assumed by an enterprise, higher the returns that it expects.
Conversely, in a case where the risks undertaken by the enterprise in a transaction are
minimal, the returns expected to be generated from such transactions should also normally be

0The OECD Final Report on aligning transfer pricing outcomes with value creation (Action Plan 8-10) Detailed
guidance on analyzing risks as an integral part of a functional analysis, including a new six-step analytical
framework. For transfer pricing purposes, the party assuming a risk should control the risk and have the financial
capacity to assume the risk.
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lower. Some of the significant risks present in transactions are tabulated below:

Sr. no. | Nature of risks | Particulars

1. Market risk e Increased competition and relative pricing pressures,
e Change in demand patterns and needs of customers.
¢ Inability to develop / penetrate in a market, etc.

2. Technology risk ¢ Introduction of new products and change in technologies.

o Inefficiencies arising from obsolete infrastructure and
tools as well as obsolescence of processes.

3. Product /| e Risks associated with product/service failures
service liability
risk

4, Credit risk ¢ Risk arising from non-payment of dues by customers.

5. Foreign e Potential impact on profits that may arise because of
exchange risk changes in foreign exchange rates.

6. Manpower risk e Risk of losing its trained personnel

7. Capacity e Under-utilisation of manufacturing /service facility/
utilisation risk personnel.

Analysis of risks assumed is an important exercise as it facilitates adjustments based on
differences in risks that are undertaken in a controlled transaction as compared to
uncontrolled transactions. The OECD Final Report on aligning Transfer Pricing outcomes with
Value Creation, BEPS Actions 8-10 suggests the six-step process for analysing risks in a
controlled transaction:

Step 1: Identify economically significant risks with specificity.
Step 2: Contractual assumption of risk
Step 3: Functional analysis in relation to risk
Step 4: Interpreting Steps 1-3
(i)\Whether the associated enterprise follows the contractual terms?

(i) Whether the party contractually assuming the risk, as analysed in (i) above,
exercises control over the risk and has financial capacity to assume risk?

Step 5: Allocation of Risk
Step 6: Pricing of the transaction, taking account of the consequences of risk allocation.

In practice, one cannot compare all the functions, risks and assets employed. Hence, it must
be emphasized that only those functions, assets and risks that are economically significant
and are likely to have an impact on cost/expenses, prices, profits arising in a transaction
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should be identified and compared.

Hence, a crucial step in the comparability analysis is the comparison of the economically
significant functions performed, risks assumed, and assets employed by the associated
enterprises with those by the independent parties which have been selected as potentially
comparable for benchmarking the ALP of the controlled transactions.

In this context, the Swedish Tax Agency (STA) delivered a ruling in case of Puma Nordic AB,
thoroughly analysing the six-step analytical framework:

Facts of the case:

Puma Nordic AB (Puma Sweden) was a wholly owned subsidiary of Puma SE (German
parent). It was engaged in marketing and selling of sports products under the brand ‘Puma’ in
Sweden.

It purchased products from the group sourcing company (AE). It also paid royalty to Puma SE
for use of the brand name and related marketing materials.

Puma Sweden characterised itself as a full-fledged distributor assuming significant risks
related to distribution operations. While it incurred continuous losses, it justified the related
party transaction as arm’s length by using the comparable uncontrolled price/transaction
method.

Analysis/decision of the STA

The STA conducted an analysis using the six-step framework prescribed by the OECD TP
guidelines to identify the economically significant risks. It also relied on the Puma Group’s
annual report and TP documentation and argued that the key value drivers and the
corresponding economically significant risks were:

- strong international brand — brand risk; and
- new product developments and design — product risk.

The STA concluded that Puma Sweden did not have actual control of key risks pertaining to
brand building and product design and development. The STA, therefore, re-allocated the
economically significant risks to Puma SE as in the STA’s view, Puma SE had actual control
over such significant risks and also the capacity to bear such risks.

The STA re-characterised Puma Sweden as a limited risk distributor and selected Puma
Sweden as the tested party. It adjusted Puma Sweden’s results by selecting the TNMM as the
most appropriate method. It aggregated the transactions for sourcing of products and payment
of royalty for the purpose of the analysis.
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The STA also relied on the concept of ‘options realistically available’ from the OECD TP
guidelines and commented that an independent distributor incurring continuous losses would
have looked for realistic alternatives, including negotiating lower purchase prices, switching
suppliers, or discontinuing operations, as a last step.

Effect of FAR analysis on the selection of the MAM

In price-based methods such as CUP method, the similarity in characteristics of the property
transferred or service provided is of utmost importance, while under the gross margin based
methods such as RPM and CPM, similarity in functions, assets and risks is more important as
gross profit is driven more by the functions performed and less by the nature of products being
transferred. Furthermore, in net profit-based methods, such as TNNM, broad similarity in the
FAR would be desirable. This is because in profit-based methods, net profit margins are
compared to determine the ALP and net profit margins are derived after considering all the
operating business functions of the entity. The FAR analysis of the controlled transaction
becomes all the more important in applying methods such as PSM, wherein the combined
profits arising from the controlled transaction are allocated between the transacting entities on
the basis of their relative contribution to such transaction and this relative contribution is in
turn measured in terms of the functions performed, assets employed and risks assumed by
each of such entities in the performance of such transaction.

1.2.3 Contractual terms of the transactions which lay down how the responsibilities,
risks and benefits are to be divided between the respective parties to the
transaction.

The similarity of the contractual terms of the controlled and the uncontrolled transactions plays
a vital role in determining the extent of comparability between the said transactions.

The conduct of the contracting parties is generally a result of the terms of the contract
between them. The contractual relationship thus warrants a careful analysis when computing
the transfer price. Other than a written contract, the terms of the transactions may be found in
the correspondences and communications between the parties involved. In cases where the
terms of the arrangement between the two parties are not explicitly defined, the contractual
terms have to be deduced from their economic relationship and conduct. Also, explicit
contractual terms of a transaction involving members of an MNE may provide evidence as to
the form in which the responsibilities, risks and benefits have been assigned among those
members. In addition to an examination of those contractual terms, it will be important to
check that the actual conduct of the parties conforms to them. Where there are material
differences in economically significant contractual terms between the taxpayer's-controlled
transactions and the potential comparables, such differences should be evaluated, in order to
judge whether comparability between the controlled and the uncontrolled transactions is
nevertheless satisfied and whether comparability adjustments need to be made to eliminate
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the effects of such differences.!
Effect of contractual terms on the selection of the MAM

In price-based methods such as CUP method, the contractual terms of the transactions have a
bigger impact as compared to profit based methods.

For instance, in case of benchmarking of the controlled transaction in the nature of sale of
goods (by applying CUP method), the similarity in the credit terms offered, volume discounts,
or other terms such as shipment on FOB or CIF basis in the controlled and the uncontrolled
transaction would have to be seen to determine whether and to what extent are the two
transactions comparable.

On the other hand, when profit based methods like TNMM are applied, consideration with
regard to the contractual terms may not be as important as the effect of differences in
contractual terms between the controlled and the uncontrolled transactions may be evened out
when the net profitability of the entities and not of the transactions are compared.

Having established that the similarity of the contractual terms is important while applying
price-based methods, it is natural to conclude that in cases where the contractual terms of the
potential comparable uncontrolled transactions are not available or where they have
significant effect on price, profit based methods should be given a priority over price based
methods. However, if the contractual terms have significant impact on the functions and risks
the comparability would be impacted. In such cases, economic analysis of the impact has to
be carried out and adjustments have to be made.

1.2.4 Conditions prevailing in the market in which the respective parties to the
transactions operate

In the present economy, no business can operate in isolation. It, therefore, follows that the
price involved in every transaction is somewhat effected by the conditions surrounding it, both
internal and external. The internal environment includes those conditions which are under the
control of the enterprise itself. These factors may include business policies, plans, production
methods etc., whereas external environment encompasses all the conditions over which the
enterprise has little control.

Sub-clause (d) of Rule 10B(2) requires the respective parties to the transaction to consider the
conditions prevailing in the market in which they operate, including:

(@)  Geographical location

(b)  Size of the markets and level of competition
()  The laws and government orders in force
(d)  Costs of labour and capital in the markets

"Para B.3.4.3.4 of the UNTP manual, 2021
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(e)  Overall economic development

(f)  Level of competition-Whether markets are retail or wholesale.
Each of the aforesaid conditions are discussed hereunder:

(a)  Geographical location

For carrying out an effective benchmarking exercise, it is desirable that the geographical
location of the comparable should be the same as that of the tested party to the controlled
transaction. This is for a simple reason that even an identical product may command different
prices in different markets. If however, information from the same market is not available, an
uncontrolled comparable derived from a different geographic market may be considered, if it
can be determined that (i) there are no differences between the market relevant to the
transaction or (ii) adjustments can be made to account for the relevant differences between
the two markets.

Another aspect which comes into play as a result of having different geographical markets is
that of ‘location savings’. Location savings are the net cost savings that an MNE realises as a
result of relocation of operations from a high-cost jurisdiction to a low-cost jurisdiction. This
concept is relevant from transfer pricing point of view as it gives rise to a question as to how
the location savings are to be shared among the parties.

In this regard, the OECD Guidelines 2022, in Paras 9.127 to 9.129 state the following:

“...the question arises of whether and if so how the location savings should be shared among
the parties. The response should obviously depend on what independent parties would have
agreed in similar circumstances. The conditions that would be agreed between independent
parties would normally depend on the functions, assets and risks of each party and on their
respective bargaining powers.

Take the example of an enterprise that designs, manufactures and sells brand name clothes.
Assume that the manufacturing process is basic and that the brand name is famous and
represents a highly valuable intangible. Assume that the enterprise is established in Country A
where the labour costs are high and that it decides to close down its manufacturing activities
in Country A and to relocate them in an affiliate company in Country B where labour costs are
significantly lower. The enterprise in Country A retains the rights on the brand name and
continues designing the clothes. Further, to this restructuring, the clothes will be manufactured
by the affiliate in Country B under a contract manufacturing arrangement. The arrangement
does not involve the assumption of any significant risks by the affiliate in Country B. Once
manufactured by the affiliate in Country B, the clothes will be sold to the enterprise in Country
A which will on-sell them to third party customers. Assume that this restructuring makes it
possible for the group formed by the enterprise in Country A and its affiliate in Country B to
derive significant location savings, the question arises whether the location savings should be
attributed to the enterprise in Country A, or its affiliate in Country B, or both (and if so in what
proportions).
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In such an example, given that the relocated activity is a highly competitive one, it is likely that
the enterprise in Country A has the option realistically available to it to use either the affiliate
in Country B or a third party manufacturer. As a consequence, it should be possible to find a
comparable data to determine the conditions in which a third party would be willing at arm’s
length to manufacture the clothes for the enterprise. In such a situation, a contract
manufacturer at arm’s length would generally be attributed very little, if any, part of the
location savings. Doing otherwise, would put the associated manufacturer in such a situation
different from the situation of an independent manufacturer, and would be contrary to the
arm’s length principle.”

While the concept of location savings has been recognized by the OECD, its complete
acceptability in Indian context is yet to be seen. In this respect, the Delhi ITAT in the case of Li
& Fung' observed that the taxpayer created location savings for its AE. It held that benefit of
such advantage should be shared by the taxpayer. The Hon'ble Delhi High Court, however,
reversed the order of ITAT and held that it had not been demonstrated how the AE benefitted
from such location advantages.

In the case of GAP International’s, the Delhi ITAT held that no additional allocation is called
for on account of location savings. ITAT rejected the TPQO’s reliance on a newspaper report in
respect of cost of procurement services in various countries and held that location savings to
the developing economy arise to the industry as a whole and that there is nothing on record to
show that the assessee on standalone basis was the sole beneficiary. ITAT observed that:

“Generally, the advantages of location savings are passed onto the end-customer via a
competitive sales strategy. The arm’s length principle requires benchmarking to be done with
comparables in the jurisdiction of tested party and the location savings, if any, would be
reflected in the profitability earned by comparables which are used for benchmarking the
international transactions. Thus, in our view, no separate/additional allocation is called for on
account of location savings.”

Further, in the case of GAP International, the Delhi HC' dismissed the Revenue’s appeal
challenging ITAT’s deletion of TP-adjustment following co-ordinate bench ruling in ‘Li and
Fung India Pvt. Ltd. case. The HC rejected revenue’s submission that there were significant
differences in assessee’s international transactions as opposed to those carried out by Li and
Fung India. The HC observed that ITAT's findings with respect to the functional similarity and
identity between Li and Fung India and assessee was clear and observed that like Li and Fung
India, the assessee did not assume any risk and was dependent entirely for reimbursement of
its expenses by the AEs and was entitled to the annual and identical mark-up of 5% over the
annual expenditure; The HC, thus, opined that “the application of the rule in Li and Fung India
Pvt. Ltd. (supra) was appropriate and therefore this question of law does not arise”.

12TS-583-ITAT-2011(Del)-TP
13TS-667-ITAT-2012(Del)-TP
14T§-259-HC-2018(Del)-TP
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In case of Watson Pharma Pvt. Ltd.'®, the Bombay HC dismissed the Revenue’s appeal in
case of assessee providing contract manufacture, contract research and development of drugs
services to its AE, upholds ITAT conclusion on comparable selection, risk adjustment and
deletion of adjustment towards location advantage. HC notes Tribunal's finding that since
assessee and comparables were situated in India, no adjustment on account of locational
advantage was necessary, thus holds that no substantial question of law arises for its
consideration.

It may also be a noted here that in the revised country chapter submitted by the Indian
revenue for United Nation Manual for Transfer Pricing, a stand is taken that effect of location
saving should be factored in the results of local comparable companies. Thus, if proper
comparables are identified and the margin/price charged by tested party is in line with those
comparables, no separate adjustment for location savings is required.

(b)  Size of the market and level of competition

The pricing strategies of an enterprise are generally driven by the size of the market in which it
operates. For instance, if the enterprise has a fairly big share in the market, it would be able to
sell higher volumes and thus may not be apprehensive of selling its products at reduced
prices. If prices in such controlled transactions are compared with the prices prevailing in
another market, say, the one in which an entity is following skimming policy and for the
identical product in another market where it has priced its goods at higher margins, the
comparability exercise would not yield any fruitful results.

Similarly, the level of competition in the market also affects the pricing of a product. Some
markets may be highly competitive which would force the participating entities to reduce its
margins and cut down on prices whereas the lesser competitive markets would try to fetch
higher margins and price their products accordingly. Therefore, the level of competition also
has to be considered while searching for comparable uncontrolled transactions.

(c)  The laws and government orders in force

Much like the other market forces, the government policies and regulations also have a
considerable impact on the prices and margins of the entities. The manner in which the
government rules and regulations affect the controlled and the uncontrolled transactions would
also be an indicator of the comparability of such transactions. Such rules could include
government interventions in the form of price controls, interest rate controls, exchange
controls, subsidies for certain sources, anti-dumping duties etc.

An example of where government rules affect the market is that of certain pharmaceutical
formulations, which may be subject to pricing regulations in a particular country.

(d)  The cost of labour and capital in the markets

Generally, the price of any product is computed by adding the desired profit margin of the

15TS-480-HC-2018(Bom)-TP
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entity to its cost of production. Therefore, the price in any particular transaction is a function of
its cost and since the cost of labour and capital vary from market to market, so does the
consequential price earned by the enterprises. For instance, the cost of labour is cheaper in
some of the Asian countries and the same must be taken into account while carrying out the
comparability analysis.

(e)  Overall economic development

The overall state of the economy in terms of its level of development also needs to be
considered in the comparability analysis. For instance, in the more developed economies such
as USA, there is generally larger disposable income and accordingly the participants in the
market will be in a position to charge higher prices for its products/services.

(f)  Nature of market- Whether wholesale or retail

The prices charged in the transactions carried out in the wholesale market are generally lower
than the prices charged in the retail market. Therefore, the nature of market in which an
enterprise operates also affects the prices/margins involved in the transaction.

1.3 Reasonably accurate adjustments (Comparable)

As per Rule 10B(3) of the Rules an uncontrolled transaction should be considered comparable
to the controlled transaction only if there are no material differences between the transactions
being compared or the enterprises entering into such transactions which would materially
affect the prices or costs charged or margins arising in such transactions.

It, further, provides that in a case there are any such material differences, reasonably accurate
adjustments should be made to eliminate such material differences in order to compare the
controlled and the uncontrolled transactions.

However, it needs to be kept in mind that while adjustments can be made while evaluating
these factors so as to enhance comparability, the number, magnitude and the reliability of
such adjustments do affect the reliability of the overall comparability analysis and the same
should be kept in mind while carrying out such adjustments.

In this context, the OECD Guidelines have similar provisions’s;

“Controlled and uncontrolled transactions are comparable if none of the differences between
the transactions could materially affect the factor being examined in the methodology (e.g.,
price or margin), or if reasonably accurate adjustments can be made to eliminate the material
effects of any such differences.”

1.4 Contemporaneous data

The conditions surrounding a particular transaction at a given point in time are likely to differ
from the conditions surrounding a similar transaction at any other time. This could be on

16 Page 20 of Glossary to OECD Guidelines, 2022
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account of change in the economic environment, government regulations etc. With the
passage of time, the time value of money changes which in turn impacts the costs incurred
and prices charged for the products.

In this background, the Indian transfer pricing regulations in Rule 10B(4) require that the data
to be used in analysing the comparability of an uncontrolled transaction with a controlled
transaction should be the data relating to the same financial year in which the controlled
transaction was entered into.

However, the proviso to Rule 10B(4) allows the use of data relating to a period of two years
prior to the financial year in which the controlled transaction was entered into, provided that
such data reveals facts, which could have an influence on the determination of transfer prices
in relation to the transactions being compared.

The following judgements are relevant in this context:

In the case of Exxon Mobil Company India P. Ltd.”?, the Mumbai Tribunal held that if an
assessee wants to take previous year's data, then burden is on the assessee to demonstrate
that previous year’'s data contained certain facts which would influence the determination of
transfer price.

The Delhi Tribunal in the case of Geodis Overseas Pvt. Ltd."8 held that sub-rule (4) of Rule
10B states that the data to be used in analyzing the comparability of uncontrolled transaction
with a controlled transaction shall be the data relating to the financial year in which the
international transaction has been entered into. The proviso carves out an exception that the
data relating to a period not being more than two years prior to such financial year may also
be considered if such data reveals facts which could have an influence on the determination of
transfer price in relation to transactions being compared. Thus, according to the law, the data
relating to the relevant financial year is the only contemporaneous data and the proviso is
applicable only in some specified conditions.

On the other hand, the OECD Guidelines'® encourage use of multiple year data if the same
adds value to the transfer pricing analysis. The OECD supports the use of contemporaneous
data so as to bring about a certain level of consistency in the comparability analysis. For
instance, the tested party and the potential comparable entity could be at different stages of
their business cycles and therefore have varying levels of profitability. A comparison of their
profit margins without making suitable adjustments would therefore not be appropriate.

In the budget speech of 2014, the then Hon’ble Finance Minister had proposed to amend the
regulations to allow the use of multiple year data. In furtherance to the above, the Central

746 SOT 294 (Mum)
1845 SOT 375 (Del)
%Para 3.75 of OECD Guidelines, 2022
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Board of Direct Taxes (CBDT) on October 20, 2015 issued the final rules vide Notification no.
83/2015 for computation of ALP of controlled transactions entered during financial year 2014-
15 and onward. As per the notification issued by CBDT, use of multiple year data (of the
comparable companies for the purpose of comparability analysis) is applicable only in cases
where Resale Price Method (RPM), Cost Plus Method (CPM) or Transactional Net Margin
Method (TNMM) has been selected as the MAM.

Thus, in cases where CUP, PSM or Other Method are selected as the MAM, multiple year
data of comparable companies cannot be used.

For each comparable selected (under RPM, CPM or TNMM), the data of the current year is
required to be considered. In case such data is not available at the time of furnishing the
return of income, data pertaining to up to two preceding financial years may be used.

If a comparable is selected on the basis of preceding year data (say Year 1 and Year 2), but is
not found to be comparable for the current year (Year 0) for qualitative or quantitative reasons,
then such comparable would need to be rejected from the data set.

When using multiple year data, data for each comparable shall be the weighted average of the
selected years.

Further, the notification provides that in the event current year data becomes available during
the course of the assessment proceedings, then the same shall be used by the TPO for the
purpose of the analysis.

1.5 Types of comparables
Comparable uncontrolled transactions could be of two types-Internal or external.

(@) Internal comparables: These are the comparable transactions between one of the
parties to the controlled transaction, (taxpayer or the AE) and an independent third
party. When available, these are considered a good measure of comparability as it is
likely that the FAR analysis of the comparable transaction would be similar to that of the
controlled transaction due to the involvement of a common entity to the said two
transactions. Even though these comparables may offer a higher degree of
comparability, there is a need to subject the internal comparables to a rigorous scrutiny
as external ones and suitable adjustments should be made, wherever necessary.

(b)  External comparables: These are the comparable transactions between two
independent parties, neither of which is a party to the controlled transaction. Generally,
the level of comparability offered in the external comparables is not as precise as
internal comparables; however this rule is not absolute. For instance, it may so happen
that an entity offers a certain variation of its product exclusively to its AE and a slightly
different variation to unrelated parties. In such a situation, preference should be given
to search for external comparables involving the identical product than accepting the
internal comparable involving a somewhat similar product (and identical contractual
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terms).

Nevertheless, on a general basis, wherever internal comparables are available, a preference
should be given to use such comparables rather than taking recourse to external
comparables. Various judicial pronouncements have also taken a similar view:

In this regard, the Delhi bench of the Tribunal in the case of Destination of the World
(Subcontinent) P. Ltd.?0 held that “preference should be given first to the internal comparables
and reference has to be made to the results of independent enterprises only when the former
course of action is not possible.”

Similarly, in other cases too, preference has been given to internal comparable over external
comparables. In case of Genisys Integrating System (I) P. Ltd.?", the Mumbai Tribunal held
that the internal TNMM is more appropriate over external TNMM where similar services were
provided to AE and non AE and reliable internal data was available. Similar rulings were
pronounced in the cases of Cable & Wireless (India) Ltd.?2 by Mumbai ITAT, BirlaSoft (India)
Ltd.23 by the Delhi ITAT, and Sami-Sabinsa Group Ltd.?* by the Bangalore ITAT. Further, in
the case of BirlaSoft (India) Ltd.?, the Delhi High Court dismissed the Revenue’s appeal
against the Tribunal order directing benchmarking of international transactions with AE by
making internal comparison on the net margin earned by the assessee from its AEs with profit
earned by it from unrelated parties. Since the assessee was a service provider to its AE as
well as other foreign customers or non-AEs, the lower margins earned from the non-AE
transactions could be used for benchmarking the AE transactions.

Another issue which merits consideration is that whether the net margins realized from a
transaction with an AE, found and accepted at arm’s length, could be taken as an internal
comparable for computation of ALP of a controlled transaction with another AE?

This issue was considered by the Mumbai ITAT in the case of Technimont ICB Pvt. Ltd.%
wherein it was held that:

‘the entire scheme of the Act & Rules for determining the ALP of a controlled transaction is
based on making comparison with certain comparable uncontrolled transactions. The various
methods prescribed for determining ALP clearly divulge that the comparison is always sought
to be made of the assessee’s international transactions with comparable ‘uncontrolled
transactions’.

An ‘uncontrolled transaction’ is defined under Rule 10A(ab) to mean ‘a transaction between

2012 taxmann.com 310 (Del)
2| TA no. 908/Bang/2011
27S-33-ITAT-2014(Mum)-TP

)
2ITA no. 1572/Del/2014 (Del)
2TS-97-ITAT-2022(Bang)-TP
25T$-672-HC-2019(DEL)-TP
2%TS-557-ITAT-2012(Mum)
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enterprises other than associated enterprises whether resident or non-resident’. A transaction
between two associated enterprises goes out of the ambit of ‘uncontrolled transaction’ under
Rule 10A. That is why the legislature has ignored controlled transactions, even though at ALP,
and restricted the ambit only to uncontrolled transactions for computing ALP in respect of
international transactions between two AEs”.

1.5.1 Process for identification and selection of external comparables:

As already discussed, where available, preference should be given to internal comparables in
the process of determination of ALP. However, in the absence of the same, recourse has to be
taken to searching for external comparables. The transfer pricing legislation in India does not
prescribe a particular process for selection of such comparables. However, various decisions
of the judicial authorities have provided guidance on how to carry out such process based on
the data available in public domain. The process of selection of external comparables are
discussed in Chapter 4. (It is, therefore, suggested that this section should be read with
Chapter 4 to have a complete understanding of comparability analysis.)

The major steps involved in the search process are discussed hereunder:
Step 1: Selection of database

A database is a domain where information (financial and non-financial) about companies is
maintained in an organised manner so as to facilitate easy search for data and also for the
application of the relevant filters. Some of the commonly used databases in India are as
under:

(a)  Capitaline Plus/ Capitaline TP

It contains digital database of over 58,000 companies. It includes information of public,
private, co-operative and joint sector companies, listed or otherwise.

(b)  Prowess

Prowess is a database of the financial performance of Indian companies. An annual report of
individual companies is the principle source of the database. The database covers both listed
and unlisted companies.

(c) ACE TP Database

ACE TP database contains information, both financial and non-financial of companies and
sectors. It also contains information regarding equity and commodity and derivative markets.

There are other available Indian and foreign databases also like Prowess Pro, Amadeus,
Royalty Stat, Compustat Global, Osiris, kimine, Oriana, Bloomberg etc. which can be referred.

A question may arise that whether the tax authorities can use the data not available in public
domain in the course of the assessment proceedings. In this regard, the Bangalore bench of
the ITAT in the case of Genisys Integrating Systems (India) Pvt. Ltd.? held that if any

2ITA no. 1231/Bang/2010
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information is sought to be used against the taxpayer, then such information has to be
furnished to the taxpayer and the taxpayer's objections have to be considered by the TPO,
before coming to a conclusion. Further, if the taxpayer seeks an opportunity to cross examine
the party from whom information is sought under section 133(6), the taxpayer shall be
provided with such an opportunity.

Step 2: Application of quantitative filters

The application of the quantitative filters help in reducing the companies available in the
database based on the similarity of the quantitative information between the tested party and
the potential comparables. Some of the commonly used quantitative filters are:

(a)  Availability of financial data

The companies whose financial information for the relevant period (financial year of the
controlled transaction or the preceding two years as the case may be) are not available in the
public domain should not be considered in the comparability analysis.

(b)  Industry of the tested party

The appropriate industry head should be selected. For instance, if the tested party operates in
the seed segment, it should be ensured that various industry heads which could likely include
comparable companies should be chosen, i.e. seeds, agriculture etc. Therefore, while
applying this filter, the parameters should be fairly broad.

(c)  Turnover filter

This is perhaps the most commonly used quantitative filter in the search process. This is for
the reason that companies which are operating in the same range of turnover would have
similar share in the market and thus are more likely to have somewhat similar margins. On the
other hand, companies with extremely high or low turnover would not provide an effective
base for comparison since their margins would not only reflect the efficiency of their business
but also the scale of the operations. Various judicial decisions 2 have from time to time
supported the application of this filter. The range of the filter is very subjective and varies with
the facts of each case.

(d)  Net worth filter

Net worth of a company can be used to determine the creditworthiness of the company.
Negative net worth would indicate that the debts of the company have surpassed its assets.
Therefore, a company with consistent negative net worth should be rejected in the
comparability analysis since its margins would be adversely affected and it would ordinarily be
difficult to quantify and adjust the effect of its negative worth on the margins. Companies with
net worth of less than zero are usually rejected in this filter.

28Genisys Information Systems India P. Ltd. (TS-307-ITAT-2014(Bang)-TP), Trilogy E-business Software P. Ltd.
(29 taxmann.com 310 (2013), Berkadia Services India P. Ltd. (TS-294-ITAT-2014(Hyd)-TP), Same Deutz-Fahr
India (Tax Case (Appeal) No.567 of 2017), Pentair Water India Pvt Ltd (TS-566-HC-2015(BOM)-TP), McAfee
Software (India) Pvt Ltd (TS-136-ITAT-2016(Bang)-TP), Ametek Instruments India Pvt Ltd (TS-364-ITAT-
2022(Bang)-TP), Robert Bosch Engineering and Business Solutions Ltd (TS-151-ITAT-2022(Bang)-TP)
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(e)  Exportfilter

The parameter of ‘geographic location of market’ has lead to adoption of ‘export turnover filter’
whereby Transfer Pricing Officers (‘TPOs’) insist that if the taxpayer is an exporter then the
comparables should also have export earnings of a certain degree. The export activity levels,
by itself, cannot be a valid filter unless it is established that the market to which the exports
are made are materially different from the domestic market.

(f)  Employee expense filter

The employee expense ratio helps to analyse the level of activities and intensity of employee
dependence.

(9)  Related party transactions

As already discussed, a transaction between two related parties cannot be taken as a
comparable uncontrolled transaction for the purpose of benchmarking a controlled transaction.
This filter finds its application on the same principle, i.e., if a potential comparable has
substantial related party transactions, it can be inferred that its margins are contaminated with
transactions which are not entirely governed by the market forces and thus such a company
should be rejected in the search process.

Various judicial decisions? generally accept comparables with up to 25% related party
transactions.

(h)  Consistently loss making companies

The companies which are incurring losses on a consistent basis cannot be considered as
good comparables as their profitability is adversely impacted by factors which are not specific
to the industry but to the entity. However, loss in just one year would not be indicative of any
extra ordinary factors surrounding the company and therefore such a company should not be
rejected on that count alone. The Pune Tribunal in the case of Bobst India Pvt. Ltd.% held that
for excluding a company being a continuously loss making company, it should have persistent
losses in 3 or more years. If there’s profit in even one year, the company cannot be rejected
on this ground.

Step 3: Application of qualitative filters

The entities remaining after the application of the quantitative filters are further streamlined by
analyzing each of the said entities qualitatively. Some of the commonly used qualitative filters
are as under:

(a)  Product filter

Although the industry filter excludes the companies not operating in the same industry but at

2Py, CIT vs. Oracle (OFSS) BPO Services Pvt. Ltd. (TS-67-HC-2018(DEL)-TP), United Online Software
Development P. Ltd. (TS-22-ITAT-2014(Hyd)-TP), DSM Anti Infectives India Ltd. (ITA no. 1395/Chd/2010), Zee
Entertainment Enterprises Ltd. (TS-244-ITAT-2014(Mum)-TP), Acuity Knowledge Center (India) Pvt. Ltd (TS-304-
ITAT-2022(Bang)-TP)
30 TS-343-ITAT-2014
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the same time there are entities producing a variety of products in the same industry and
therefore in order to reach a precise measure of comparability, the list of companies should be
further shortlisted to exclude the companies not dealing in the same/similar products as that of
the tested party. For instance, for a tested party trading in seeds, the industry filter to be
applied could be agri-trading. However, this filter might result in companies engaged in various
types of agricultural products such as fertilizers, pesticides etc. In order to remedy this,
product criteria would be applied to only select the companies engaged in trading of seeds in
the agriculture industry.

(b)  Functional filter

The chosen companies must be further analyzed to select only those companies which are
functionally similar to the tested party. The functions could be in the form of manufacturing of
goods, rendering of services, trading in goods etc. Thus, the filter to be applied depends on
the functions performed by the tested party to find transactions which are functionally similar.

(c)  Ownership (Government or private)

Generally, entities in the private sector exist for generating profits. Government owned entities
on the other hand, function to serve the society and are not necessarily driven by the profit
motive. Accordingly, although there are HC and Tribunal decisions both in favour and against
the inclusion of government companies, such companies should be included / excluded based
on their comparability analysis like the other private companies.

In the case of Same Deutz-Fahr India®" Madras HC dismissed Revenue’'s appeal seeking
exclusion of HMT Limited as comparable for assessee (engaged in the manufacture and
export of tractors) for AY 2006-07. HC rejected Revenue’s contention that Tribunal failed to
appreciate that HMT Ltd should have been excluded as it was a government owned company.
It held that “There is...no provision of law which makes any distinction between a government
owned company and a company under private management for the purpose of transfer pricing
audit and/or fixation of ALP... There is no reason why a government owned company cannot
be treated as a comparable”; further, stating that comparability of HMT Ltd was a factual issue
and Tribunal had factually assessed the similarities between this company and assessee, HC
declined to interfere with ITAT order on exclusion of HMT Ltd.

1.6 Work done by International Organisations

The Platform for Collaboration on Tax (PCT)—a joint initiative of IMF, OECD, UN and the
World Bank—has released the final version of its toolkit on Transfer Pricing Documentation,
which is designed to support countries in implementing effective transfer pricing
documentation requirements.

These organisations acting through PCT have from time to time come out with various toolkits
to provide guidance on various aspects of comparability including functional analysis and

3 Tax Case (Appeal) No.567 of 2017
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preparation of transfer pricing document. Some of these toolkits/publications are as below:

A. Toolkit for Addressing Difficulties in Accessing Comparables’ Data for Transfer
Pricing Analyses

This toolkit aimed at providing guidance to developing countries in the implementation of
transfer pricing regimes relates to difficulties in accessing information on “comparables”; data
on transactions between independent parties used in the application of the arm’s length
principle. In response to this challenge and under a mandate from the Development Working
Group of the G20, the Platform for Collaboration on Tax (PCT) - a joint initiative of the IMF,
OECD, UN, and World Bank Group — has developed a toolkit to assist tax administrations of
developing countries.

B. Guidance on the transfer pricing implications of the COVID-19 pandemic

This Guidance clarifies and illustrates the practical application of the arm's length principle as
articulated in the OECD Transfer Pricing Guidelines to the unique fact patterns and specific
challenges implied by the COVID-19 pandemic. It was developed and approved by the 137
members of the OECD/G20 Inclusive Framework on BEPS.

C. Practical Toolkit to Support the Successful Implementation by Developing Countries
of Effective Transfer Pricing Documentation Requirements

The toolkit compiles essential information on transfer pricing documentation and analyses
policy choices and legislative options. Readers can also find sample legislation, real-life
examples and practices from over 30 countries in the toolkit.

D. Transfer Pricing Country Profiles

These country profiles focus on countries' domestic legislation regarding key transfer pricing
principles, including the arm's length principle, transfer pricing methods, comparability
analysis, intangible property, intra-group services, cost contribution agreements, transfer
pricing documentation, administrative approaches to avoiding and resolving disputes, safe
harbours and other implementation measures.

1.7 Need for Comparability Analysis

It may be safe to say that comparability analysis is the foundation on which the entire process
of transfer pricing analysis rests. A carefully conducted comparability analysis not only
translates into the selection of appropriate comparables but also aids in the selection of the
MAM for the purpose of determining arm’s length price of the controlled transactions.

In doing the comparability analysis, it may be necessary to undertake a detailed functional
analysis and wherever warranted, necessary adjustments should be made. The choices made
in the course of this analysis have to be substantiated and the overall process should be
documented.


https://www.oecd.org/ctp/transfer-pricing/guidance-on-the-transfer-pricing-implications-of-the-covid-19-pandemic.htm
https://www.oecd.org/ctp/transfer-pricing/practical-toolkit-to-support-the-successful-implementation-by-developing-countries-of-effective-transfer-pricing-documentation-requirements.htm
https://www.oecd.org/ctp/transfer-pricing/practical-toolkit-to-support-the-successful-implementation-by-developing-countries-of-effective-transfer-pricing-documentation-requirements.htm
https://www.oecd.org/ctp/transfer-pricing/transfer-pricing-country-profiles.htm
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2. Economic Analysis

After the functional analysis of the controlled transactions has been carried out, the next step
in the process of benchmarking is to conduct the economic analysis of the controlled
transactions. The process of economic analysis consists of steps, viz selection of the tested
party and selection and application of the MAM to determine the arm's length price of the said
transactions.

2.1 Selection of tested party

Before commencing a search for comparable data, it is necessary to identify the party that has
to be the point of reference, known as the 'tested party'. In any controlled transaction, there is
an involvement of at least two parties (known as AEs). Each of these parties could be different
from each other in terms of their functional profile, area of operation, complexity of operations
etc. In case of such a differentiation, it becomes essential to select one of the said parties as
the tested party for each transaction. The tested party is one, with respect to whom,
comparable data is sought and the MAM is applied. The choice of the tested party should be
consistent with the functional analysis undertaken.

The selection of the tested party has been a matter of dispute since the introduction of the
transfer pricing legislation in India, the reason being that the Act does not recognize the
concept of tested party. On the other hand, the 2022 OECD Guidelines and the United
Nations Practical Transfer Pricing Manual for Developing Countries (UN TP Manual, 2021)
have recognized this concept and emphasized on the selection of the appropriate tested party.
The OECD Guidelines in para 3.18 have laid down that ' it is necessary to choose the party to
the transaction for which a financial indicator (mark up on costs, gross margin or net profit
indicator) is tested. The choice of the tested party should be consistent with the functional
analysis of the transaction. As a general rule, the tested party is the one to which a transfer
pricing method can be applied in the most reliable manner and for which the most reliable
comparables can be found, i.e. it will most often be the one that has the less complex
functional analysis.'

The US Treasury Regulations under section 1.482-5 also state, ‘that the tested party is that
participant in the controlled transaction whose profits attributable to the controlled transaction
can be verified using the most reliable data and requiring the fewest and most reliable
adjustments. In most cases, the tested party is the least complex one amongst the controlled
taxpayers, that is, the taxpayer with the least amount of risk associated with its operations and
without valuable intangibles or unique assets that may distinguish it from potential
uncontrolled comparable companies.’

The UN TP Manual 2021 in Para B.3.5.1.1 provides that 'the choice of the tested party should
be consistent with the functional analysis of the controlled transactions. Attributes of the
controlled transaction(s) will influence the selection of tested party (where needed). The tested
party normally should be the less complex party to the controlled transaction and should be
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the party in respect of which the most reliable data for comparing the results of similar
independent transactions is available. Either the local or the foreign party may be the tested
party. If a taxpayer wishes to select the foreign associated enterprise as the tested party, it
must ensure that the necessary relevant information about it and sufficient data on
comparables is furnished to the tax administration in order for the latter to be able to verify the
selection of the tested party and the accurate application of the transfer pricing method.'

Therefore, all these definitions have some of the following common attributes:
(i)  The tested party should be the one for which reliable and accurate data is available.
(i) The tested party should be the least complex among the parties to the transaction.

(i)  The tested party should be the one, whose data requires least adjustments in order to
make it comparable.

2.1.1 Indian context

While it is true that the Indian transfer pricing regulations do not recognize the concept of the
tested party but that cannot be taken in any way to imply that a tested party need not be
chosen to benchmark the controlled transactions. Even under the Indian regulations, it is
necessary to choose a tested party even though there may not be a direct recognition for the
same.

Example:

ABC Group is manufacturer of skin care products and is headquartered in USA. ABC Inc, USA
is parent company owning brand name/ trademark and manufacturing related intangibles
(such as technical know-how, secrete formulae, etc.). ABC Ltd, India is wholly owned
subsidiary of ABC Inc., USA. ABC Ltd, India manufactures skin care products for ABC Inc. as
well as for other ABC Group companies. ABC Ltd, India manufactures products based on
annual production plan received from ABC Inc. and other ABC Group companies which
assures that idle capacity (if any) would be absorbed by one of the ABC Group companies.
Further, ABC Ltd, India it uses technical know-how and secret formulae owned by ABC Inc.
USA to manufacture products.

Based on the brief profile of ABC Ltd, India can be characterized as low risk manufacturer akin
to contract manufacturer. Thus, ABC Ltd, is less complex vis-a-vis ABC Inc. and other ABC
Group companies and also does not hold unique or valuable intangible assets. Accordingly,
ABC Ltd, India can be considered as tested party.

2.1.2 Judicial decisions involving selection of the tested party
(a)  Can aforeign AE be chosen as the tested party?

With respect to the selection of the tested party, one of the most common issues is that
whether the foreign AE to the controlled transaction can be selected as the tested party or
not?
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In the case of Ranbaxy Laboratories Ltd.%, it was held that the assessee was wrong in
selecting the overseas AE as the tested party for the purpose of comparison to apply TP
regulations. The Tribunal held that the tested party normally should be the party in respect of
which reliable data for comparison is easily and readily available and fewest adjustments in
computations are needed. It may be local or foreign entity, i.e. any of the parties to the
transaction. The object of transfer pricing exercise is to gather reliable data, which can be
considered without difficulty by both the parties, i.e. taxpayer and the revenue. It is also true
that generally the least of the complex controlled taxpayer should be taken as the tested party.
But where comparable or almost comparable, controlled and uncontrolled transactions or
entities are available, it may not be right to eliminate them from consideration because they
look too complex. If the taxpayer wishes to take foreign AE as a tested party, then it must
ensure that it is such an entity for which the relevant data for comparison is available in public
domain or is furnished to the tax administration. The taxpayer is then not entitled to take a
stand that such data cannot be called for or insisted upon from the taxpayer.

Similarly, the Ahmedabad Tribunal in the case of General Motors India Pvt. Ltd.33 held that a
foreign entity could also be taken as a tested party for comparison. This, according to the
Tribunal would also be in line with the UN Transfer Pricing Manual. The Tribunal observed that
there were divergent views in respect of the selection of tested party and after examining both
views, came to the conclusion that the tested party could be the taxpayer or the foreign AE.
The Tribunal also rejected the argument of the tax authorities that since they did not have
jurisdiction over such entities and could neither call for additional information nor scrutinize its
books of accounts, therefore such entities should not be chosen as the tested parties. In this
regard, the Tribunal held that the tax authorities had enough technology to get all the rele vant
information around the globe or could direct the assessee to furnish the same. Similarly, the
Delhi Tribunal in the case of Yamaha Motor India Pvt. Ltd.* held that the tested party should
be the one for which reliable data is easily and readily available and fewest adjustments are
required. Thus, in case, reliable data with respect to foreign party was available, there was no
restriction on selecting the foreign party as the tested party.

Contrary to the aforesaid decisions, the Mumbai Tribunal in the case of Onward
Technologies® completely brushed aside this proposition and held that the argument that the
foreign AE should be selected as the tested party and the profit earned by the foreign AE from
outside comparables should be compared with the price charged by the assessee from the AE
to determine whether they are at ALP is not acceptable because under the scheme of Section
92C of the Act, the profit actually realized by the Indian assessee from the transaction with its
foreign AE has to be compared with that of the comparables. There is no question of
substituting the profit realized by the Indian enterprise from its foreign AE with the profit
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realized by the foreign AE from the ultimate customers for the purposes of determining the
ALP of the international transaction of the Indian enterprise with its foreign AE. The scope of
TP adjustment under the Indian taxation law is limited to transaction between the assessee
and its foreign AE. The contention that the profit earned by the foreign AE should be
substituted for the profit of the comparables is patently unacceptable. The fact that this may
be permissible under the US and UK regulations is irrelevant.

Further, the Delhi Tribunal in the case of GlobalVantedge?, held that though the least complex
party is to be selected as the tested party, a foreign entity could not be chosen since it would
be difficult to compare entities in different jurisdictions owing to difference in the geographical
locations. It would also be difficult to obtain relevant facts that would lead to a proper analysis
of the functions performed, assets employed and the risks faced by the associated
enterprises. Further, on an appeal made by the revenue against the ITAT order, the Hon'ble
Delhi High Court¥ has affirmed the same.

Similarly, in the cases of Aurionpro Solutions Pvt. Ltd.® and Mission Pharma Logistics (India)
Pvt. Ltd.%, it was held that the assessee, and not the foreign associated enterprise should be
selected as the tested party for the purpose of benchmarking.

Further, recently the Pune Tribunal in the case of Bekaert Industries Private Limited“ and
Carraro India Private Limited has held that considering foreign AE as tested party renders the
substantive Sec. 92 otiose and definition of 'international transaction' u/s 92B and Rule 10B
redundant which is patently an unacceptable proposition having no sanction under the Indian
transfer pricing law.

In the case of Moser Baer India Ltd.*!, the Delhi High Court has admitted the Revenue appeal
questioning whether ITAT erred in holding that the AE’s transactions could be taken into
account for ALP determination as tested party. ITAT had directed TPO to accept assessee’s
contention of foreign AE as tested party in the event assessee was able to provide complete
financials of AE along with complete financials of relevant comparables required to benchmark
the international transaction. ITAT had also directed TPO to verify if AE is the least complex
entity requiring minimum adjustment and for which comparables are available in public
domain.

In the case of IDS Infotech*2, Chandigarh ITAT upheld assessee’s selection of foreign AE as
tested party for benchmarking international transaction of provision of IT/IT enabled services
for AY 2010-11. The ITAT rejected Revenue’s contention that reliable data was not available
in respect of foreign comparables; Relying on ITAT decisions in Ranbaxy Laboratories,
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General Motors and Development Consultants, the ITAT held that there is no bar in treating
foreign AE as tested party merely because data of comparable companies was not available;
Further the ITAT laid down two conditions to be fulfilled for a foreign entity to be considered as
tested party, i) data should be available in public domain and ii) assessee has furnished all
relevant data to tax administration; Notes that in the present case both these conditions were
fulfilled because relevant data from Global Symposium database used by assessee was
available in public domain and had also been furnished to TPO including entire detail of
search process, business description and P&L accounts. Accordingly, the ITAT remarked,
“The Revenue with all resources available at hand could have accessed the said sources and
conducted comparability analysis”. The ITAT also observed inconsistencies in TPO’s approach
noting that foreign AE had been accepted as tested party in preceding year as well as for
benchmarking marketing support services in present year, and thereby allowed assessee’s
appeal.

Other decisions on similar rationale have been delivered in the case of Royal Canin India
Private Limited*? (accepted foreign AE as a tested party) and GE Money Financial Services
Pvt Ltd* (rejected foreign AE as tested party).

Recently, in the case of Almatis Alumina Pvt. Ltd.%, the Calcutta High Court has upheld
Hon'ble ITAT's order which discussed at length the FAR profiles of the assessee as well as
that of the AE and held that foreign AE can be considered as the tested party. The Hon'ble
Calcutta High Court espoused the principle that — tested party normally should be the least
complex party to the controlled transaction and there is no bar for selection of tested party
either local or foreign party and neither the Act nor the guidelines on transfer pricing provides
so and the selection of the tested party is to further the object of the comparability analysis by
making it less complex and requiring fewer adjustment.

Therefore, in this respect, there exist contrary decisions, both in favour of and against the
selection of the foreign AE as the tested party and a consistent view does not prevail.

(b)  Least complex party to be chosen as the tested party

Ahmedabad Tribunal in the case of Missionpharma Logistics Pvt. Ltd.“6 held that once it was
established that no intangible assets were developed by the assessee company, it had to be
accepted that the assessee company is less complex as compared to its AEs, since the AEs
were having intangibles in the form of supplier list and were developing the market by
participating in tenders and were bearing all types of risks. The data of the assessee company
was easily available and was reliable whereas the data of the AE was complex and less
reliable and considering all these facts, it was held that as compared to its AEs, the assessee
should be chosen as the tested party.
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Similarly, the Kolkata Tribunal in the case of Development Consultants P. Ltd.# referring to
the relevant portion of the US Transfer Pricing regulations held that in order to determine the
MAM for determining the ALP, it is first necessary to select the tested party and the tested
party should be the one which does not own valuable intangible property or unique assets that
would distinguish it from potential uncontrolled comparables.

In the case of GKN Driveline (India)# Delhi ITAT rejected assessee’s consideration of foreign
AE as tested party for AY 2012-13; ITAT referred to Para 3.18 of OECD TP Guidelines as per
which the tested party should be the least complex entity for which reliable data is available
with minimum adjustments. ITAT further noted that the assessee failed to provide FAR of AE
to ascertain its least complex nature, further, assessee was unable to provide financials of the
AE.

2.2 Selection of the MAM

One of the most crucial steps in the process of benchmarking a controlled transaction is that
of selection of the MAM. In this regard, six methods have been prescribed u/s. 92C of the Act
read with Rule 10B of the Rules, which are as under:

a) CUP method

(

(b) RPM
(c) CPM
(d) PSM
(e) TNMM
(

f)  Any other method

It must be noted that the Indian transfer pricing regulations do not provide for any order or
priority in which the prescribed methods are to be applied. Instead, it stresses on the concept
of the 'Most Appropriate Method', i.e., a set of factors have been prescribed in the legislation,
in the light of which, one of the prescribed methods, which is best suited to the facts and
circumstances of each controlled transaction is to be chosen as the most appropriate method
for benchmarking that particular transaction.

In this regard, the following factors have been laid down in Rule 10C of the Rules, which
should be taken into account to select the MAM:

(a)  the nature and class of international transactions [or the specified domestic transaction];

(b)  the class or classes of associated enterprises entering into the transaction and the
functions performed by them, taking into account assets employed or to be employed
and risks assumed by such enterprises;
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(c)  the availability, coverage and reliability of data necessary for application of the method;

(d) the degree of comparability existing between the international transaction [or the
specified domestic transaction] and the uncontrolled transaction and between the
enterprises entering into such transactions;

(e) the extent to which reliable and accurate adjustments can be made to account for
differences, if any, between the international transaction [or the specified domestic
transaction] and the comparable uncontrolled transaction or between the enterprises
entering into such transactions;

(f)  the nature, extent and reliability of assumptions required to be made in application of a
method.

OECD too in its 2022 Guidelines in para 2.2 has prescribed certain factors, which are to be
taken into account while selecting the MAM. The same areas under:

(a)  appropriateness of method considered in view of the nature of controlled transactions,
determined in particular through a functional analysis;

(b)  availability of reliable information (in particular on uncontrolled comparables) needed to
apply the selected method and/or other methods;

(c)  the degree of comparability between controlled and uncontrolled transactions, including
the reliability of comparability adjustments that may be needed to eliminate material
differences between them.

Another aspect which needs to be highlighted is that the method chosen to benchmark the
controlled transactions must be from among the six methods prescribed u/s. 92C of the Act. In
this regard, the Mumbai Tribunal (and later on accepted by the Bombay HC) in the case of CA
Computer Associates Pvt. Ltd®. held that where the ALP was not determined by applying one
of the methods prescribed in Rule 10B, this action of the TPO was to be set aside.

Similarly, Special bench of the Delhi Tribunal in the case of L.G. Electronics India Pvt. Ltd.%
held that 'as regards the contention that the methods are tools for determining the ALP, we
find that there is no dispute that the main purpose of Chapter X is to determine the ALP of an
international transaction, but such determination can be done only by way of the methods
specified by the statute. When the legislature has specifically enshrined a provision u/s. 92C
requiring the computation of ALP by any of the prescribed methods, it does not fall in the
realm of the TPO or for that matter any other authority to breach such mandate and apply or
direct to apply any other method. Going by the dictate of the provision as subsists under sub-
section(1), of section 92C, there can be absolutely no doubt on adoption of any single method
out of those set out in section."
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Furthermore, in the case of Castrol India Limiteds!, the Hon’ble Tribunal observed as under:

“In our opinion, it is incumbent upon the TPO to work out the ALP of the relevant transactions
by following some authorized method and the entire cost borne by the Assessee cannot be
disallowed by taking the ALP at NIL keeping in view the facts and circumstances of the case
and the relevant details furnished by the Assessee... In our opinion, the exercise of
ascertaining ALPs has to be done by the TPO keeping in view the well laid down scheme in
the relevant provisions of the Act and addition, if any, on account of TP adjustment, has to be
made only after doing such exercise. We, therefore, restore this issue to the file of the
AO/TPO with a direction to do such exercise and make addition, if any, on this issue after
completing such exercise in accordance with law.”

Also, in the case of Quintiles Research (India) Private Ltd. vs DCIT?2, the Bangalore Tribunal
referred to the Tribunal ruling in Festo Controls India Pvt. Ltd. v. DCIT, wherein the Tribunal
had held that, it was not open to the TPO and he has no jurisdiction to hold that no services
were rendered for which payments were made by the assessee and on that ground, the TPO
cannot hold that the arm’s length price is NIL. In arriving at such conclusion in the aforesaid
ruling, Bangalore ITAT had relied on Mumbai ITAT ruling in Castrol India Ltd. and Delhi HC
ruling in EKL Appliance.

While it is difficult to explicitly lay down the circumstances in which each of the six methods
should be chosen as the most appropriate, some specific illustrations in which one method
may be considered more suitable than the others are as under:

(@) In Aithent Technology®, Delhi Tribunal held that CUP method is the most appropriate to
ascertain the arm’s length price of the international transaction of interest free loans to
AEs by taking into account the prices at which similar transactions with other unrelated
parties was undertaken.

(b)  In Star Diamond Group®, it was held that where the assessee is a trader and not doing
any value addition to goods, resale price method is the MAM for determining the ALP of
the controlled transaction.

(c)  In Bayer Material Sciences®, it was held that the MAM for indenting activity (i.e. finding
the customers and 