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Rule 10B stipulates the methods of determination of ALP. The Rule has prescribed
certain steps for arriving at arm’s length price under different methods.

Following table depicts the steps followed under CUP method for determination of ALP

Particulars Amount

Price charged/ paid in comparable XXXX
Step 1 N
uncontrolled transaction

Step 2 Adjustments for material differences

Step 3 Adjusted Price = Arm’s Length Price XXXX

All adjustments in the course of applying the method are to be made to the price charged in
the uncontrolled transaction

Only differences that would materially affect the price in the open market are required to be
adjusted

Averaging is permissible only if a range of arm’s length prices have been arrived at

Case 1

A client is a distributor of Red Apples,
importing the same from its AEs

Available Information: Import Price for

Case 2

A client is a distributor of Red Apples,
importing the same from its AEs in
Australia

Green Apple charged by an i
party

Query: Whether the price of Green
Apple can be used as CUP for
benchmarking the import transaction of
Red Apples ????

=Market conditions should be checked
as to whether there is any price variance
between Red and Green Apple due to
difference in taste or other attributes

=Should check whether the same could
be adjusted in the comparable price

Available Ir Import Price for
Red Apple charged by an independent
party in US

Query: Whether the price of Red Apple
(US) can be used as CUP for
benchmarking the import transaction of
Red Apples (Australia) 2???
=*Geographical conditions should be
checked as to whether there is any price
variance due to regulations prevalent in
different territory or are there any other
factor affecting the prices

=Should check whether the same could
be adjusted in the comparable price




= Can localised product be used as CUP for Imports
2977

= Availability of Data

| = Custom Valuation Methodology- Identical / Similar
goods

= Information on competitor prices can be obtained by
exercising powers u/s 133(6)

= Information provided to Customs authorities used for
making adjustment in TP

= Acceptable source of information for CUP : - Third
party invoices or Price catalogue or quotations

= Application of 5% range in case of single CUP

Method: Compares the gross-profit margin
on direct and indirect costs incurred with 5
N Parent A Unrelated entity
that of comparative uncontrolled
transactions

—

Tolerant to Product Differences — fewer Indian Manufacturer Similar Manufacturer
adjustments may be necessary (AE - India) @i i)

Applicability: manufacture, assembly or
production of tangible products or services
that are sold to or provided to the AEs

Gross margins are used as the PLI

Large emphasis on functional comparability
Markets, Strategies etc.

X Ltd. derives technology support from
Y Ltd.
(20 percent of normal GP)

100 man-hours @ INR M Ltd.

- X Ltd. offers Y Itd. a quantity discount
2,000 -h %]
000 perman-hour (ThlrdAParty) ul (10 percent of normal GP)
Total Costs incurred ; (Z) Markefing Risk ated with
arketing Risks associated witl
(INR 175,000) @ INR 3,000 per &'é Keting dered h
. man-hour ij services rendered to customers other
op ) " & thanYid.
margin earned on O (10 percent of normal GP)

costs 50 %
; X Ltd. offered one month’s credit to Y

-
@ — : Ltd.
N : 1.5 t GP.
®\/ L ,,,,,,,,,,,,,, (1.5 percent GP)
,_!/-6\4t

e

Arm'’s Length Price for transaction between
X Ltd. and Y Ltd. ?

X Ltd. — Software Development +
onsite and offsite consultancy
services

Direct and Indirect Costs (INR) 175,000
G.P mark-up in comparable uncontrolled transaction (A) 50 %
Less:
Technology Support from Y Ltd. (20% of 50%) (10%)
Quantity Discount to Y Ltd. not to M Ltd. (10% of 50%) (05%)
Risk factor non existent with Y Ltd. (10% of 50%) (05%)
Sub-total (B) 20%
Add:
Cost of credit to Y Ltd. 1.5%
Sub-total (C) 1.5%
Arm’s length GP mark-up = (A) — (B) + (C) 31.50%
Arm’s length Income (INR) 230,125
Increased Income INR (230,125 — 200,000) 30,125




Identification of ‘Direct’ and ‘Indirect’ costs

Cost Determination

v’ Costs may not be determinant/ reflective of the appropriate profit in specific case for any one
year

- competition to scale down prices
- no discernible link between the level of costs incurred and market price
Comparable mark-up
v’ Comparable mark-up to be applied to a comparable cost base
- Leased assets v. Owned assets; Different accounting practices
v’ Expenses reflecting functional difference (or) additional functions
Treatment of assets under the CPM
Finance Cost
¥' Whether the finance costs should be included in the cost base?
Pass/ Flow through cost for application of mark-up

Transfer Price
INR 75

Outside India

Resale Price India
INR IO

»i Unrelated Co. Y }

Price paid by Sub Co. to AE is at arm’'s
length if the 25% resale margin earned by
Sub Co. is more than margins earned by

similar Indian distributors

Compares the resale gross margin earned
by associated enterprise with the resale
gross margin earned by comparable
independent distributors

Preferred method for a distributor buying
purely finished goods from a group
company (if no CUP available)

To be applied when a goods purchased or
service obtained from an AE is resold to an
unrelated enterprise.

Under this method comparability is less
dependent on strict product comparability
and additional emphasis is on similarity of
functions performed & risks assumed

A Inc., is a leading manufacturer of laptops;

A Inc., sells the laptops only through its subsidiaries.
There are no direct sales by A Inc.,

A Ltd a wholly owned subsidiary of A Inc., acts as a distributor of the products in
the Indian Sub-continent;

The Group operates on a business model whereby the distributor location would
function as a trader in the laptops;

A Inc., would supply the warranty replacements free of costs to A Ltd.

A Ltd, also trades in Desktops manufactured by X Inc., an uncontrolled entity;

X Inc., would provide warranty replacements free of costs to A Ltd.

Resale Margin 16.67%

Particulars Alnc., in USD P.U. XInc in USD P.U.
Purchase price by A Ltd 1000 750

Sale price by A Ltd in India 1150 950

Other expenses incurred by A Ltd on import | 50 50

Particulars Amount in USD Particulars Amount in USD
Sale price of Desktops in 950 Sale price of Laptops in 1150

India India

Expenses incurred by A Ltd | 50 Expenses incurred by A Ltd | 50

on import on import

Adjusted Price 900 Adjusted Price 1100
Purchase Price 750 Resale Margin 16.67%

Resale Price 917

Purchase price from AE’s 1000

Is the Transaction at Arms Length?




. Losses at ‘net level’ - Roche Products Pty Ltd. and Commissioner of Taxation

- Entrepreneurial distributor Vs Low Risk Distributor
. Business Expenses incurred in case of Purchase
=  Application of +/- 5 % range

= Unlike the US regulations and the OECD regulations, the Indian regulations
recognise the use of RPM for benchmarking the cases involving the resale of
services - Development Consultants (P) Limited Vs DCIT, Circle 2, Kolkata

= Only cost of goods sold is benchmarked and not purchases made during an
assessment year (as reported in the Form No. 3CEB)

Relatively difficult to apply where

= Goods are further processed before resale

« Significant Value Addition and creates or maintain Marketing Intangibles/ IP
+ Salesto AE

« Reliable adjustments cannot be made

Applicability: To be applied in cases involving transfer of unique intangibles or in

multiple international transactions that cannot be evaluated separately

E.g. : Where services are interrelated, independent parties might choose to set up a partnership

or form a joint venture and allocate profits according to services performed

Calculates the combined operating profit resulting from an inter-company transaction

based on the relative value of each AEs contribution to the operating profit

Evaluates allocation of combined profit/ loss in controlled integrated transactions

The contribution made by each party is based on a functional analysis and valued, if

possible, using external comparables

Two approaches discussed by the OECD guidelines

Contribution Analysis/ Comparable Residual Analysis/ Residual Profit
Profit Split Split

Determine the combined net profit of the Stage - 1
AEs engaged in IT Allocate income to routine contributions
Evaluate relative contribution made by
each of them with regard to FAR + external Stage - 2

market data Allocate Residual Profits/ (Losses)

Split the combined profit in proportion to

relative net contribution Total net profit — two-stage allocation —

Profit so apportioned — taken to arrive at taken to arrive at the ALP in relation to IT

ALP in relation to IT

XYZ License to manufacture and XYZ - Europe

S. Corporation) market Nulon in Europe (European Subsidiary)

Patent Protection

Marketing Network/

Research Unit Brand Names

Nulon — Chemical
formula

Alters Nulon to adapt High intensity
Substantal Share it to military marketing campaign
specifications — Defense industry

XYZ — Europe manufactures and sells
Nulon in Europe through its marketing
network under one of its brand names

U.S. market for

bulletproof material




XYZ - Europe ‘ USS$ (million)
Nulon Sales A 500
Pre-Royalty Expenses B 300
Net pre-royalty profit C=A-B 200
Operating assets (employed in Nulon's business) 200
Average market return on XYZ - Europe’s operating assets 10 percent
Market return for XYZ — Europe’s Nulon business 20
Residual profit Attributable to valuable intangibles related to Nulon 180

e

Relative Values of the Intangibles

Previous Year's capitalized values of expenditures on Nulon-related research & development
and marketing over last year's sales related to such expenditure

.. XYZ XYZ - Europe

Capitalized R&D expenditure (per $ of protective 0.20 -
product sales)

XYZ-Europe's expenditure (R&D and Marketing) (per $ - 0.40
of XYZ — Europe’s Nulon Sales)

1/31

Capitalized intangible development expenses for each \,
dollar of XYZ — Europe’s protective product sales 0.60

Arm’s length royalty 1/3 of $180 million of residual
Nulon profit = $60 million

i = e = Limitations/ Issues
= Can be difficult to determine the relative value

of contribution that each of the related
participant makes

= Less direct approach than CUP, RPM and
CPM

= May be difficult to allocate costs specifically to
the property or services provided in the
controlled transactions

Examines net operating profit from transactions as a percentage of a certain base (can use
different bases i.e. costs, turnover, etc) in respect of similar parties

Ideally, operating margin should be compared to operating margin earned by same
enterprise on uncontrolled transaction — Internal TNMM

Most frequently used method in India, due to lack of availability of comparable uncontrolled
prices and gross margin data required for application of the comparable uncontrolled price
method / cost plus method / resale price method

Broad level of product comparability and high level of functional comparability

Applicable for any type of transaction and often used to supplement analysis under other
methods

The application of the TNMM to a specific tested party breaks down when factors other than
transfer prices have a material impact upon profits

Usually regarded as an indirect and one-sided method,
but is most widely used




= Grouping of transaction - Relevant controlled transactions require to be aggregated to test
whether the controlled transaction earn a reasonable margin as compared to uncontrolled
transaction

Selection of tested party - Least complex entity

= Selection of Profit Level Indicator such as Operating Margin, Return on Value added expenses,
Return on assets — Unaffected by the transfer price

= Benchmarking exercise

— Entity with similar industry classification to the tested party — thru search in Prowess and
Capitalineplus databases

— Screen entities by applying appropriate quantitative filters, such as mfg sales >75%, R&D exp
>5%, Advertisement exp >5%.

— Review financial and textual information available in the public database of the selected
entities — for qualitative filters

= Computation of ALP
— Usage of single year data / multiple year data
— Computation of arithmetic mean

PLI Formulae Typically Used For

Manufacturer/
Service provider

Net/Full cost plus Net or operating profit/Total costs
(Return on total costs) (Total costs = COGS + OPEX)

. . Net or Operating Profit/Net sales or net Manufacturer/
Net or Operating margin
turnover Distributor/Service provider
Manufacturer/
ROA Net or Operating Profit/Operating assets . .
Distributor/Service provider
i - Manufacturer/
ROCE Net or Operating Profit/Total assets

Current Liabilities Distributor/Service Provider

OP/VAE {Berry Ratio (GP/VAE)-1} Low Risk Distributor

= Can be applied to all types of business — manufacturing / service / trading

= Less complex functional analysis is required

= Net profit (“NP") margin compared in TNMM are less affected by transactional
differences e.g. price or gross profit margin

= The net margin is more tolerant to some functional differences than gross profit margin

= Under TNMM functions performed and responsibilities assumed by tested party and
associated enterprise (“AE”) have less impact on determination of Arms Length Price
(‘ALP")

= lItis not necessary that all AE should maintain accounts and allocate costs in identical
manner

The net margin of a taxpayer can be influenced by some factors that either do not have
an effect, or have a lesser effect, on price or gross margin e.g. higher depreciation or
under absorption of cost in start up phase

Lack of information / reliable information about uncontrolled transactions at the time of
entering controlled transaction

Also, may not have access to information on the profits attributable to uncontrolled
transaction

There may be difficulties in determining an appropriate corresponding adjustment when
applying the transactional method, particularly where it is not possible to work back to
transfer price

TP Method

ggmparablhty Approach Application

Very difficult but most

CUP I Prices benchmarked
Veghig preferred method
Manufacturer/ Service
CPLM High Gross Margin benchmarked .
Providers
RPM High Gross Margin Distri Services Provid
Manufacturer/ Distributor/
PSM Medium Net Margin benchmarked y )
Service Providers
. . Manufacturer/ Distributor/
TNMM Medium Net Margin benchmarked

Service Providers
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Computation of Arm’s Length Price (ALP)




Computation of ALP [Section 92C (1)]

Selection of Most Appropriate Method (MAM) [Rule 10C]

By use of any of the prescribed methods being the ‘most appropriate’ method
having regard to :

» nature of transaction

class of transaction

» class of associated persons
>

functions performed by such persons

Rule 10C(1) - MAM shall be the method which is:
> best suited to the facts and circumstances of each particular international transaction, and

> provides the most reliable measure of ALP

Rule 10C(2) -Factors determining the MAM

> Nature and class of international transaction

> Class of associated enterprises and functions performed
> Availability and reliability of data

> Degree of comparability

> Extent and reliability of adjustments

> Nature, extent and reliability of assumptions

Prescribed Methods for computation of
ALP

Comparable Uncontrolled Price Method (CUP)

‘ Methods for computation of ALP

I I

‘ Traditional Transaction ‘ ‘Transactional Profit based‘

1 ! ——

Comparable Resale Cost Profit Transactional
Uncontrolled Price Plus Split Net Margin
Price Method Method Method Method
(“CUP”) (“RPM™) (“CPM™) (“PSM”) (“TNMM™)

Such other method as may be prescribed by the board

>  The CUP Method seeks to determine the arms’

length price by comparing the controlled Manufacturer
transaction with the uncontrolled transaction LUs
» Method used in case of strong similarity of ]
products or services Manufacturer in US, —/
»  Most direct and reliable method — preferred by manufactures
OECD electronic chips which are sold
to both AE,
»  Generally produces the most reliable results arelated party in India,
. . and unrelated Indian customers
»  Comparability based on:
= Functions
= Contractual terms
* Rj Unrelated
Risks AE in India Pty
= Economic conditions arty in Incia

Strong similarity of products and services is

critical
Sale price to unrelated party may be used to
benchmark sale to group entity in India




Resale Price Method (RPM)

Cost Plus Method (CPM)

Method used in case of purchase

of goods or services from related

parties for resale to unrelated

parties without substantial value

add ition An Indian distributor purchases
watches from its US manufacturer |

The price is reduced by the ::r‘rv‘;s:lemunre\aledwho\esaler"
normal gross margins earned by Indian disteibutor earms a

unrelated party for same or similar
products or services

Group Manufacturer
inus

gross margin of 25%

Distributor Unrelated

in India |

Need for similarity of functions
performed and risks undertaken

Wholesaler

Gross margins used as the profit
level indicator

Price paid by Indian distributor to Group manufacturer in

US is the arm’s length price if the 25% resale margin

earned by Indian distributor lies within arm’s length rang

of margins earned by similar Indian distributors

Method used in cases involving
manufacture, assembly or
production of tangible products or
services that are sold / provided
to related parties

The mark up on direct and
indirect costs of production
incurred to be based on unrelated
comparables

Need for high similarity in
functions performed and risks Manufacturer

borne AEIELLS <:||" In India

Gross margins used as the profit
level indicator

External Market in US

{}

Indian manufacturer makes
electronic components and sells
these at fully absorbed cost plus
40% to a US manufacturer which
uses those components in
manufacture of electric power tools

Margin earned by Indian manufacturer on cost to
Group manufacturer to be benchmarked against

margin on total costs (direct and indirect production

costs) earned by similar manufacturers in India

Transactional Net Margin Method (TNMM)

Profit Split Method (PSM)

Examines operating profit from

transactions as a percentage of AEin US Unrelated
. B Company

appropriate base (can use different

bases i.e. costs, turnover etc.) in

respect of similar parties

Broad level of similarity of resources

employed, functions and risks

Operating margin of Indian company

to be compared with operating

margin earned by similar enterprises ST Unrelated

in uncontrolled transactions in India ST

Most preferred and practical method
vis-a-vis the assesses.

>

Method used in cases involving transfer of unique intangibles or in
multiple international transactions that cannot be evaluated
separately

Evaluates allocation of combined profit/loss in controlled integrated
transactions

Reference to relative value of each controlled taxpayer’s contribution
(functions performed, risks assumed and resources employed)

Complex Method/ Sparingly used




MAM

Choice of MAM : General applicability

» Organization for Economic Cooperation and Development (OECD)
advocates the use of Traditional transaction methods (CUP, RPM and
CPM) over Transactional profit methods (PSM and TNMM) [Chapter
111,3.49]

» Flexibility granted to taxpayer for selection of MAM

» No preference for any particular method under Indian transfer pricing
law

CUP Loans, Royalties, Service fee, transfer of tangibles, etc.

RPM Marketing operations of finished products, where distributor not
performing significant value addition to product

CPM Raw material or semi-finished goods are sold, long term buy-and-
sell agreement

PSM Transactions involving provision of integrated services by more than
one enterprise or involving unique intangibles

TNMM Provision of services, transfer of semi-finished goods, distribution of

finished goods where applicability of RPM is inappropriate, etc.

Choice of Profit Level Indicators (PLISs)

Profit Level Indicators

» All methods, with the exception of CUP, examine a PLI relevant to the

method

» Specified financial ratio of the tested party is compared to the results of
independent, functionally comparable companies




Choice of PLIs

The Methods

RPM Gross margin Gross Profit/Sales Distributor
Cost Plus GrOS§ cost plus Gross PI’OfI(/DK?OP (Direct & Indirect Manufacturer
margin Cost of Production)
TNMMY Full | NeUFull cost plus ) Manufacturer/
(Return on total Operating profit/Total Costs
Cost Plus costs) Service provider
TNMM Operating Profit/Net sales or net Manufacturer/
Operating margin
turnaver Distributor
TNMM ROA Operating Profit/Operating assets Manufacturer
TNMM ROCE Operating Profit/ Capital Employed Manufacturer

TURNOVER
(COST OF SALES) Comparable Uncontrolled Price
GROSS PROFIT Resale Price Method | Cost Plus Method

(DISTRIBUTION AND
ADMINISTRATION
EXPENSES)

TNMM Method Profit Split Method

OPERATING PROFIT

Range computation

Range Computation

Scenario before the amendment

Options under proviso to Section 92C (2)

where more than one price is determined by the most appropriate method
the ALP shall be taken to be the arithmetical mean of such prices

OR

a price which may vary from the arithmetical mean by an amount NOT
exceeding 5% of such arithmetical mean at the option of assessee




Budget 2009-10... Amendment

lllustration -Range Computation

The Indian Union Budget 2009-10 has proposed a fundamental
amendment to the current proviso to Section 92 C(2)

"Provided that where more than one price is determined by the most
appropriate method, the arm's length price shall be taken to be the
arithmetical mean of such prices”

“Provided further that if the variation between the ALP so determined and
price at which the international transaction has actually been undertaken
does not exceed five per cent of the latter, the price at which the
international transaction has actually been undertaken shall be deemed
to be the arm's length price."

Say, Full Cost (for a captive service provider) US$ 100.00
Arm’s length mark up (Mean) 10%
Taxpayer's actual mark up :
Case "A" 5%
Case "B 3%
Arm’s length service fees [@ 10% mark-up] US$ 110.00
Applying (-5)%  [95% of US$ 110] US$ 104.50
As per existing provisions

Case "A"Taxpayer’s fees charged to related party ==> US$ 105 [No TP
adjustment , as taxpayer's transfer price is more than US$ 104.50]

Case "B"Taxpayer’s fees charged to related party ==> US$ 103 [TP adjustment
to the tune of only US$ 1.50 (i.e. 104.50 — 103)

lllustration - Range Computation...Cont

lllustration -Range Computation....Cont

Proposals in Budget [negating favorable ITAT rulings]*

Case "A"

Taxpayer's fees charged to related party ==>US$ 105
“Variation” by using 5% on US$ 105 ==>US$ 110.25
Arm's length service fee [@ 10% mark-up] ==> US$ 110

Still no TP adjustment, as US$ 110.25 > US$ 110

*ITAT Rulings - Development Consultant's Pvt. Ltd.
- Skoda Auto India Pvt. Ltd.

- Mentor Graphics (Noida) Pvt. Ltd.

Case "B"

Taxpayer's fees charged to related party ==>US$ 103
“Variation” by using 5% on US$ 103 ==>US$ 108.15
Arm's length service fee [@ 10% mark-up] ==> US$ 110

TP adjustment of US$ 7 [110 - 103], as US$ 108.15 < US$ 110 [in case of
existing provisions, TP adjustment was only US$ 1.50]




OECD guidelines vs. Indian Regulations

» Transfer Pricing not exact science =» a range of arm’s length price possible, particularly in
TNMM [para 1.45 of OECD TP guidelines]

» Extreme results indicate abnormal business conditions =» generally excluded from arm's
length range [Section “B” of Chapter on “Definition of arm’s length range, etc” of OECD
discussion draft on comparability, 2006]

» Arithmetic mean =» results distorted due to extreme values (outliers); (+)/(-) 5% range not
sufficient remedy

» Median less susceptible to distortion on account of extreme values, as outliers affect median
less <» better measure of central tendency

» Global Best Practices=» Use of Median & inter-quartile range to obtain a converging set of
arm’s length prices

Multiple Year Data

Contemporaneous Data

OECD Discussion Draft on Comparability, 2006

Rule 10B(4) = Comparable benchmarking based on data relating to financial year in which
controlled transactions entered into by taxpayer

v

v

Also, prior-year data up to 2 years may be used if it has an influence on transfer price
[proviso to rule 10B(4)]

Tribunal Rulings [Mentor Graphics (Noida) Pvt. Ltd, Aztec Software and Technologies, Skoda
Auto India Pvt Ltd, Honey Well Automation India Pvt Ltd] have held that only current year
data can be used for comparable benchmarking, prior-year data to be used only in
exceptional circumstances covered by proviso to rule 10B(4)

v

Indian transfer pricing regulations provide [Section 92D(1), Rule 10D(4)] :

v

« Mandatory annual documentation
« Need to complete documentation before due date of filing of tax return = 30" September

v

Mandatory usage of current-year data in India for documentation & transfer pricing audit =
Impossibility of performance, especially in case of profit based methods using external
comparables

» OECD Discussion Draft specifies 3 scenarios for determining timing/ cut-off for carrying comparable
benchmarking searches [sections “B” & “C” of Chapter on “Timing Issues in comparability”] :

a) In case upfront price setting planning policy carried out & benchmarking at time of planning is
sufficient compliance

b;

In case no upfront planning policy carried out, but relevant country provides mandatory documentation
compliance within specified date (generally return filing date) < cut off for benchmarking should not
traverse beyond date for documentation compliance

c) Incase no upfront planning policy carried out & also relevant country does not provide mandatory
documentation compliance within specified date = cut off for benchmarking at time of transfer pricing
audit

» Where taxpayer has not carried out upfront planning policy, India falls in scenario (b) < Cut off should not
traverse beyond return filing date




Databases used In India =»Limitation on availability ot
data as on return filing date

Databases used In India =»Limitation on availability ot
data as on return filing date

Data Availability Analysis in Prowess
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FY2004-05 FY2005-06 FY2006-07 FY2007-08

O Universe of Companies (A)

O Companies reporting data in current year (B)

O Percentage of Companies for which data is available for current year (B/A)

Data Availability Analysis in Capitaline

(Excluding additional companies in Prowess approximately 80%)
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O Universe of Companies (E)
O Companies reporting data in current year (F)
O Percentage of Companies for which data is available for current year (F/E)

Databases used in India =»Limitation on availability of
data as on return filing date

Data Availability — Need for multiple-year data

Overall Data Availability Analysis (Prowess & Capitaline combined)
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O Universe of Companies(U)
O Total Companies reporting data in current year (V)
O Percentage of Companies for which data is available for current year ((V/U)

> Only 30% of comparables in databases reflect current-year data as on return filing date, i.e. 30"
September [appx 40% as on 315 October (till AY 2007-08)]

» No sufficient number of comparables for preparing representative sets for transfer pricing
analysis

v

Usage of current year data available as on return filing date < Impossibility of performance

» Usage of current year data available at time of Revenue Audit (generally 3 years after closure of
financial year) = against OECD principles, as Indian transfer pricing regulations require
mandatory documentation compliance within return filing date

» Thus, usage & acceptance of multiple year data should be made automatic in transfer pricing
regulations/ CBDT circulars, etc [clarificatory amendment]

» Further, OECD also recommends usage of multiple-year data as best practice for comparability
analysis




OECD guidelines — Need for multiple-year data

Global Best Practices

« Complete understanding of facts surrounding
controlled transaction [para 1.49 of OECD TP
guidelines]

« Veracity of business strategies e.g. market
penetration [para 1.33 of OECD TP guidelines]
Business
« Smoothen fluctuations caused by business & &
product life cycles [para 1.50 of OECD TP Product Life
guidelines] Cycles
. . N . . Loss Strategies
« Evaluation of loss making situations [section C-2
of Chapter on “Multiple year data” of OECD

discussion draft on comparability] Smoothen out Business
Evaluate fl trategies may
) . N time for an enterprise  caused by affect profitabilit
« Evaluation of volatility & corresponding to sustain loss  different business [emppu,amy Y

functional, asset & risk profile [section C-3 of cycles

Chapter on “Multiple year data” of OECD P'E‘;?':lilf‘ge”y

discussion draft on comparability] Cover economic
cycle

Australia BvD - OSIRIS 3 out of 5 years
Australia BWW 3 out of 5 years
China BvD - OSIRIS 2 out of 3 years

Denmark BvD - AMADEUS

3 out of 5 years

3 out of 5 years

France BvD - AMADEUS

2 out of 3 years

Germany BvD - AMADEUS

3 out of 5 years

Italy BvD - AIDA

2 out of 3 years

1
2
3
4
5 Finland BvD - AMADEUS
6
7
8
9

BvD - AMADEUS

2 out of 3 years

10 Russia BvD - AMADEUS 3 out of 5 years
11 South Africa BvD - AMADEUS 3 out of 5 years
12 Spain BvD - AMADEUS 2 out of 3 years
13 Sweden BvD - AMADEUS 2 out of 3 years
14 UK BvD - AMADEUS 3 out of 5 years
15 |usa S&P, Compustat 2outof 3 years

[both for comparables & tested party]

Tax Administration System

TP Assessment: Framework

High Court

Only legal issues

Existing

» Panel to consist of 3 CITs

» Directions of Panel binding
upon TPO/ AO

> Directions of Panel within l

9 months of referral
Panel for dispute
resolution

ruling before Tax Tribunal

» Taxpayer can challenge

Only legal issues l

Proposed**

*effective 15t October, 2009




A Brief.....TP Assessments

TP Audits : framework

Selection of cases

» TP audits undertaken by a separate cell of the Indian Revenue authorities by designated
Transfer Pricing Officers (‘TPO’). However, currently no separate appellate authority for TP.

» The Assessing Officer (AO) may make reference to the TPO if he considers it necessary or
expedient to do so [Section 92CA (1)] with previous approval of the Commissioner

» CBDT had issued internal guidelines for selection of cases for TP scrutiny in cases where the

aggregate value of international transactions exceeds Rs. 5 crores [Circular 3/2001]
» The threshold limit for selection of cases for scrutiny : Rs. 15 Crores

» Irrespective of the threshold limit instructed by CBDT : the cases may be picked up for
scrutiny if the AO deems it fit or the AO may undertake the scrutiny on his own

Commissioner

AO to compute total income

Approval for Computation of Total Income . . .
In Conformity with ALP by in conformity with the ALP

TPO

AO

‘ TPO

determined by TPO
prder u/s 143 (Zj

Notice u/s 92CA (2)

Show cause notice

Reply to SCN

Determination of ALP

Can AO change the
By TPO after hearing

order by TPO?

Locations Savings

Marketing Intangibles

» Revenue authorities seek high profit margins for service activities in
India- target IT & ITES/ BPO units
» Revenue authorities seek part of location savings to be in India
« Nature of services
« Value chain analysis- contribution of India efforts in the entire value chain
« Cherry picking of high profit companies for comparability
+ In many cases, adjustments proposed at full cost plus 30% to 40%

« In certain recent cases, proposing to use Profit Split method

» Need to carefully analyze TP for service operations in India

» Legal vs. economic ownership of intangibles

» Routine return for distribution operations vs. additional return for brand
building

* Adjustment Scenarios
« Cost reimbursement imputed
« Purchase prices of goods adjusted
« Disallowance of “excessive” marketing spend
« Careful selection of comparables and economic analysis/ adjustments

* Maintain adequate documentation e.g. License Agreements, contracts
etc.

* Robust documentation including FAR analysis and appropriate
benchmarking

« Deemed IP transfer situations to be analysed carefully




Some target transactions

Others...

> Revenue authorities have significantly increased focus/ scrutiny of complex transactions like:

. Transfer/ Licensing of intangibles; including royalties, technical know-how fees
—  Benefit test
- Ongoing transfer of technology, documentation
— Resistance in loss situations
- Regulatory ceiling
. Management fees- benefit test and actual receipt of services
. High value/ IP generating services (value chain analysis)

> Business restructurings, development of marketing intangibles, migration of functions/ risks,
intangibles

> Separate in-depth analysis and extensive documentation required for such transactions

»  Acceptability of Business strategies, loss situations
»  Transaction-wise analysis v/s Aggregation

»  Preference for CUP Method-TPQO’s compare export price with

domestic price
» Preference for Indian comparables

» Third Party Information/ “Non public comparables”

» Seek overseas pricing and profit information of Associated

Enterprises (AEs)

Steps involved in a Transfer Pricing Analysis

Case Study

Determination of arm’s
/ length price

<@ Calculation

of arm’s
length range

Comparability —

adjustments

Review of

Review
comparables

method




Case Study

Functional /Risk Analysis

\ ABC USA \

100 %

\ ABC India \

» ABC USA is engaged in the business of software development and
is part of ABC Group

» ABC India is a 100% subsidiary of ABC USA and is a dedicated
software development center for ABC Group

» ABC Group undertakes high end product conceptualisation, R&D, global
marketing, distribution, sales and post-sales client support and owns all
the IPRs

» Initial coding and high end designing is done by ABC Group

» ABC India undertakes the software development — coding, testing and
maintenance

» ABC India does not undertake any credit risk for the provision of services

» ABC India does not bear any product liability risk which is borne by ABC
Group

» ABC India is paid in advance for contract software development services

Benchmarking/ Financial Analysis....Cont

Selection of MAM

Selection of tested party
» ABC Group or

*  ABC Group would have many other transactions with other Group
affiliates and third parties

¢ ABC Group would own many intangibles / IPRs (entrepreneur)
» ABC India
* ABC India is less complex entity out of the two transacting parties

— Accordingly, ABC India should be selected as the tested party
for the analysis

cup

N

» Hourly billing rate — is not readily available and varies from
trade journal to trade journal for similar sort of services

» Further there could be significant differences in functions
performed and expertise of companies

Hence not applied in case of ABC India




Selection of MAM

Selection of MAM....Cont

RPM

» ABC India is a service provider and not a distributor. Therefore, RPM is not
considered the most appropriate method.

CPM

» The cost attributable to providing services i.e. cost of services cannot be
determined, unlike in case of manufacturing and trading operations.
Accordingly, CPM is not considered the most appropriate method.

PSM

» ABC India does not own non-routine intangibles and the routine operations
of the Indian entity can be evaluated separately. Therefore, PSM is not
considered the most appropriate method.

TNMM

» Examines net profit margins relative to appropriate base which is less
affected by transactional differences, more tolerant to functional
differences.

» Has been used for ABC India

Benchmarking/ Financial Analysis

Benchmarking/ Financial Analysis...Cont

Data to be used....
» Which year's data to be used

« Current year i.e. the year in which international transaction is entered into
(contemporaneous) — not available

— Latest interim results for comparables

« Past year's data which reveals facts that could have an influence on the
determination of international transaction.

— One year data or
— Average of past two years

— The average of the past two years data could help in evening out any market
variation or impact of business cycles.

Audited Financial Results

Databases
Prowess
»  Electronic database developed by Centre for Monitoring Indian Economy (‘CMIE’) Private Limited

»  Contains information on publicly-owned companies, generally obtained from documents filed with
appropriate government agencies.

» Database of large and medium sized companies in India

»  Provides a highly reliable database built by researchers at CMIE under a rigorous system of
normalisation and validation.

CapitalinePlus

»  Further to broaden the search, another database ‘CapitalinePlus’, a widely recognised electronic
corporate database developed and maintained by Capital Markets Publishers India Pvt. Ltd can
also be used. It contains financial information of companies that include public, private,
cooperative and joint sector companies, listed or otherwise.




Sample search process

Benchmarking/ Financial Analysis

SEARCH Database Prowess
STRATEGY

Indust Software developers

& 524 Companies

Elimination of companies with insufficient data
1336 Companies

Quantitative 1 sjgnificant investment in NFA (NFA/ sales < 200%)
Criteria 2. Insignificant R&D expenses as a percentage of sales < 3%
3. Companies having positive net worth

l 173 Companies

ualitative I, .
QCriteria 1. Must not engage in significant other business
2. Must not engage in significant related party transactions
3. Must not own valuable IPRs
Accepted l -
Companies 15 Companies

Accepted Companies’ Results

Company 2007 2008  Average
Cl 24.50 26.20 25.35
C2 22.20 24.10 23.15
Cc3 18.50 20.60 19.85
Cc4 15.70 17.40 16.55
C5 15.80 17.50 16.65
C6 15.20 16.80 16.00
Cc7 14.50 13.80 14.15
Cc8 14.20 14.20 14.20
c9 14.10 12.80 13.45
C10 1340 15.10 14.25
Cl1 13.10 12.90 13.00
C12 12.90 13.60 1325
C13 12.80 12.70 12.75
C14 11.40 1120 11.30
C15 10.10 8.70 9.40
Mean| 15.23 15.84 1553
Upper Quartile| 15.75 17.45 16.60
Median | 14.20 14.20 14.20
Lower Quartile| 13.00 12.85 1313

Benchmarking/ Financial Analysis

Result of the TP study
> ABC India earns an OP/ TC of 13%.
> Independent companies earn an OP/ TC of 15.53%.

> Applying the 5% range permitted by law, ABC India’s OP/ TC satisfies the
arm’s length standard prescribed under the Indian TP regulations.

Sample Search Process




Search Filters used

Search Filters used

Service Providers
Other Operating income! Sales

Networth > 0 accepted

NFA/ Sales

R & D/ Sales

Sales turnover filter

Manufacturing

Manufacturing Sales/ Sales

Select specific industry classifications
Networth > 0 accepted

Sales turnover filter

Reasons/ Explanation
Capture service providers

Implies companies are in normal operation

Companies with significant asset base eliminated
Identifying comparables who do not own intangibles

start up operations/ low level sales rejected

Capture manufacturers
Product/ Industry comparability
Implies companies are in normal operation

start up operations/ low level sales rejected

Trading

Trading sales/ Sales

Networth >0 accepted
Advertising & marketing sales
Specific Industry classifications

Sales turnover filter

Reasons/ Explanations
Capture distributors
Implies companies are in normal operation
Companies undertaking similar level of intangible development
Product/ Industry comparability

Start up operations/ low level sales rejected

Filters — under debate with Tax Office

Sales Turnover Filter

Plant & Machinery/ Gross Fixed Assets

Leased Assets/ Gross Fixed Assets

Net Fixed Assets/ Sales
Depreciation/ Total Cost

Wages/ Total Cost

OECD Guidance




Comparability analysis OECD Discussion Draft on Comparability, 2006

« Definition of Comparability analysis as per OECD Guidelines > The OECD discussion draft provides guidance on:

" ’ . . ; . bility analysi h f bles — th ti
A comparison of a controlled transaction with an uncontrolled transaction Comparability analysis and a search for comparables —the perspective

or transaction. Controlled and uncontrolled transactions are comparable if *  Internal comparables
none of the differences between the transactions could materially affect . Sources of information
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.” * 5 comparability factors

* Selecting / rejecting third party transactions and / or third party comparables

* Uncontrolled transactions — internal and external comparables

+ Comparability adjustments

Internal Comparables Sources of information

« Recommend explicit definition of internal and external comparables +  Informal and confidential information on third parties

« Preference for internal comparables over external «  Secret comparables discouraged

« Recommend more efforts for identification internal comparables and

documenting the process « Databases — commercial proprietary

« Tax authority access to proprietary databases
«  Public information, eg. Industry analysis, broker reports, websites, etc

« Foreign source or non-domestic comparables




Uncontrolled Transactions

Comparability factors

« Definition as per OECD Guidelines -

“Transactions between enterprises that are independent enterprises with

respect to each other”

« Acknowledge difficulty of identifying uncontrolled transactions — for
instance in certain highly vertically integrated industries e.g. automotive,
pharmaceutical

« However, controlled transactions cannot be used to support transfer pricing

outcomes

Reconfirming importance of the five comparability factors
1. Characteristics of property / service

2. Functional analysis

3. Contractual terms

4. Economic circumstances

5. Business strategies

Economic Circumstances —Quantitative & Qualitative
Criteria

Selecting / rejecting external comparables

»  Lists a set of common guantitative criteria used:
. Size criteria in terms of Sales, Assets or Number of Employees.

. Intangible-related criteria such as Net Value of Intangibles/Total Net Assets Value, or ratio of
R&D/Sales where available: if tested party is a contract manufacturer which does not own
significant manufacturing intangible nor participates in R&D.

. Criteria related to the importance of export sales (Foreign sales/total sales), when relevant.

. Criteria related to inventories in absolute or relative value: they can be used, for instance, to
specifically search for manufacturers with no inventories

. Exclude comparables that are in peculiar situation such start-up companies, bankrupted
companies, etc.

Qualitative Criteria:
. Geographic Markets

. Business Strategies

Y

v

%

Reiterates the need to identify internal comparables first
Reiterates the importance of comparability analysis and suggests steps
Provides an illustrative process

Acknowledges two approaches to identify external comparables — additive
and deductive

Acknowledges area of judgement but expresses need to increase
objectivity and transparency

Typical process for identifying comparable transactions

Typical process for identifying comparable transactions

Searching information on comparable transactions requires a number of steps to be
completed in a logical order:

Step 1:  Broad based analysis (e.g. industry analysis, analysis of value-drivers, nature of
the competition experienced and economic and regulatory factors).

Step 2: Determination of years to be covered.

Step 3: Review of the controlled transaction(s) under examination, in order to identify the
relevant factors that will influence both the choice of the appropriate method(s) and the
comparability analysis.

Step 4 : Review of existing internal comparables. Where necessary (i.e. where satisfactory
internal comparables are not available), decision to look for external comparables.

Step 5:  Determination of available sources of information on external comparables.
Step 6: Choice of the relevant transfer pricing method(s) and, depending on the method(s),

definition of the relevant indicator (e.g. definition of the relevant net profit indicator in case of
a TNMM).

Step 7:  Identification of potential comparables: defining the key characteristics to be
met by any uncontrolled transaction in order to be regarded as potentially comparable,
based on the relevant factors identified in step 3

Step 8:  Determination of and making comparability adjustments where appropriate.

Step 9:  Interpretation and use of data collected, determination of the arm’s length
remuneration.

Step 10: Implement support processes. Install review process to ensure adjustment for
material changes and document these processes




Comparability adjustments

Comparability adjustments

To be comparable means that:

» None of the difference (if any) between the situations being compared

could materially affect the condition being examined in the methodology
OR

» Reasonably accurate adjustments can be made to eliminate the effect of
any such differences

» Focus on the extent and reliability of the adjustments to the data used.
» Acknowledges three types of comparability adjustments

1. Accounting
2. Working capital or asset intensity

3. Other (eg : geographical, contractual terms, equipment failure, etc.)

Comparability adjustments

Comparability Adjustments

N

» Only consider adjustments where they improve reliability of results

» Consider quality of comparables — adjustments cannot make bad
comparables good

» Recommendation is to expand guidance and develop a common platform
of principles and concepts eg. WCA

> Indian TP authorities have expected limited risk captives to earn margins comparable to entrepreneurs;
disregard of the risk and asset profile of the taxpayer vis-a-vis comparables

Indian authorities have in most cases accepted adjustment made to comparables primarily for working
capital differences

> No specific guidance for application/ acceptability of adjustments like
. Excess capacity adjustments
. Credit risk adjustments
. Adjustment for R&D activities/risks
. Adjustment for non-comparable functions — pass through costs etc.
. Other adjustments- such as ownership of intangibles etc.

> Need to undertake and claim appropriate adjustments based on sound economic principles and
commercial considerations
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Section 92D
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Section 92D

» Section 92D of the Indian Income Tax Act provides the instructions for
maintenance of documentation by persons entering into international
transactions

92D. (1) Every person who has entered into an international transaction shall keep and
maintain such information and document in respect thereof, as may be prescribed*.

(2) Without prejudice to the provisions contained in sub-section (1), the Board may prescribe
the period for which the information and document shall be kept and maintained under that
sub-section.

(3) The Assessing Officer or the Commissioner (Appeals) may, in the course of any
proceeding under this Act, require any person who has entered into an international
transaction to furnish any information or document in respect thereof, as may be prescribed
under sub-section (1), within a period of thirty days from the date of receipt of a notice
issued in this regard :

Provided that the Assessing Officer or the Commissioner (Appeals) may, on an application
made by such person, extend the period of thirty days by a further period not exceeding
thirty days.

* See Rule 10D
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Rule 10D
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Rule 10D

A detailed list of mandatory documents to be maintained as part of
transfer pricing documentation are listed in Rule 10D(1) of the Rules.

» Ownership Structure; B
__Entlty Related

» Profile of multinational group; and
» Business description/ Profile of industry

v

Nature and terms (including price) of international transactions;

v

Description of functions performed, risk assumed and assets employed
(functional analysis);

v

Records of economic and market analysis (economic analysis);

v

Record of budgets, forecasts, financial estimates;

Price Related

v

Any other record of analysis (if, any) to evaluate comparability of
i with

v

Description of method considered with reasons of rejection of other
methods; and

» Details of transfer pricing adjustment(s) made (if, any)
> Anyother e.g. data, like invoices, -
price related correspondence etc. Transaction Related
08 August 2009 Page 6 Transfer Pricing Documentation

Rule 10D (Cont’d)

» Rule 10D(2) provides that detailed documentation (as prescribed in Rule 10D(1)
is not required to be maintained by the taxpayer in case the aggregate value of
all international transaction of the taxpayer is less than Rs. 1 Crore

» Rule 10D(3) provides the list of authentic documents which may be used to
further support the documentation maintained in accordance with Rule 10D(1)

official publications, reports, studies and data bases from the Government of the country of

residence of the associated enterprise, or of any other country;

reports of market research studies carried out and technical publications brought out by institutions

of national or international repute;

price publications including stock exchange and commodity market quotations;

published accounts and financial statements relating to the business affairs of the associated

enterprises;

» agreements and contracts entered into with associated enterprises or with unrelated enterprises in

respect of transactions similar to the international transactions;

letters and other correspondence documenting any terms negotiated between the assessee and the

associated enterprise;

documents normally issued in connection with various transactions under the accounting practices

followed.

v

v

vV

v

v
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Rule 10D (Cont'd)

» Rule 10D(4) provides that the documentation to be maintained by the taxpayer should
be ‘contemporaneous’ and should be maintained latest by the due date of filing the
income-tax return

» Rules 10D(5) provides that the transfer pricing documentation should be maintained
and kept by the taxpayer for a period of eight years from the end of the relevant
assessment year
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Assessee’s responsibilities
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Assessee’s responsibilities

There is one golden rule for the assessee. Document everything!

Most problems arise at the time of documentation if the assessee has not maintained
proper supplementary documents

All negotiation details, invoicing details, etc. should be maintained

Assessee should also undertake quarterly checks to ensure that arm'’s length nature
of transactions is being maintained
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