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Is the actual price charged in a transaction
between related entities

> which are part of the same Multinational Enterprises (MNE) group.

» The tax rates vary from country to country. So, there is incentive
for MNCs (Multinational Corporation) to set transfer Profit
between its group members.

> At the end Tax liability for the Group as a whole is minimized.

» This involves setting transfer prices in such a way that
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Evaluation of 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 (Different Country) of the same
enterprise.

With the evolution of MNC concept, segments of the enterprise started
spreading as independent entities operating in various parts of the globe.



~ _Eeconomic Liberalisation in In

® The Indian economy was liberalized in the year 1991. In India, the concept of
economic liberalization was introduced to attain several objectives —
Industrialization & Expansion in the role of private and foreign investment, and
introducing a free market system.

Example:

1. Unilever is a British multinational consumer packaged goods company
founded on 1929 (HQ- London)

Brand: Dove, Lifebouy, Knorr, Sunsilk, Quality walls, Vaseline, Rexona.

Ie

2. The Procter & Gamble Company is an American multinational consumer goods
corporation headquartered in Cincinnati, Ohio, founded in 1837

Brands: Baby Care -Pampers ; Fabric Care -Tide & Ariel ; Feminine Care - Whisper ;
Grooming- Gillette , Olay, Hair & Shoulders, Pantene, Oral-B, Vicks.



Example:

* X Limited, a trader of goods, purchases and sells goods as below:

Particulars Related parties in other countries Unrelated parties
Purchases 8,00,000 5,00,000
Sales 10,00,000 10,00,000
Profits 2,00,000 5,00,000

* By increasing the costs of purchases from related parties, X Ltd. has reduced its taxable
profits in its jurisdiction.
® This, the tax administrators believe is unjust. Thus, to protect each country’s

fair share in an MNC’s total profit, the tax authorities have established
principles under which it can be assumed that related parties deal with each

other as if they were independent and this principle is called the arm’s length
principle.



MEANING OF THE TERM  “ARM’S LENGTH PRINCIPLE”

» The Arm’s Length Price (ALP) - “Price that would be paid lf
independent and

unrelated parties”

* The OECD “Transfer pricing guidelines” provides guidance on the application of
the arm’s length principle in order to arrive at the proper transfer pricing range
between associated enterprises.



OECD

The Organisation for Economic Co-operation and Development is
an intergovernmental organization with 38 member countries, founded in 1961 to
stimulate economic progress and world trade. It is a forum.

The members are countries describing themselves as committed to democracy and
the market economy, providing a platform to compare policy experiences, seek
answers to common problems, identify good practices and coordinate domestic and
international policies of its members.



SIGNIFICANCE OF ARM’S LENGTH PRINCIPLE

1. Determines real taxable profits -

The transfer price adopted by a multinational has a direct bearing on the
proportional profit it derives in each country in which it operates. If inadequate or
excessive consideration is paid for the transfer of goods, services or intangible
property between the members of an MNC group, the income calculated for each
of those members will be inconsistent with their relative economic contributions.
An ‘arm’s length’ price - a price two independent firms operating at arm’s length
would agree on - is needed to determine taxable profits earned in each country.

The arm’s length doctrine permits the taxing authorities to rectify the accounts
of the enterprise so as to reflect correctly the income that the establishment
would have earned
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SIGq‘NIFICANCE OF ARM’S LENGTH PRINCIPLE

2. Equal Opportunity between “MNCs” and “Independent Enterprises” -

A major reason is that the ALP provides broad parity of tax treatment for MNCs
and independent enterprises. Since the ALP puts associated and independent

enterprises on a for tax purposes, it avoids the creation of
tax advantages and disadvantages that would otherwise distort the relative
competitive positions of these entities. The ALP, thus promotes the growth of
international trade and investment by removing these tax considerations from
economic decisions.



SIGNIFICANCE OF ARM’S LENGTH PRINCIPLE

3. Reduction of Artificial price Distortion -

If the ALP is not followed, an MNC will sell goods/ provide services to a
controlled entity in a high tax regime at a high price (which exceeds the market
price)

and

to an entity in a low-tax regime or a tax haven at a low price (which is lower
than the market price).

This would result in extreme price distortion of
goods and services in the international market.



SIGNIFICANCE OF ARM’S LENGTH PRINCIPLE

4. Minimization of double taxation -

The ALP is an international concept and it represents the international norm. The
potential for double taxation is minimized, since in international transfer pricing,
adjustment to the transfer price in one tax jurisdiction requires a corresponding
adjustment in the other tax jurisdiction.

5. Accurate measurement of economic contribution in Growth -

The ALP provides accurate measurement of the fair market value of the
economic contribution units of an MNC.

This result
in each unit of the MNC earning a return commensurate with its economic
contribution and risk assumed.



CTION 92 - The Income-tax Act, 1961 - INDIA

* Section 92 provides that any income arising from an “International Transaction”
shall be computed having regard to the ‘Arm’s LLength Price”.

* The objective of transfer pricing provisions is to protect the
and to ensure that due to inter-company transactions, there is no reduction in
the taxable profits or the taxes paid by the Indian taxpayer.

e The reverse, however, does not hold true (Section 92(3)) .

* Section 92(3) provides that the transfer pricing provisions contained in section 92
shall not apply if the same has the effect of reducing the Income chargeable to
tax or increasing the loss of the assessee for the year under consideration.




UTATION OF INCOME FROM TRANSACTION WITH NON-RESIDENT

[SECTION 92] - Example:

Case Income Income Expenses Expenses Profit/ Profit/ Has TP .
as as perclaimed asperALP Lossas Lossafter resultedin WIH,A,LP
determi ALP by per applying reduction prov1sll 0:1
ned by assessee Assessee TP of taxable > 9PP7Y*
Assesse Provisions income/
e ) (MNCs) ) increase of
(MNCs) ( ) losses?
(MNCs) (Nyyy)
1 100 150 70 70 30 80 No Yes
2 100 Q0 70 70 30 20 Yes No
3 100 | QO 110 110 (10) (20) Yes No
4 100 | 100 =0 110 30 (10) Yes No




~ ASSOCIATED ENTERPRISE

* As per Section 92A(1), associated
enterprise refers to:

* an enterprise which participates, directly
or indirectly, or through one or more
intermediaries, in:

e Management of the other
enterprise, or

e Control of the other
enterprise, or

e Capital of the other
enterprise.

Management of
the other
enterprise

Enterprise which
T
or indirectly, or
through one or more
intermediaries, in

OR

OR

Capital of the
other enterprise

Both Enterprises are Associated Enterprises
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ASSOCIATED ENTERPRISES - Example

1. A Ltd. directly participates in management of B Ltd.

Therefore, both

2. Now, consider a situation where A Ltd. directly participates in

management of B Ltd. and B Ltd. directly participates in management of C
Ltd. In such situation, A Ltd. has direct participation in management of B
Ltd. but has an indirect participation in management of C Ltd.

Therefore, in such scenario,



ASSOCIATED ENTERPRISES - Example

3. If one or more persons participates, directly or indirectly, or through one or
more intermediaries in:

e management of the two different enterprises

e control of two different enterprises

e capital of two different enterprises

Then, those two enterprises are associated enterprises.

Example: Mr. X directly has control in A Ltd. and B Ltd.

In such a scenario, both A Ltd. & B Ltd. are associated enterprises since they have
a common person i.e. Mr. X, who controls both entities A Ltd. & B Ltd.



~ Deemed AssociateW

Two enterprises are deemed to be associated enterprises if they fall under any one or more of

the situations contained in section 92A(2). This section provides 13 such situations
during which associated enterprise relationship is deemed to be established.

1t Enterprise ownership - One enterprise holds 26% or more of the voting power,

directly or indirectly, in the other enterprise.

Example: A Ltd. holds 33% of voting power in B Ltd. and B Ltd. holds 80% voting power in C
Ltd.

33 80
A > B|——| C

In above situation, A Ltd. holds 26% or more voting power in B Ltd., directly and in C Ltd.

il}direcctily (i.e. through B Ltd.). Therefore, both B Ltd. & C Ltd. are deemed associated enterprises
of A Ltd.
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~Deemed Associated Enterprises - 2

Substantial voting power in two entities by common person - Any person or
enterprise holds 26% or more of the voting power, directly or indirectly, in each of
two different enterprises.

Example: Mr. A holds 40% of voting power in both X Ltd. and Y Ltd. where neither
X Ltd. has any holding in Y Ltd. nor Y Ltd. has any holding in X Ltd.

Mr. A

410% 40%

XLtd. |« Y Ltd.

In this situation, since Mr. A directly holds 40% of voting power in both X Ltd. and Y
Ltd., X Ltd. & Y Ltd. will be deemed associated enterprises.
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eemed Associated Enterprlses 3

Advancing of substantial sum of money - One enterprise advances loan to the

other enterprise of an amount of 51% or more of the book value of the Total Assets
of such other enterprise.

Example: Book value of total assets of Y Ltd. is Rs. 100 crores. X Ltd. advances loan
of Rs. 60 crores to Y Ltd.

Since, in this case, X Ltd. advances loan of Rs. 60 crores to Y Ltd, which is 60% of

the book value of total assets of Y Ltd. Hence, X Ltd. & Y Ltd. are deemed associated
enterprises
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Deemed Associated Enterprises — 4

Guaranteeing borrowings - One enterprise guarantees 10% or
more of the total borrowings of the other enterprise.

Example: P Inc. has total loan of 1 million dollars from XYZ Bank of America.
Out of that, A Ltd., an Indian company, guarantees 20% of total borrowings in
case of any default made by P Inc.

In such scenario, since A Ltd. guarantees 20% of total borrowings of P Inc., P Inc.
and A Ltd. are deemed associated enterprises.



Deemed Associated Enterprises — 5

* Appointment of majority directors of other enterprise - One
Enterprise appoints more than half of the board of directors or

members of the governing board, OI' One or more Executive

Directors or executive members of the governing board of another
enterprise.

* Example: X Ltd. has 15 directors on its Board. Out of that, Y Ltd. has appointed 8
directors.

In such case, X Ltd. and Y Ltd. are deemed associated enterprises.



Deemed Associated Enterprises=6&7

P

Appointment of majority directors of two different enterprises by same
person(s) - 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.

Example: Mr. A appointed 9 directors out of 15 directors of X Ltd. and appointed 2 executive
directors on the board of Y Ltd. In such case, since a common person i.e. Mr. A appointed more than
half of the directors in X Ltd. and appointed 2 executive directors in Y Ltd., both X Ltd. and Y Ltd. are
deemed associated enterprises.

Dependence on intangibles - The manufacture or processing of goods or articles
or business carried out by one enterprise is wholly dependent (i.e. 100%)

the know-how, patents, copyrights, , , 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 entity
is the owner or in respect of which the other enterprise has exclusive rights.
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Deemed Associated Enterprises — 8&9

Dependence on Purchase (raw material supplied by other enterprise) -
90% or more of raw materials and consumables required for the
manufacture or processing of goods or articles or business carried out by one
enterprise, are supplied by the other enterprise, or by persons specified by
the other enterprise, where the prices and other conditions relating to the
supply are influenced by such other enterprise.

Dependence on sale - The goods or articles manufactured or processed by
one enterprise, are sold to the other enterprise or to persons specified by the
other enterprise, and the prices and other conditions relating thereto are
influenced by such other enterprise.
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/D/éﬁed Associated Enterprises — 10

Control by common individual - 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 his relatives.

Example: Mr. A and Mr. B are relatives. Mr. A has control over X Ltd. and Mr. B has control
over Y Ltd. Therefore, both X Ltd. and Y Ltd. will be deemed associated enterprises.

Mr A < Relatives 5 Mr B
Control Control
X Lid. Y Lid.

X Ltd. &Y Lid. are deemed to be associated enterprises
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ee‘ﬁmed Associated Enterprises — 11

Control by Hindu Undivided Family or member thereof- Where one enterprise is
controlled by a Hindu undivided family (HUF) and the other enterprise is controlled by a
member of such HUF or by relative of a member of such HUF or jointly by such member

and his relative.

Member of HUF/Relative

- -
HUF of member of such HUF
Conirol Conirol
A Ltd. B Ltd.

A Ltd. & B Lid. are deemed associated enterprises



/Iﬁed Associated Enterprises — 12 & 13

Interest 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 10% or more interest in firm/AOPs/BQOls.

Mutual interest relationship - There exists between the two enterprises,
any relationship of mutual interest, as may be prescribed.
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mnational transaction isections28(1);

As per section 92B, an international transaction means: a transaction between two or
more associated enterprises, either or both of whom are non- residents; and

transaction in the nature of:
e sale/ purchase/ lease of tangible property; or
 sale/ purchase/ lease of intangible property; or
e provision of services; or
e lending/ borrowing money; or

e any other transaction having a bearing on profits, income, losses or assets of such
enterprises; or

e mutual agreement or arrangement between two or more associated enterprise for the
allocation or apportionment of, or any contribution to, any cost or expense
incurred or to be incurred in connection with a benetfit, service or facility provided or
to be provided to any one or more of such enterprises.



Mr B C Inc.

(Associated
Enterprise of
A Ltd.:l

(Unrelated

X entered into on 1/6/2021 X entered into on 30/5/2021

<L

Transaction between A Ltd. and Mr. B is deemed to be an international transaction
between associated enterprises, whether or not Mr. B is a non-resident.

Note — C Inc. is deemed to be an associated enterprise of A Ltd. since it is a specified foreign
company in relation to A Ltd., which means that A Ltd. holds 26% or more in the nominal value of
the equity share capital of C Inc.

Agreement for sale of Product ] [ Agreement for sale of product ]
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The scope of “international transaction” shall include:

1 Purchase, sale, transfer, lease or Tangible property includes -
use of tangible property * building,
* transportation vehicle,
* machinery, equipment, tools, plant,
e furniture,
« commodity or
 any other article, product or thing;

2 Purchase, sale, transfer, lease or  “Use of certain rights” refer to —
use of intangible property,  land use,
including transfer of ownership * copyrights, patents, trademarks, licences, franchises,
or the provision of use of certain * customer list, marketing channel, brand, commercial secret,
rights * know-how,
* industrial property right,
* exterior design or practical and new design or
* any other business or commercial rights of similar nature.
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The scope of “international transaction” shall include:

Amplification of scope of terms used

3 Capital financing * any type of long-term or short-term borrowing,
* lending or guarantee,
« purchase or sale of marketable securities or
* any type of advance, payments or deferred payment or
* receivable or any other debt arising during the course of business.

4 Provision of services « provision of market research,
* market development,
* marketing management,
e administration,
* technical service,
* repairs,
* design,
* consultation,
* agency,
» scientific research,
* legal or accounting service.



The scope of “international transaction” shall include:

Amplification of scope of terms used

5 Business restructuring or ¢ All such transactions are included in the definition of
reorganization entered “international transaction”, whether or not it has bearing on
into by an enterprise the profit, income, losses or assets of such enterprises at
with an associated the time of the transaction or at any future date.
enterprise

[Merger, demerger,
amalgamation]



COMPUTATION OF ARM'’S LENGTH PRICE (secTion 92¢)

“Arm’s length price” is defined in section 92F(ii) to mean
which is applied or proposed to be applied in a transaction
between persons other than associated enterprises

in uncontrolled conditions.

Section 92C deals with the method for determining arm’s length price and the
factors which are to be considered for applicability or non-applicability of a
particular method to a given situation. The factors as well as methods
incorporated in this section are not exhaustive and the
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COMPUTATION OF ARM'’S LENGTH PRICE (secTion 92¢)

[t provides that the in relation to an international transaction
by any of the following methods, being the most
appropriate method, 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 -

comparable uncontrolled price method;

resale price method;

cost plus method;

profit split method;

transactional net margin method;

such other method as may be prescribed by the Board.






warable uncontrélied-price met /

* A comparable uncontrolled price is the price agreed between unconnected parties for the
transaction of goods or services under similar circumstances.
* Mechanism to determine CUP is as follows:

i. Identification of price charged or paid for property transferred or services provided
under any.comparable uncontrolled transaction(s).

ii.  Such price is adjusted to account for differences, if any, between the international
transaction and or between the enterprises entering
into such transactions which could materially affect the price in the open market.

iii. Quality of the product or service, contractual terms, credit terms, transport terms, level of
the market (i.e. wholesale, retail, etc.), geographic market

Adjusted price arrived above taken to be as arm’s length price in respect of the property transferred
or services provided in the international transaction.



. {4 . 7.
eaning of "Uncontrolled transaction .

» Uncontrolled transaction means a transaction  Comparable Uncontrolled Price Method

between enterprises other than associated . .

: _ . Associated N Assoiated
enterprises, whether resident or non-resident. Enterprise Enterprise 2

» The comparable uncontrolled price method requires i N
a high degree of comparability of products, services W S, /
. ipe nierna ~
and functions and such comparability can be / M gme'a(ted
: : art
improved by carrying out necessary reasonable 4 /
g : ; Qo Transaction #2 /
adjustments, in respect of differences arising on g™ o
account of various factors such as of the Z
: ; Unrelated

product or service, contractual terms, credit terms, e e )
transport terms, level of the market (i.e. wholesale, i

retail, efc.), geographic market in which the

) ————  Controlled transaction
transaction takes place, etc.

— — —p  Uncontrolled transaction
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ILLUSTRATION 1

US Inc., a US company has a subsidiary, IND Ltd. in India.

US Inc. sells computer monitors to IND Ltd. for resale in India.

US Inc. also sells computer monitors to CMI Ltd., another computer reseller.
It sells 50,000 computer monitors to IND. Ltd. at Rs. 11,000 per unit.

The price fixed for CMI Ltd. is Rs. 10,000 per unit.

The warranty in case of sale of monitors by IND Ltd. is handled by IND Ltd. However, for sale of

monitors by CMI Ltd., US Ltd. is responsible for the warranty for 3 months.
Both US Ltd. and IND Ltd. offer extended warranty at a standard rate of Rs. 1,000 per annum.

On these facts, how is the assessment of IND Ltd. going to be affected?



ILLUSTRATION 1 - Solution

Hence arm's length price for computer monitors being sold by US Ltd. to IND Ltd. would be:

Particulars

Sale price charged by US Ltd. to CMI Ltd.

Less: Cost of warranty included in the price charged to CMI Ltd.
(1,000 x 3 /12)

Arm's length price

Actual price paid by IND Ltd. to US Ltd.

Difference per unit

No. of units supplied by US Ltd. to IND Ltd.

Addition required to be made in the computation of total
income of IND Ltd. (1,250 x 50,000)

No.

50,000

I

Rs.

10,000

250

9,750

11,000

1,250

6,25,00,000




“Resale Price Method (RPM)—— S

The resale price method (RPM) is a method which compares the gross margins (i.e. gross profit over
sales) earned in transactions between related and unrelated parties for the determination of the ALP.
The RPM requires high level of functional comparability and is mainly applicable where the
controlled party is a distributor.

The RPM evaluates whether the amount charged in a controlled transaction is at arm’s length by
reference to the gross margin realised in comparable uncontrolled transactions. RPM can be computed
as follows:

Identification of resale price by tested party i.e., the price at which property purchased or services
obtained by the enterprise from an associated enterprise is reselling to an unrelated enterprise.

Resale price is reduced by normal gross profit margin with reference to uncontrolled transaction(s).

Such price reduced by expenses incurred (customs duty etc.) in connection with purchase of the
product/ services.

This price may be adjusted to account for functional and other differences, if any, including
differences in accounting practices which could materially affect the gross profit margin in the open
market.

Adjusted price arrived above taken to be as arm’s length price in respect of the purchase of the
property or obtaining of the services by the enterprise from the associated enterprise.



~Resale Price Mef“hod (RPM)

Using RPM as the most appropriate method,
ALP can be computed as follows :

AE2 has purchased goods from AE1 and
re-sold to independent enterprise at USD
100.

A similar transaction is entered into by

unrelated parties with resale price margin
of USD 25.

Thus, the arm’s length price arrived at is
USD 75 (i.e. market value of goods at
which AE2 should have purchased from
AE1 (assuming no other costs for AE2 for
simplicity purposes).

Resale Price Method

Associated | —) Associated

Enterprise 1 | Armslength | Enterprise 2
price?
Given price =

Resale price margin (25%)

Arm’s length price

_}

Given price

Independent
Enterprise

US$100
US$ 25
USh 75




ILLUSTRATION 2 =

Earth (P) Ltd., Calcutta is engaged in trading of electronic goods. It purchased goods from
its associated enterprise Sun Pte. Ltd., Singapore, and also from unrelated party, Oceania
Ltd., UK.

For the F.Y.2021-22, the gross profit margin was 15% on the sale of goods of Sun Pte Ltd.,
whereas it was 20% in the case of Oceania Ltd.

After-sales warranty of 6 months was provided by Sun Pte Ltd. whereas Oceania Ltd. gave
after-sales warranty of 1 year. The cost of warranty of Oceania may be taken as 2% of the
sale price.

The Sun Pte. Ltd.s brand value is internationally known and the benefit of the brand value
can be taken as 1% of sale price.

During the F.Y.2021-22, it sold goods of Sun Pte Ltd. for Rs. 20 crores and of Oceania Ltd.
for Rs. 15 crores.

As regards transport cost of the goods purchased, there was no difference between related
and unrelated party. Compute the ALP of the transaction between Earth (P) Ltd. and Sun
Pte Ltd., Singapore by applying the Resale Price Method, considering the facts of the case.
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©— ILLUSTRATION 2 - Solution

Particulars Amount (In )
Resale price of goods purchased from Sun Pte. Ltd. 20,00,00,000
Less: Profit margin with reference to uncontrolled transaction between Earth 4,00,00,000

(P) Ltd. and Oceania Ltd. (20% on sale)

16,00,00,000

Add: Adjustment for benefit of brand value of Sun Pte. Ltd. [Sun Pte. Ltd has its 20,00,000
brand value internationally. Therefore, adjustment of benefit of brand value
has to be carried out to arrive at ALP (1% of sale price)]

Less: Adjustment of cost of warranty [Sun Pte. Ltd. provides warranty for 6 months
whereas unrelated party has provided warranty of 12 months. Therefore, (20,00,000)
adjustment for the cost of such warranty has to be carried out to arrive at arm’s
length price (2% of sale price x 6/12)]

Arm’s length price 16,00,00,000




p__costplus method

The Cost Plus Method (‘'CPM’) determines an arm’s-length price by adding an appropriate
gross profit margin to an associated entity’s costs of producing goods or services. The gross
profit margin should reflect the functions performed by an entity and should include a return for
capital used and risks assumed by the entity.

Mechanism to compute ALP based on CPM is as follows:

Determination of direct and indirect costs of production incurred by the enterprise in
respect of property transferred or services provided to an associated enterprise.

Determination of amount of normal gross profit mark-up to such costs arising from the
transfer or provision of the same or similar property or services by the enterprise or by an
unrelated enterprise in comparable uncontrolled transaction or transactions.

The normal gross profit mark-up determined above is adjusted to account for functional and
other differences, if any, which could materially affect such profit mark-up in the open market.

Adjusted gross profit mark-up added to total costs determined in (1) above.

Sum arrived above is taken to be arm’s length price in relation to the supply of property or
provision of services by the enterprise.



+ Cost plus method
This method probably is most Cost Plus Method
useful where semi-finished
goods are sold between related Associated ) Associated
parties, where related parties Enterprise 1 , .y Enterprise 2
have concluded joint facility TS NGt e

agreements or long-term buy-
and-supply arrangements, or
where the controlled transaction
IS the provision of services.

Using CPM as the most
appropriate method, ALP can
be computed as follows:

Cost of Associated Enterprise |

+ Gross profit mark-up (50%)

Arm’ length price

$500
3230
§750
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PALLUSTRATION3 e

ABC Ltd., Canada holds 35% shares in LMN Ltd., India. LMN Ltd. develops software and does both onsite
and offsite consultancy services for the customers. LMN Ltd. during the year billed ABC Ltd. Canada for
120 man-hours at the rate of Rs. 1,800 per man hour.

The total cost (direct and indirect) for executing this work amounted to ~ 2,25,000.

However, LMN Ltd. billed XYZ Ltd., India at the rate of ~ 2,800 per man hour for the similar level of manpower
and earned a Gross Profit of 50% on its cost.

The transactions of LMN Ltd. with ABC Ltd. and XYZ Ltd. are comparable, subject to the following differences:

While LMN Ltd. derives technology support from the ABC Ltd., there is no such support from XYZ Ltd. The
value of technology support received from ABC Ltd. may be put at 18% of normal gross profits.

As ABC Ltd. gives business in large volumes, LMN Ltd. offered to ABC Ltd., a quantity discount which may be
valued at 10% of normal gross profits.

In the case of rendering services to ABC Ltd., LMN Ltd. neither runs any risk nor incurs any marketing costs.
On the other hand, in the case of services to XYZ Ltd., LMN Ltd. has to assume all the risk and costs

associated with the marketing function which may be estimated at 12% of the normal gross profits.

LMN Ltd. offered one month credit to ABC Ltd. The cost of providing such credit may be valued at 2% of the
gross profits. No such credit was given to XYZ Ltd.

Compute the Arm's Length Price along with income to be increased under the Cost Plus Method.



Computation of Arm’s Length Price as per Cost Plus Method

Gross Profit Wstin caseof X

: Adjustments for functional and other differences

_ Value of technology support [ABC Ltd. provides technology support, but XYZ Ltd. does not
provide such support. Therefore, value of technology support shall be adjusted] [18% of 50%,
being gross profit]

Quantity discount to ABC Ltd. [Quantity discount is allowed to ABC Ltd. as it gives business in
large volumes, but the same is not provided to XYZ Ltd. Therefore, it shall be adjusted] [10% of
50%, being gross profit]

Risk and cost associated with marketing [LMN Ltd. has to bear all the risk and costs
associated with the marketing function in case of XYZ Ltd., while there is no such risk in case of
services to ABC Ltd. Therefore, market risk and cost shall be adjusted] [12% of 50%, being gross
profit]

20%

30%

Add: Cost of credit to ABC Ltd. [LMN Ltd has provided credit of 1 month to ABC Ltd. but not to the
unrelated party. Therefore, adjustment for the cost of such credit has to be carried out to arrive 4
at the ALP] [(2% of 50%, being gross profit] 1%

Arm’s length gross profit mark up to cost 31%
Cost incurred by LMN Ltd. for executing ABC Ltd.s work 2,25,000
Add: Adjusted gross profit (" 2,25,000 x 31%) 69,750
Arm’s length billed value 2,94,750
Less: Actual Billed Income from ABC Ltd. (' 1800 x 120 man hours) 2,16,000

Total Income of LMN Ltd to be increased by 78,750



PO split method — - D

—Fhis is a method which may be applicable mainly in international transactions involving transfer of unique
intangibles or in multiple international transactions which are so inter-related that they cannot be evaluated
separately for the purpose of determining the arm’s length price of any one transaction.

The Profit Split Method (PSM) evaluates whether the allocation of the combined operating profit or loss attributable
to one or more controlled transactions is at arm’s length with reference to the relative value of each controlled
taxpayer’s contribution to that combined operating profit or loss. The combined operating profit or loss must be
derived from the most prominently identifiable business activity of the controlled taxpayers for which data is
available that includes the controlled transactions (relevant business activity).

Profit split method, generally, is applied as per following steps:

Determination of combined net profit of the associated enterprises arising out of international
transaction in which they are engaged.

Evaluation of relative contributions by each enterprise to the earning of such combined net profit on the
basis of functions performed, risks assumed and assets employed by each enterprise. This evaluation is
to be made on the basis of reliable external market data which can indicate how such contribution would
be evaluated by unrelated enterprises performing comparable functions in similar circumstances.

Splitting of combined net profit amongst the enterprises in proportion to their relative contributions, as
evaluated above.

Profit thus apportioned to the assessee is taken into account to arrive at the arm’s length price in
relation to the international transaction.



—Allocation of profits must be made in accordance with one of the
following allocation methods:

Comparable profit split - Under this method, uncontrolled taxpayer’s percentage
of the combined operating profit or loss is used to allocate the combined
operating profit or loss of the relevant business activity.

Residual profit split - Following the two-step process:
e Allocate income to routine contributions - Fixed
e Allocate residual profit — Variable based on their performance



The following example explains the PSM:

Residual Profits split, based on
each party’s ownership of non-
routine intangibles
(example network reach,
efficiency of sales and marketing

team, etc.)



Continuous illustration.....

Suppose in the above example, Net profit margins from all transactions were USD
100M. Depending on the contribution of each AE, the net profit of USD 70M will be
distributed to all AEs (i.e. Allocate income to routine contributions). Further, after the
respective contribution is allocated specifically, the residual profit of USD 30M will be
distributed among AEs based on various factors.

Total profit for Related Party X:

Income for specific contribution (suppose 40% by X and 60% by Y) made by X: USD
28M (i.e. USD 70M x 40%)
Income as residual profit (i.e. 50:50) (allocated considering various factors): USD
15M (i.e. USD 30M x 50%)

Total Arm’s length profit of related party X: USD 43M (USD 28M + USD 15M)



5. Transactional net margin metho

Under the Transactional net margin method (TNMM), an arm’s-length price is determined by

comparing the net profit margin in relation to an appropriate base (example costs, sales,
assets) of the tested party with the net profit margin in relation to the same base, of an uncontrolled
party engaged in comparable transactions.

The following steps are required to determine ALP using TNMM:
Computation of net profit margin realized by the enterprise from the international transaction

with an AE having regard to Costs incurred OI' Sales effected OI' Assets employed or having
regard to any other relevant base.

Computation of Net profit margin realized by the enterprise on an unrelated enterprise in a
comparable uncontrolled transaction by applying the same base as above.

Net profit margin realized from uncontrolled transaction is adjusted to account for
differences, if any, which could materially affect the net profit margin in the open market.

The net profit margin realized by the enterprise referred in (i) above is established to be the same
as net profit margin referred in (iii) above.

The net profit margin thus established is taken into account to arrive at an arm’s length
price for the international transaction.



|

The following example explains the TNMM:

* AE1 has purchased raw materials

from its AE2 and manufactures Given price - 310000
goods for sale to third parties. Cc-sln"gnﬂds sold . § i
The similar transaction is | | '_'?
entered into by unrelated parties Gross proft - -
with net margin of 5% of sale Operating expenses _ $ 2000
- Opelg et 200
* Thus, if AE1 earns net margin of Nel pmﬁt (b ufprlce) - > 00 Compar able

5% of sale price, then its
transaction of purchase of raw
materials from AE2 will be at
arm’s length.



= |llustration - 5

Andes Inc. having its business in Malaysia has advanced a loan of MD 1,60,000 to Andes Ltd, India.
Book value of total assets of Andes Ltd was Rs. 125 lakhs. Andes Ltd provides software backup
support to Andes Inc. Andes Ltd has spent 50,000 man hours during the financial year 2021-22 for

the services rendered to Andes Inc. The cost for Andes Ltd is MD 75/manhour. Andes Ltd has billed
Andes Inc. at MD g9o.75/manhour.

Gama Ltd. in India which has a similar business model, provides software backup support to Olive Inc.
in Penang, Malaysia. Gama Ltd.'s cost and operating profits are as hereunder:

Particulars " 1n lakhs

Direct costs 600
Indirect costs 200
Operating profits 200

Calculate Arm’s Length Price for the transaction between Andes Ltd. and Andes Inc. based on the
above data of Gama Ltd. using the Transactional Net Margin Method. Assume 1 MD = " 45.

Explain, if there is any adjustment to be made to the total income of Andes Ltd.
Note: MD = Malaysia Dollars



lllustration - Solution

Two enterprises are deemed to be associated enterprises where one enterprise advances loan constituting not less
than 51% of the book value of the total assets of the other enterprise.

In this case, since Andes Inc., a foreign company, has advanced loan to Andes Ltd., an Indian company, and such
loan constitutes 57.6% [(* 45 x 1,60,000 X 100/1,25,00,000] of the book value of total assets of Andes Ltd., Andes
Inc and Andes Ltd. are deemed to be associated enterprises. Since the transaction of provision of software
backup support by Andes Ltd. to Andes Inc. is an international transaction between associated enterprises the
provisions of transfer pricing would be attracted in this case.

Determination of Operating Margin of transaction of provision of software backup support by Andes Ltd. to
Andes Inc

Billing per manhour [MD go.75/hourx "45]| 4,083.75

Cost per man hour [MD 75/hour x " 45] 3,375.00

Operating profit per manhour 708.75

Operating profits to cost (%) [708.75 x
100/3375] = 21%




mf Operating Margin of Comparable Uncontrolled transaction i.e., provision of softw

backup support. by Gama Ltd. to Olive Inc.

Particulars
Direct Cost m

Indirect Cost 200

Total cost 800
Operating profits pX010)
Operating profits to cost (%) [200 x 100/800] =2

1. Computation of Arm’s Length Price of provision
of software backup support provided by Andes Ltd. to 2. Adjustment to be made to the total income of
Andes Inc. by applying TNMM Andes Ltd.

-
Cost for Andes Ltd. (per man hour) [MD 75x° 3,375 00
45/MD]

Arm’s length price of total manhours spent by |21,09,37,500

Add: Arm’s length operating profit marginas | 843.75 Andes Ltd. for providing software backup
% of cost (25% of * 3,375) support to Andes Inc.

Arm’s length price (per manhour) in 4,218.75 Less: Amount actually billed [9o.75 MD x ° 20,41,87,500
45/MD x 50,000 manhours]

Arm’s length price of total manhours spent by Andes

Ltd. for providing software backup support to Andes {A‘rm’s length adjustment to be made to the total 67,50,000
Inc. [ 4,218.75 x 50,000 man hours] = 21,09,37,500 income of Andes Ltd.




P
Exercise 1

Mr. Hari holds 30% of voting power in ABC Inc, a company incorporated under the
laws of Country USA. For the purpose of expansion of business, the said company
enters into an agreement with XYZ Ltd., a company incorporated under the Indian laws.

As per one of the clauses of the agreement, ABC Inc has the power to appoint 6
directors of XYZ Ltd., which has 12 directors on the board.

Further, total purchases by XYZ Ltd. for the FY. 2021-22 is estimated to be ' 500
crores, out of which, purchases of * 48 crores has been sourced locally and the balance
shall be supplied by ABC Inc. The price for entire purchase has been fixed in the
agreement and the conditions for supply are determined by ABC Inc.

Advise Mr. Hari as to whether ABC Inc and XYZ Ltd are Associated Enterprises,
on the basis of the provisions of the Income-tax Act, 1961.



~—— Exercise 1 - Solution

Two enterprises shall be deemed to be associated enterprises if, at any time during the previous
year, more than half of the board of directors or members of the governing board, or one or
more of the executive directors or executive members of the governing board of one enterprise,
are appointed by the other enterprise.

In the present case, the power to appoint is only for half the number and not more than half.
Hence, ABC Inc. and XYZ Ltd. are not associated enterprises under this criteria.

Two enterprises shall be deemed to be associated enterprises, if 90% or more of the raw
materials and consumables required for the manufacture or processing of goods or article
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.

In this case, ABC Inc. supplies more than 9o% of the requirements of purchases of XYZ Ltd.
Further, the price is controlled by the former by way of written agreement. Also, the conditions
for supply are determined by ABC Inc. Hence, the two entities would be deemed to be
associated enterprises under this criterion.



Exercise 2,3&4 = E—

Kingston Inc, a US company having its place of effective management also in the USA, has
advanced a loan equivalent to ' 130 crores to Ganga Ltd., an Indian company on 10-4-2021. The total
book value of assets of Ganga Ltd. is * 250 crores.

The market value of the assets, however, is ' 300 crores.
Ganga Ltd. repaid ' 22 crores before 31-3-2022.

Charles plc., a UK company having its place of effective management also in the UK, has the power
to appoint 4 of the directors of Andes Ltd, an Indian company, whose total number of directors in
the Board is 9.

Total value of raw materials and consumables of Kaveri Ltd., an Indian company, is * 720 crores.
Out of this, supplies to the tune of * 650 crores are by Aurubis GmbH, a German company having
its place of effective management in Germany, at prices and terms decided by the German
company.
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-~ Exercise 2,324 - Solution

1. Kingston Inc, a foreign company, has advanced loan of * 130 crores to Ganga Ltd., an Indian company,
which amounts to 52% of book value of assets of Ganga Ltd. Since the loan advanced by Kingston Inc.
is 51% or more of the book value of assets of Ganga Ltd., Kingston Inc. and Ganga Ltd. are deemed to be
associated enterprises under the Indian transfer pricing regulations.

The deeming provisions would be attracted even if there is a repayment of loan during the same previous
year which brings down the said percentage below 51%.

2. Charles plc, a foreign company has the power to appoint 44.44% (4 out of 9) of the directors of an
Indian company, Andes Ltd. Two enterprises would be deemed to be associated enterprises if more than
half of the board of directors of one enterprise are appointed by the other enterprise. In this case,
since Charles plc has the power to appoint only 44.44% (which is less than half) of the directors of an
Indian company, Andes Ltd., Charles plc and Andes Ltd. are not deemed to be associated enterprises.

3. Since Aurubis GmbH, a German company, supplies 90.27% of the raw materials and consumables
required by Kaveri Ltd., an Indian company, which is more than the specified threshold of 90%; and the
prices and terms of supply are decided by the German company, the two companies are deemed to be
associated enterprises.



Exercise 5 : Examine whether transfer pricing provisions under the Income-tax Act, 1961 would be attracted in
respect of the following cases -

Transfer of process patents by Rho Ltd., an Indian company, to ABC Inc., a US
company, which guarantees 12% of the total borrowings of Rho Ltd.

Ans: The scope of the term “intangible property” includes, inter alia, process patents, which is a

technology related intangible asset. Transfer of intangible property falls within the scope of the
term “international transaction”.

Since ABC Inc., a US company, guarantees not less than 10% of the total borrowings of Rho Ltd.,
an Indian company, ABC Inc. and Rho Ltd. are deemed to be associated enterprises under section
92A(2). Therefore, since transfer of process patents by Rho Ltd., an Indian company, to ABC Inc., a

US company; is an international transaction between associated enterprises, the provisions of
transfer pricing are attracted in this case.



e ... ———

Other Method as may be prescribed by the CBDT

Note: First we need to give justification why each method is not suitable for us. Then
only CBDT will prescribe suitable methods to calculate ALP.

The Other method allows the use of ‘any method’ which takes into account
e the price which has been charged or paid or

e would have been charged or paid for the same or similar uncontrolled transactions
with or between non-associated enterprises, under similar circumstances.

The various data which may possibly be used for comparability purposes under this
method could be valuation reports , third party quotations, tender/Bid documents,
documents relating to the negotiations, standard rate cards, commercial & economic
business models; etc.



\\/

F

or applying the all above methods, COmparability of the international transaction with

an uncontrolled transaction is to be judged with reference to the Following Factors:

The specific characteristics of the property transferred or services provided in either

transaction; Same type of Goods & Services (Reliance & Rosneft Vs ONGC & LukOil)

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;

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 Government

orders in force, costs of labour and capital in the markets, and
and whether the markets are wholesale or retail.



ata to be used for analyzing the comparability of an uncontrolled
transaction with an international transaction

* The data relating to the CUITeNt year; or

e The data relating to the financial year immediately preceding the current year, if the data
relating to the current year is not available at the time of furnishing the return of income by
the assessee, for the assessment year relevant to the current year.

* [Note: Last year data we can use only in resale price method or cost plus method or the transactional net margin
method if current year data not available. For other method we have to use current year data only.]

e However, where the data relating to the current year is subsequently available at the time of
determination of arm’s length price of an international transaction during the course of any
assessment proceeding for the assessment year relevant to the current year, then, such

data shall be used for such determination irrespective of the fact that the data was not
available at the time of furnishing the return of income of the relevant assessment year.
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Selection of “Tested Party” — concept 1

Concept of tested party does not find any specific mention in Indian transfer pricing
regulations. The concept of tested party has been explained in detail in the transfer
pricing guidelines issued by OECD and Practice Manual issued by United Nations
from time to time.

The tested party will be the participant in the controlled transaction whose
profitability/ pricing attributable to the controlled transactions can be verified based on
the most appropriate data and requiring the fewest & most reasonable adjustments, and
for which reliable data regarding uncontrolled comparable can be located.

Consequently, in most cases the tested party will be the “least complex” of the
controlled taxpayers and will not own valuable intangible property or unique assets that
distinguish it from potential uncontrolled comparable.



|

Selection of “Profit Level Indicator” — concept 2 (Imp.)

A profit level indicator (PLI) is selected to test the profitability of tested party. PLIs are ratios that

measure relationships between profits and costs incurred or resources employed. A variety of PLI’s
can be calculated in any given case.

PLI should always have an untainted base (denominator) ke adopting

Cost as base for Export transactions
and

Revenue as base for Import transactions

[t is a practice to adopt the denominator of the PLI as being un-tainted or less-tainted.

A tainted income or expense would mean one that is received from an AE or paid to an AE and
therefore cannot be considered to be independent or at arm’s length.

Untainted on the other hand would mean revenue or costs which
and are therefore more reliable.



Overview of Various Profit Level Indicators

Return on Assets (ROA) Operating profit divided by the operating assets (normally only
tangible assets)

Return on Capital Operating profit divided by capital employed which is wusually
Employed (ROCE) computed as the total assets minus cash and investments
Operating Margin Operating profit divided by sales

Return on Total Costs Operating profit divided by total costs

(ROTC)

Return on Cost of Goods  Gross profit divided by cost of goods sold
Sold

Berry Ratio Gross profit divided by operating expenses




FUNCT'ONS, ASSETS AND RISK (FAR) ANALYSIS - Concept 4

FAR Analysis

Functions - :
e Assets Utilized Risks Undertaken

. . el

Siansfachires Logistic service provider
X
Cannot be compared
Manufacturer Manufacturer
v

Can be compared



Functions performed:

In performing functional analysis, important and significant functions are considered.

Such functions add more value to the transactions and therefore, are expected to fetch higher
returns for the entity performing such functions.

Thus, the focus should not only be on identifying the maximum number of functions but on
identification of critical functions performed by the related parties.

some of the important functions that are generally observed and examined in a
transaction are:

e Research and development

e Budgeting

e Purchasing and materials management

e Manufacturing, production or assembly work

e Warehousing and inventory

e Marketing and distribution

e Business process management/ administrative functions

e Scheduling

e Supervision



~Assets employed:

As regards assets employed, one needs to identify the assets (tangible as well as
intangible) used by the entities being compared in relation to the transaction under
consideration. The analysis of assets employed into tangible assets and intangible assets
is of vital importance.

Intangible : The existence of intangible assets in the form of technical knowhow,
trademarks, patents, etc. contribute to the super normal growth in profits of an
enterprise.

Tangible : However, an entity which owns only tangible assets which are used in normal
course of operations such as computers, furniture & fixture, plant and machinery, etc. is
expected to earn routine/normal profits as earned by other companies engaged in
similar business.



“Risks assumed:

Risk study involves identification of various risks that are assumed by
each of the parties to the transaction.

[t 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 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 lower.



Nature of risks Description

Market risk Risk relating to increased competition and
relative pricing pressures,
change in demand patterns and

b

inability to develop/penetrate in a market, etc.

Inventory risk Risk associated with management of inventory in case of overstocking or
slow/non-moving inventory. As a result, the enterprise may be forced to bear a
loss of margin on the inventory, or incur additional costs to dispose-of the same.

Credit risk Risk relating to default in receivables by customers.

Risk associated with product failures including non- performance
. This could result in product recalls and
possible injuries to end-users.

Foreign exchange risk Risk relating to the potential impact on profits that may arise because of changes
in foreign exchange rates.
R&D risk Risk associated with loss incurred due to unsuccessful R&D expenditure

Capacity Utilization risk  Risk associated with loss of profits due to unutilized capacity

Attrition risk Risk associated with losing trained personnel which contribute to the success
of the enterprise




DOCUMENTATION AND COMPLIANCES

Persons responsible for keeping and maintaining Document -

Section 92D imposes responsibility on every person -

who enters into an international transaction to keep and maintain such
information and documents in respect thereof as may be prescribed;

being a constituent entity of an international group to keep and maintain
the prescribed information and document in respect of an international
transaction.

Note to point 2 : The constituent entity is required to keep and maintain the information and
document irrespective of the fact whether or not any international transaction is

undertaken by such constituent entity.



/Information and documents to be kept and maintained for

prescribed Period

The CBDT is empowered to prescribe the period for which the information and
documents shall be kept and maintained. — 8 years.

Assessing Officer & Commissioner (Appeals) empowered to require
persons entering into international transaction to furnish prescribed
information and documents

The Assessing Officer or the Commissioner (Appeals) may, in the course of any proceedings
under the Income-tax Act, require any person who has entered into an international transaction

to furnish any such prescribed information or documents within a period of 30 days from
the date of receipt of a notice issued in this regard.

The requisition period may, on request, be extended further for a period not exceeding thirty
days by the Assessing Officer or the Commissioner (Appeals).



\/"

/Iﬁfrn/a'cion and documents to be kept and maintained
under section 92D [Rule 10D]

Rule 10D(2) provides that in a case where the aggregate value of

international transactions does not exceed Rs. 1 crore, it will not be
obligatory for the assessee to maintain the below information and
documents.

Note: However, it is provided that in the above cases also the assessee will have
to substantiate that the income arising from the international transactions with
associated enterprises, as disclosed by the accounts, is in accordance with
section 92. This will mean that, even if the aggregate value of the international
transactions is less than ' 1 crore, the assessee will have to maintain adequate
(minimum) records and evidence to show that the international transactions
with associated enterprises are on the basis of arm’s length principle.



(a) Ownership structure of the assessee with details of shares or|| -
other ownership interest held therein by other enterprise;

(b) Profile of the multinational group and basic details of associated

enterprises with whom assessee has entered into international
transaction;
(c) Business description of the business of the assessee and

associated enterprises and the industry in which the assessee
operates;

- Entity
Related

(d) Nature and terms (including price) of the international
transactions, details of property transferred or services provided
and quantum and value of each such transaction:;

(e) Description of functions performed, risks assumed and assets
employed by the assessee and associated enterprises;

(f) Records of economic and market analysis, budgets, forecasts,
financial estimates for the business as a whole and for each
division or product separately which may have a bearing on such
transaction;




==

(9)

(h)

(i)
(k)
(1)

Record of uncontrolled transaction (if any) for analysing
comparability of international transaction with such uncontrolled
transaction(s);

Record of the analysis performed to evaluate comparability of
uncontrolled transactions with the relevant international
transaction.

Description of method considered for determining ALP, most
appropriate method along with the explanations as to why such
method was selected and applied;

Analysis performed to determine the arm’s length price of the
transactions between related parties, etc.

Assumptions, policies and price negotiations, if any, which
critically affected the determination of the arm's length price;
Details of transfer pricing adjustment(s) made (if any) and
consequent adjustment made to the total income for tax purposes.
Any other information, data or document including information or

data relating to associated enterprise which may be relevant for
determining ALP.

Price
B Related

J |

Transaction
Related
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/Imion to be supported by authentic documents
[Rule 10D(3)]

The information to be maintained by the assessee, is to be supported by authentic documents. These
documents may include the following:

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 reputation;

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.



e n 92E]:

udit Report [Sectio

e Under section 92F, Every person who enters into an international transaction during a
previous year is required to obtain a Report from a Chartered Accountant and furnish
such report on or before the specified date in the prescribed form.

* Rule 10E provides that the auditor’s report shall be in Form No.3CEB.

* The Annexure is in Two parts.
* In the First part of the Annexure, General information of the assessee is required to be reported.

* In the Second part of the Annexure, the particulars about the international transactions are
required to be stated. Broadly stated, these particulars include list of associated enterprises,
particulars and description of transactions relating to Purchase, Sales, Service provided, loans,
advances, etc.

* “Specified date” - The due date for filing of transfer pricing report under section 92E in Form
3CEB is 31st October of the assessment year.
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COUNTRY BY COUNTRY REPORTING (CBCR)

Three-tier structure mandated by BEPS

Document Information

(1) Master File Standardised information relevant for all multinational
enterprises (MNE) group members (Company related basic
structural information)

(2)  |Localfile Specific Material transactions with the Local taxpayer.
Information relating to the Global allocation of the MNE's

(3)  |Country-by- income and taxes paid; and

g); (I:IF?Y 'ePOTt | [ndicators of the location of economic activity within the

MNE group.
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Threshold limit for applicability of CBCR [Sub-section (7)]:

The reporting provision shall apply in respect of an international group for an
accounting year, if the total consolidated group revenue as reflected in the
consolidated financial statement (CFS) for the accounting year

such accounting year is above a threshold to be prescribed i.e. Rs. 6400
Crores.

As reflected in the consolidated financial statement, is in foreign currency, the Rate of
Exchange for the calculation of the value in rupees of such total consolidated group revenue
shall be the Telegraphic Transfer Buying Rate (TTBR) of such currency on the last day of the
accounting year preceding the accounting year [Rule 10DB(7)].



|

Who is responsible to submit CBCR ?

The Parent entity of an international group
or

The Alternate reporting entity,
shall be required to furnish the report in
respect of the group.

Time Limit for filling CBCR: within a period of Twelve months from the end
of the said reporting accounting year for which the report is being furnished, in

Manner of filling CBCR - in Form No. 3CEAD.



Details/ information to be included in CBCR

¢ It should contain aggregate information in respect of:
e Nature and Details of main business activity
e Revenue,
e Profit and Loss before income-tax,
e Income-tax paid and Accrued,
e Profit and Loss after income-tax

e Details of stated capital, accumulated earnings, number of employees,
tangible assets other than cash or cash equivalent

in respect of Each Country.

Note: This shall be based on the template provided in the OECD BEPS report on Action Plan 13.
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enalty for non-furnishing of the report by any reporting
entity which is obligated to furnish such report

Period of delay/default Penalty

()

Not more than a month

Rs. 5,000 per day

(b)

beyond one month

Rs. 15,000 per day for the period
exceeding one month

(c)

Continuing default even after service of
order levying penalty either under (a) or

under (b)

Rs. 50,000 per day of continuing failure
beginning from the date of service of

order




Amit Dey

M.com
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