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Background and history

The Transfer Pricing Laws have been enumerated
under Sections92 to 92F of the Indian Income Tax
Act, 1961 and cover intra-group crossborder
transactions Rules and regulations prescribe that
income arising from International Transactionsor
SpecifiedDomesticTransactiondetween Associated
Enterprise{AE)shouldbe computedusingthea r m’ s
lengthpriceprinciple

In d i raarket beganto emergeon the globalstage
in 1991 with the implementation of several
governmentalpoliciesrelating to foreign trade and
foreign direct investment This move towards
globalization brought about new requirements
relating to taxation and other laws as multinational
corporationsbeganinvestingin India and acquiring
localcompanies

Therewere manytransactiongtakingplacebetween
the samegroup of companiesandthe transferprice
between them started playing a major role in
impacting the profits and losses of Indian
companies Amendmentin taxation laws for such
transactionsthen becamethe need of the hour so
that tax planning could be kept under check and
protect againsttax evasion

With these concerns in mind, the Indian Tax
Authorities first introduced the Transfer Pricing
Regulations(TPR)through the FinanceAct, 2001,
and madeit effectivefrom the Financialyearending
March 2002 These provisions were set to be
governedby the Income Tax Act, 1961, and were
based on the Transfer Pricing guidelines of the
Organization for Economic CoOperation and
Development

TPRwasintroducedwith a viewto provide a detailed
statutory framework which can lead to computation
of reasonable,fair and equitable profits and tax in
India, in the casesof multinational enterprises,and
alsointroducednew s 92A to 92F in the Act, relating
to computation of income from an international
transactionhavingregard to the a r niength price,
meaning of associated enterprise, meaning of
international transaction, computation of ar m’ s
length price, maintenance of information and
documents by persons entering into international
transactionsand definitions of certain expressions
occurringin the saidsections

The legislative intention, underlyingthe TPR,is to
preventthe shifting of profits by manipulatingprices
chargedor paid in internationaltransactionsthereby
eroding | ndi @xX sbase The explanatory
memorandumof FinanceBill, 2001 explainsthat the
TPRwasintroducedto curbtransferpricingabuse
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Theterm“ I nt ernatinsaekrston s ”

transactions between two (or more) AEs
involvingthe sale, purchaseor leaseof tangible
or intangible property, the provision of services
or costsharingagreements,lending/ borrowing
of money or any other transaction having a
bearingon the profits, income,lossesor assetsof
suchenterprises

For a transaction to be an international

transaction, it should satisfy the following two

conditionscumulatively

At must be a transaction between two
associatecenterprisesand

A At leastone of the two enterprisesmust be a
non-resident

Transaction between 2

Glraaz2oOAl GSR

and |

v v V

At least 1 is Non B : A foreign enterprise
[ esident or, . 20K | 9esidentl 29 [ and its Indian PE

[ Apply ] Apply if income of NR [ Apply ]
is assessable in India
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Inclusions

purchase, sale, transfer, lease or use of tangi
property

purchase, sale, transfer, lease or use of intang
property

provision of services

capital financing including lending or borrowing
guarantee

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

a transaction of business restructuring or
re-organization

Mut ual agreement bet
of cost or expense w.r.t. service/ facility provig
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Deemed International Transaction between twio 9 Q a

A\ transactionbetween an enterprise and an unrelated person shall be deemedto be a transactionbetween

associateanterprisedf in relationto that transaction-
There exists a prior agreement between such other person and the associated enterprise; or
The terms of the transaction are determined between such unrelated person and the associated enterprise.

Transaction between an enterprise and a
unrelated person (resident or NR)

If

Prior agreement exists betwee Terms of transaction are determine
them Or, between them

lllustration:

EnterpriseX of IndiaandenterpriseY of Australiaare associatecenterprises EnterpriseZ of Singaporas
not an associatecenterpriseof enterprise X EnterpriseY and enterpriseZ enter into an agreementfor
determiningthe terms of transactionsbetweenenterpriseXand enterpriseZ Thetransactionasmaybe
entered between enterprise X and enterprise Z which is governedby such an agreementexisting
betweenYandZshallbe deemedto be atransactionbetweentwo associatednterprises

30% shares

Ent X in India (AE) _ Ent Y in Australia (AE)

Prior agreement

Ent Z in Singapore (Residen
Transaction between X and|Z in India)
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Meaning of Specified Domestic Transaction (sec 92BA)

“ Specdomescd r an s a(@DT) rmears the following transactions, not being
international transactions,provided the aggregateof such transactionsentered into by the
assessedn the previousyear exceedsa sumof INR200 million(prior to 15t April, 2016 it was
INR50 million). It coversthe belowtransactions

any expenditure for which payment is made tca person
referredto in section DA(2) ()

any transactpn referred to in section A

any transfer of goodsor services referred to isection
80-1A (8)

any business transacted between tassesseand other
person as referred to igection 86IA (10)

any transaction ,referred to any other sectiander Chapter VI
Aor section 10AAto which provision osection 801A(8)/(10)
are applicable

In other words, SDT covers:
A Any expenditure with respect to which deduction is claimed while computing profits and

gains of business or profession.

A Anytransactionrelatedto businesseligiblefor profit-linked tax incentives for example,
infrastructurefacilities(Section80-1A) and SEZinits (section10AA)

A Any other transactions as may be specified.
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|t is the price appliedto unrelated enterprises(i.e, It has been notified that the * ot ime t h ford ’
fair market price) in uncontrolled conditions determination of the ar miength price in
TransferPricingrelates to determination of correct relation to an international transaction shall be
marketpricei.e. a r nengthprice (ALP) any method which takes into accountthe price
For tax purposes,companiesare required to record which has been chargedfor the sameor similar
the exchange of goods using the armslength transaction, with or between non-associated
principal,which statesthat the priceschargedby the enterprises, under  similar  circumstances,
affiliated companies should be equivalent to the consideringall the relevantfacts

prices that would have been charged by a third-

party.

Furthermore, not only the income, even the

allowancefor any expenseor interestarisingfrom an Comparable

international transaction or specified domestic grfl‘ggf,‘\zreot'r"%%

transaction shall be determined as per the ar m’ s )

lengthprice (Explanationto section 92(1)].

Sharing/contribution of cost or expense of any Profit Transactional
benefit , etc. shall also be at a r mlesgth price STellli Net Margin
(section92(2)). Method ('\-"rﬁlt,t‘,l‘,’\ﬁ)

Thearm'slength price in relation to an international (PSM)

transactionor specifieddomestictransactionshallbe
determined by any of the following methods, being
the most appropriate method, havingregardto the

nature of transactionor classof transactionor class Cost Plus Fé,iisca;e
of associatedpersons or functions performed by Method Method

such personsor such other relevant factors as the (CPM) (RPN
Boardmayprescribe

© 2016 NBC, Chartered Accountants and member of INAA Group. All Rights Reserved.




Provisionsof Transfer Pricing not tapply [Se®2(3)]

The provisionsof a r neéngth price shallnot applyin a casewhere the computation
of incomeor the determinationof the allowancefor any expenseor interest, or the
determination of any cost or expenseallocated or apportioned has the effect of
reducingthe income chargeableto tax or increasingthe loss, as the casemay be,
computed on the basisof entries made in the books of accountin respectof the
previous year in which the international transaction or specified domestic
transactionwasenteredinto.

Determination of

Determination of
Computation of any cost or expense
allowance for any allocated or
Income int t i
expense or interes apportioned

4

Reduction of income or
increaseof loss,computed on
the basis of book entries

<

[Arm’s Lengﬂh Price not

to apply
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Associated Enterprises (Sec 92A)

The relationship of associatedenterprises(AEs)is defined by Section92A of the Act to cover direct/
indirect participationin the managementgcontrol or capital of an enterpriseby another enterprise It also

coverssituationsin which the sameperson(directly or indirectly) participatesin the managementcontrol
or capitalof both the enterprises

Two enterprises shall be deemed to be associated enterprises w.r.t. various cases given below:

Case 1: Sec 92A(2)(a): Shareholding having at least 26% voting power

One enterprise holds, directly or indirectly, shares carrying not less than twartper cent
of the voting power in the other enterprise

A Ltd > [ Atleast 26% | > BLtd
Or,
50%
A Ltd — ' At least 26% ‘ -— BLtd
Or,
A Ltd > | B Ltd. | > CLd
40%

Intermediary

*A,B and C are Associated Enterprises

Case 2: Sec 92A(2)(b): Shareholding having at least 26% voting power by same person
any person or enterprise holds, directly or indirectly, shares carrying not less than tsieqtgr
cent of the voting power in each of such enterprises

! : )

yw

A Ltd CLtd

*A Ltd. and C Ltd. are Associated Enterprises
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Case 3: Sec 92A(2)(c): Advancement of loan
Aloan advanced by one enterprise to the other enterprise constitutes not less5h&of the book

value of the total assets of the other enterprise

A Ltd > BLtd
A Ltd has given loan of $ 52

m to BLtd. Bookvalue of the
assetsof B Ltd is $ 100m

Case 4: Sec 92A(2)(d): Guarantee of Borrowings
Oneenterprise guarantees not less tha0%of the total borrowings of the other enterprise;

A Ltd > BLtd

B Ltd receives loan worth INR 100 million from
Indian bank on the basis of guarantees given by
A Ltd to the extent of INR 12 million.

Case 5: Sec 92A(2)(e): Appointment of BOD

At least51%o0f the board of directors or members of the governing board, or one or more executive
directors or executive members of the governing board of one enterprise, are appointed by the other
enterprise

A Ltd = BLtd

A Ltd. appoints 3 out of 4 members of the
board of directors of B Ltd.

Case 6: Sec 92A(2)(f): Appointment of BOD by same person
At least 51% athe 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

[ Mr. X |

Appoints 51% of
directors of both A and B

A Ltd BLtd

*A Ltd. and B Ltd. are Associated Enterprises
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Case 7: Sec 92A(2)(g): Commercial rights of manufacture/ processing
The business of one enterprise is wholly dependent on the use of kmmovy patent, technical know
how, etc. of which the other enterprise is the owner or in respect of which the other enterprise has

exclusive rights

A Ltd > BLtd

B Ltd. operates its business using trade
mar k of A Ltd. Thus, both are AE’ s.

Case 8: Sec 92A(2)(h): Supply of raw materials/ consumables

At least90%of the raw materials and consumablesyuired for the manufacture or processing of
goods or articles carried out by one enterprise, suppliedby the other enterprise, or by persons
specified by the other enterprisandthe prices and other conditions relating to the supply are
influenced by such other enterprise

A Ltd > BLtd

A or X supplies 90% raw materials to B at prices controlled by

4 A. Thus, A and B are AE’'s
Mr. X

Case 9: Sec 92A(2)(i): Sale of goods/ articles

Thegoods or articles manufactured or processed by one enterprises@dto the other enterprise or

to personsspecified by the other enterprise, and the prices and other conditions relating thereto are
influenced by such othernterprise.

BLtd > CLtd

B sells its articles to C or Z at prices controlled by C. Thus, B .
and C are AE’s

Mr. Z
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Case 10: Sec 92A(2)(j): Control by same person/ his relative
Where one enterprise is controlled by ardividual,the other is also controlledy such individuand/ or

his relative

Mr. X :
relatives
control control

ALtd < ........................... > BLtd
A and B are AE—s

Case 11: Sec 92A(2)(k): Control by HUF or its member/ relative
Where one enterprise is controlled by a HUF, the other enterprise is controlled by a member of such HUF

or relative of such member or jointly by such member &rblative.

<\ Member of HUF <>
lcontrol l control

A Ltd Cmrmrmmrmrm > BLtd
A and B ar e AE-

Py
S

Case 12: Sec 92A(2)(I): Interest in Firm/ AOP/ BOI
Where one enterprise is a Firm, AOP or BOI, and the other enterprise holds not led9%isterest in
such Firm, AOP or BOI.

Firm A > Firm B
10% interest
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Compliances

Thefollowing are the important statutesof law:

A Eachpersonor associatiorwho hasinvolvedin an international transactionshould maintain
anup-to-daterecordof eachtransactionasprescribedoy the legislation

A All income acquired by the companyby means of any international transaction shall be
calculatedat a r méngth price. There are various methodsto calculatethe a r méngth
price, dependingon the nature and type of the transaction,the nature of the group or the
associationinvolved, or any other featuresof the transactionsinvolved Thesemethodsare
introduced by the Central Board of Direct Taxes,generallyknown asthe * B o .aSorde’of
them include the resale price method, cost plus method, comparableuncontrolled price
method,andtransactionahet marginmethod.

A If there are two or more appropriate prices assumedfor a certain transaction,the ar m’ s
lengthpricewill be calculatedasthe averageof the prices

A At the end of a financialyear, the personor group involvedin an international transaction
shouldsubmit the report of it in Form 3CEBunder the guidanceof a CharteredAccountant
Thisform hasto befiled before hefilesthe IncomeTaxreturn of the sameperiod.

Thegroupor personwho doesnot adhereto theserulesisliableto paythe penaltiesasimposed
by the Board
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Documentation (Sec 92D)

Where the aggregatevalue, as recorded in books of accountsof international transaction
enteredinto by the enterpriseexceedINR10 million, andfor specifieddomestictransactionsjt
is imperative that the documentation maintained should be adequate to substantiate the
a r nkéngthpriceof the internationaltransactionor specifieddomestictransactions
Suchrequirementscanbroadly be divided into two parts:

Thefirst part includesinformation on the ownershipstructure of the taxpayer,a group profile,
and a businessoverview of the taxpayerand AEs,including prescribeddetails such as the
nature, terms, quantity and value of international transactions The rules also require the
taxpayerto documenta comprehensivaransferpricingstudy.

The secondpart of the rules require adequatedocumentationbe maintainedto substantiate
the information, analysisand studies documented under the first part of the rule. It also
contains a recommended list of such supporting documents, including government
publications reports, studies,technicalpublicationsand marketresearchstudiesundertakenby
reputableinstitutions, price publicationsyelevantagreementsgcontractsand correspondence

Companiego whom transfer pricing regulationsare applicableare currently required to file
their tax returnson or before 30 Novemberfollowingthe closeof the relevanttax year
Theprescribeddocumentsmust be maintainedfor a period of eight yearsfrom the end of the
relevanttax year,andmustbe updatedannuallyon anongoingbasis

It is also imperative to obtain an Independent Ac ¢ o u n Reporttin' respect of all
international transactionsbetween AEsand the samehasto be submitted by the due date of
the taxreturnfiling, on or before 30 November

Periodfor which recordsshallbe kept maintained [Section92D(2)]:

The board may prescribedthe period for which the information and documentshall be kept
and maintainedunder that sub-section The Board,vide rule 10D{®)hassince prescribedthat
the information and documentsshallbe kept and maintainedfor a period of 8 yearsfrom the
endof the relevanttax year

Failureto keepand maintain any suchinformation and documentshall attract a penalty.
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Penalties for norcompliance

The Indian Transfer Pricing Regulations have prescribed the following penalty
provisions summarizedbelow:

In case of a poshquiry adjustment, 100-300 percent of tax on the adjusted
there is deemed to be a concealment ¢ amount

income

Failure to maintain documents 2 percent of the value of transaction

Failure to furnish documents during TP 2 percent of the value of transaction
audit

Maintaining or furnishing incorrect 2 percent of the value of transaction
information or documents

Failure to furni s hiINRIOGOWU(OHemdrad thgusance p or t
rupees)

Failure to report a transaction in 2 percent of the value of transaction
accountant’'s report

Source: Indian Income TAxt, 1961 and Income Ta&Rules, 1962

e = SN
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How can NBC help you?

TransferPricingLitigation, Documentationand Study

NeerajBhagat& Companyoffers consultingon transfer pricingdocumentationin more qualitative
andintelligentonline studyandthe disputeon the basisof inputsissuedby the clients In addition,
adequate tax advice will also be suggestedand consulted on setting ARMslength price and
adoption of the most appropriate method. Thisdocumentationdiffers from acrossindustriesand
one companyto another, but in the Lawsof TransferPricingand concepts,we will be providing
similarfunctionale | e meontparisonof publicly availabledatabasespoth locallyand globally,
after comparisonthrough the FARanalysispasedon economicand Indianmarket conditions Our
study involvesthe analysisof contemporaneoudacts and researchfrom public databasesalsoto
analyzecorrectPriceComparisorof functionalelementsandthe like.

Why NBCfor TransferPricingAudit and Study?

Our best practical transfer pricing audit servicesdirectly enable us to develop more stringent,
better quality products, and collaborate more effectively with our clients Becausewe are a
companyof impartial financialprofessionalsmanyof the leadinglaw firms in Indiaand worldwide
also attended us to create this value and sustainablesolutionsto their multinational corporate
clientsasexpertson transferpricinglitigation andarbitration.

Ourteam hassignificantexperienceto a higherlevel,andwork togetherwith multinationalclients
andtheir legaland tax consultantsto deliverthe higheststandardof casecounselingand support
practice,the applicationof sophisticatedtechniquesbasedon the economywhen it is necessary
to addressharder issues NeerajBhagat& C o mp a clignts mnge from some of the biggest
known and well-establishedenterprisesin the world to medium enterprisesand alsoinvolvinga
numberof iconicbrands
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Our Offices in India

New Delhi:

S13, St Soldier Tower, GBlock Commercial
Complex Vikas Puri New Delhi — 110018
(India)

Phone : +911128543739
: +911128544939
: +911145527239
Fax : +911143850030

Gurgaon

1156 TowerB2, 11th Floor,Spazd TechPark,
Sohna Road, Sector 49, Gurgaon12200]
HaryangIndia)

Phone : +911244371317
+911244371318
Fax © +911143850030

Mumbai:

Unit No.3, 1st Floor, New Laxmi Shopping
Centre A-Wing, H.D.Road Ghatkopar (W),
Mumbai—400086(India)

Phone T+ @B20263544
: + 91225110016

Email info@neerajbhagat.com
Website : www.neerajbhagat.com

NeerajBhagat& Companyis a team of
distinguished chartered accountant,
corporate financial advisors and tax
consultants in India Our firm of
chartered accountants represents a
coalition of specialized skills that is
gearedto offer soundfinancialsolutions
and advices The organization is a
congregationof professionallyqualified
and experienced persons who are
committed to add value and optimize
the benefitsaccruingo clients

N B Ctrassfer pricing professionalshelp
taxpayers to fulfill overseas
documentation requirements in India
and for the report preparation for

transfer pricing documentation that

analyzethe nature of full competencein

pricesbetweencompaniesWe alsohelp
multinationals with multiple FATSto

prepare the global documentation,
provided all documentation
requirementsefficiently and consistently
Our team of audit consultantshas the

expertiseto know what the tax officials
are looking for, and may help you
prepare your documents properly the

first time andthereafter.
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