INTRODUCTION TO TRANSFER PRICING:

There is a general belief that Multi –national corporations , in an effort to manage and minimize their Global tax outflows, have employed creative transfer pricing approaches in the context of flow of goods , services, funds, intangibles etc.

When transactions are entered into between independent enterprises, the consideration therefor is determined by market forces. However, when associated enterprises deal with each other, it is possible that the commercial and financial aspects of the transactions are not influenced by external market forces but are determined based on internal factors.

In such a situation, when the transfer pricing agreed between the associated enterprises does not reflect market forces and the arm’s length principle, the profit arising from the transactions, the consequent tax liabilities of the associated enterprise and the tax revenue of the host countries could be distorted.

The existence of different tax rates and rules in different countries offers a potential incentive to multinational enterprises to manipulate their transfer prices to recognize lower profit in countries with higher tax rates and vice versa.

 Hitherto there was no provision in income tax act to curb this problem.

The erstwhile section 92 sought to determine the amount of profits which may reasonably be deemed to have been derived from a business carried on between a resident and a non resident which, owing to the close connection between them is so arranged that it produced, to the resident, either no profits or less than the ordinary profits which might be expected to arise in that business.

The Finance Act 2001, has recognized that international transactions between associated enterprise may not be subject to the market forces that shape the relations between two independent firms, and therefore introduced a set of provisions in Chapter X of the Act under the title “Special Provisions relating to avoidance of tax”. The said Chapter defines what is an arms length transaction and what is an associated enterprise and the methods to be followed while arriving at the arms length price.

The provisions contained in this chapter are applicable with affect from assessment year 2002-03.

According to section 92E of the Act, every person who has entered into an international transaction during the previous year shall obtain a report from an accountant and furnish such report on or before the specified date in the prescribed form. From this section the responsibility of the accountant arises with regarding to the international transactions.

The provisions of this Chapter X would apply based upon certain criteria. Firstly there must be an international transaction. Secondly, such transaction must be between two or more associated enterprise either or both of whom are non-residents. And the main objective of entering into the transaction should involve in the incurring of any cost or expenses or interest or it should involve in purchase, sale or lease of tangible or intangible property or in the lending or borrowing of money or any other transaction having a bearing on the profits and income, losses or assets of such enterprises.

According to section 92B(2) even if a transaction entered into between an enterprise with a person other than an associated enterprise, it shall be deemed to be a transaction between associated enterprises if there exists a prior agreement in relation to the relevant transaction between such other person and the associated enterprise or the terms of the relevant transactions are determined in substance between such other person and the associated enterprise. For example: Enterprise X of India and enterprise Y of Australia are associated enterprises. Enterprise Z of Singapore is not an associated enterprise of enterprise X. Enterprise Y and enterprise Z enter into an agreement for determining the terms of transactions between enterprise X and enterprise Z which is governed by such agreement existing between y and z shall be deemed to be a transaction between two associated enterprises. Consequently the provisions of this chapter shall also apply even in such cases.

RESPONSIBILITY OF THE ENTERPRISE:

Section 92D provides that every person who has been a party to an international transaction, during a previous year, shall keep and maintain such information and documents, prescribed by the Board, as will assist the Assessing Officer to compute the income arising from that transaction, having regard to the arm’s length price.

The requirement to keep and maintain such information and documents with respect to an international transaction has, however, been waived in the case of those persons who have entered into international transactions the aggregate value of which, as recorded in the books of account, does not exceed one crore rupees- rule 10D(2).

Assessee must maintain the information and records for a period of eight years from the end of the relevant assessment year- Rule 10D (5).

RESPONSIBILITY OF THE ACCOUNTANT :

Keeping in view the “CODE OF ETHICS”, the accountant has the following responsibilities.

(1). The main responsibility of the accountant in this regard is to express his opinion as to whether the assessee has maintained the proper information and documents, as prescribed, in respect of the international transactions entered into by him. As regards statement of particulars to be annexed to the report, he is required to give his opinion as to whether the particulars are true and correct.

(2). The report by the accountant given under Section 92E sets forth such particulars as have been prescribed in Form 3CEB. While carrying out his reporting responsibility the accountant has to maintain working papers including his notes on the following, amongst other matters:

(a) Work done while conducting the examination and by whom;

(b) Explanations and information given to him during the course of the examination and by whom;

(c) Decision of the various points taken;

(d) The judicial pronouncements relied upon by him while making the report

(e) Certificates issued by the client/ management letters; and

(f) Annexure to Form No. 3CEB duly filled in and authenticated by the client.

(3). The accountant has to verify and ensure that no items have been omitted in the information furnished and a reasonable test check would reveal whether or not the information furnished is correct.

(4). The accountant may be relied upon the audit carried on by an internal auditor or by an out side professional firm appointed as internal auditor, by using his own judgment. While relying on the audit carried on by the internal auditor the accountant in his own interest may obtain and scrutinize the programme of work and procedures adopted and the relevant working papers and documents obtained by the internal auditor in evidence of the work carried out by him.

(5). The accountant must ensure that he receives a standard Management Representation Letter in respect of all oral representations explicitly or implicitly given to him.

Keeping in view of the above background on transfer pricing and the accountant’s responsibility the following definitions are to be kept in mind before carrying on detailed audit procedures.

(1) What is an Associated Enterprise:

(1). According to section 92A an enterprise which participates directly or indirectly or through on or more intermediaries, in the management or control or capital of the other enterprise shall be regarded as an associated enterprise.

Situation 1:- Direct participation:

A → PARTICIPATES IN MANAGEMENT → B

              Situation 2:- participation through intermediary:

A→INTERMEDIARY → PARTICIPATES IN MANAGEMENT → B
In both situations detailed above, B will be an associated enterprise.

(2). Similarly, an enterprise in respect of which one or more persons who participate in its management or control or capital, directly or indirectly, or through one or more intermediaries are the same persons who participate in a similar manner in the management or control or capital of the other enterprise shall be regarded as an associated enterprise.


A   →                         →     C

↓        


→
→ D
In the above situation, C and D are associated enterprises by virtue of A participating in the management, capital or control of both C and D.
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 →C

  ↓
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→
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In the above example, A and B, conjointly and simultaneously, participate in the management, capital and control of c and D. Consequently, C and D are to be construed as associated enterprises.

(3). One enterprise holds directly or indirectly, shares carrying not less than 26% of the voting power in the other enterprise.

(4). Any person or enterprise holds directly or indirectly, shares carrying not 

less than 26% of the voting power in each such enterprise.

(5). A loan advanced by one enterprise to the other enterprise constitutes not less 

than 51% of the book value of the total assets of the other enterprise.

(6).One enterprise guarantees not less than 10% of the total borrowings of the 

other enterprise. 

(7).More than half of the board of directors or members of the governing board,

 or one or more executive directors or executive members of the governing board 

 of one enterprise, are appointed by the other enterprise.

(8).More than half of the directors or members of the governing board, or one or

 more executive directors or executive members of the governing board of each

of the two enterprises are appointed by the same person or persons.

(9).The manufacturing or processing of goods or articles or business carried out 

by one enterprise is wholly dependent on the use of know-how, patents, copy 

rights, trademarks , licenses, franchises or any other business or commercial 

rights of similar nature , or any data, documentation, drawing or specification 

relating to any patent, invention, model ,design, secret formula or process of 

which the other enterprise is the owner or in respect of which the other enterprise 

has exclusive rights.

(10).90%or more of the raw materials and consumables required for the

manufacture or processing of goods or articles carried out by onbe 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.

(11).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 there to are influenced by such other 

enterprise.

(12).Where one enterprise is controlled by an individual, the other enterprise is 

also controlled by such individual or his relative or jointly by such individual and 

relative of such individual.

(13).Where one enterprise is controlled by a HUF, the other enterprise is 

controlled by a member of HUF, or by a relative of a member of such HUF, or 

jointly by such member and his relative.

(14).Where one enterprise is a firm, AOP, BOI, the other enterprise holds not 

less than 10% interest in such firm, AOP, BOI.

(15).There exists between the two enterprises, any relationship of mutual 

interest, as may be prescribed.

(2) What is an international transaction?

According to Section 92B for the purposes of Section 92, 92C, 92D and 92E, ‘international transaction’ means a transaction between two or more associated enterprises, either or both of whom are non-residents, in the nature of purchase , sale  or lease of tangible or intangible property , or provision of services, or lending or borrowing money or any other transaction having a bearing on the profits, income , losses or assets of such enterprises and shall include a mutual agreement or arrangement between two or more associated enterprises for the allocation or apportionment of, or any contribution to , any cost or expense incurred or to be incurred in connection with a benefit, service , facility provided or to be provided to any one or more such enterprise’.

(3) Meaning and determination of Arm’s length price:

In commercial parlance, an arm’s length price is the price at which independent enterprises deal with each other, where the conditions of their commercial and financial relations ordinarily are determined by the market forces.

Section 92F(ii) of the Act , defines Arm’s length price as a price which is applied or proposed to be applied in a transaction between persons other than associated enterprises , in uncontrolled conditions.

· Steps involved in the determination of Arm’s length price:

(i) Identification of the international transaction.

(ii) Identification of an uncontrolled transaction

(iii) Identification and comparison of specific characteristics embodied in international transactions and uncontrolled transactions.

(iv) Finding out whether uncontrolled transactions and international transactions can be compared by reconciling/ resolving differences, if any.

(v) Ascertaining the most appropriate method by applying the tests laid down.

(vi) Determination of the Arm’s length price by applying the method chosen.

Section 92C(1) stipulates that the Arm’s length price is to be determined by adopting any one of the following methods, being the most appropriate method:

· Comparable Uncontrolled Price method (CUP method)
· Resale Price Method (RPM)
· Cost Plus method (CPM)
· Profit Split Method (PSM)
· Transactional Net Margin method (TNMM)
· Any other method prescribed by the Board.
Rule 10C(2) lists the specific factors that should be taken into consideration in the process of selecting the most appropriate method:

· Nature and class of international transactions;

· Class or classes of associated enterprises and the functions performed by them taking into account the assets employed or to be employed and risks assumed by such enterprise;

· Availability, coverage and reliability of data;

· The degree of comparability and

· The extent to which reliable and accurate adjustments can be made to account for the difference between the transactions.

Uncontrolled transaction:

Rule 10A(a) defines an Uncontrolled transaction to mean “a transaction between enterprises other than associated enterprise, whether resident or non resident”.

An Uncontrolled transaction can therefore  be between:

· A resident and a non resident; or

· A resident and a resident; or

· A non-resident and a non-resident.

When comparing international transactions and uncontrolled transactions the following criteria should be applied based on exercise of judgment:

· Distinctive nature of the property transferred or services provided;

· Functions performed taking into account the assets employed or to be employed;

· Risks assumed by the respective parties;

· Contractual terms of the transaction;

· Market conditions.

Meaning of the methods to be applied and the instances of the method to be used:

(1) CUP method:  

The typical transactions in respect of which the CUP may be adopted are:

(a) Transfer of goods;

(b) Provision of services;

(c) Intangibles;

(d) Loans, provision of finance.

   The steps involved in the application of this method:

(i) identify the price charged or paid for the property transferred or services provided in comparable uncontrolled transaction or a number of such transactions;

(ii) adjust such price to account for the differences if any, between the international transaction and the comparable uncontrolled transaction or between enterprises into such transaction which could materially affect the price in the open market;

(iii) the adjusted price is taken to be arm’s length price;

(iv) the arm’s length price is compared with price charged in the international transaction;

(v) if the price charged in the international transaction is lower than the arm’s length price or the price paid in the international transaction is higher than the arm’s length price then an adjustment is to be made to the price charged or paid in the international transaction by the amount of such variance.

           (2) RPM method: Typical transactions where the RPM may be adopted

           are distribution of finished products or other goods involving no or little

           value addition.

Steps involved in the application of this method are:

(i) Identify the international transaction of purchase of property or services;

(ii) Identify the price at which such property or services are resold or provided to an unrelated party (external comparables can also be used);

(iii) Deduct the normal gross profit margin derived by the enterprise from the resale price of such property or services. The normal gross profit margin is that margin which the enterprise would earn from the purchase of the similar product from an unrelated party and the resale of the same to another unrelated party.

(iv) Deduct also expenses incurred in connection with the purchase of goods from the price so arrived;

(v) Adjust the prices so arrived for the differences between the uncontrolled transaction and the international transaction. These differences could be functional and other differences including differences in accounting practices. Further these differences should be such as would materially affect the amount of gross profit margin in the open market;

(vi) The adjusted price arrived at is the arm’s length price for the property purchased or service obtained;

(vii) Substitute the arm’s length price for the price charged in the international transaction and make adjustments to the income returned accordingly.

             (3) CPM method:

 Typical transactions where the CPM method may be adopted are:

· Provision of services

· Joint facility arrangements

· Transfer of semi finished goods

· Long term buying and selling arrangements

The steps involved in the application of this method:

1) Determine the direct and indirect cost of production in respect of the property transferred or service provided to an associated enterprise.

2) Identify a comparable uncontrolled transaction or a similar property or service.

3) Determine gross profit mark-up in the comparable un controlled transaction.

4) Adjust the gross profit mark-up to account for functional and other differences between the international transaction and the comparable uncontrolled transaction.

5) The direct and indirect cost of production in the international transaction is to be increased by such adjusted gross profit mark-up.

6) The resultant figure is the arm’s length price;

7) The actual price charged in the international transaction is to be compared with the arm’s length price and adjustment made to the income accordingly.

(4) PSM method:

Profit Split method, which may be applicable mainly in international transactions involving transfer of unique intangibles or in multiple international transactions which are so interrelated that they cannot be evaluated separately for the purpose of determining the arm’s length price of any one transaction, by which –

1. the combined net profit of the associated enterprises arising from the international transaction in which they are engaged, is determined;

2. the relative contribution made by each of the associated enterprises to the earning of such combined  net profit, is then evaluated on the basis of the functions performed, assets employed or to be employed and risks assumed by each enterprise and on the basis of reliable external market data which indicates how such contribution would be evaluated by unrelated enterprises performing comparable functions in similar circumstances;

3. The combined net profit is then split amongst the enterprises in proportion to their relative contributions, as evaluated under clause (2) above.

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

5.Transactional Net Margin method (TNMM)
Transactional net margin method, by which, -

1. the net profit margin realized by the enterprise from an international transaction entered into with an associated enterprise is computed in relation to costs incurred or sales effected or assets employed or to be employed or to be employed by the enterprise or having regard to any other relevant base;

2.  the net profit margin realized by the enterprise or by an unrelated enterprise from a comparable uncontrolled transaction or a number of such transactions is computed having regard to the same base;

3. the net profit margin referred to in clause (2) above  arising in comparable uncontrolled transactions is adjusted to take into account the differences, if any, between the international transaction and the comparable uncontrolled transactions, or between the enterprises entering into such transactions, which could materially affect the amount of net profit margin in the open market;

4. the net profit margin realized by the enterprise and referred to in sub-clause (1) above is established to be the same as the net profit margin referred to in sub-clause(3) above.

5. the net profit margin thus established is then taken into account to arrive at an arm’s length price in relation to the international transaction.                                                                                                                                                                                                                          
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