AN OVERVIEW OF TRANSFER PRICING

INTRODUCTION

Organization of Economic Co-operation & Development (OECD) has come out with detailed and excellent guidelines on Transfer Pricing. The area of transfer pricing is new to India being a creation of the Finance Act 2001. It is Effective from the Assessment year 2002-03. Governments and MNEs have both been putting pressure from either side to get Transfer Pricing policies in their favours just like any other Tax law, Governments want to earn more tax (or save outflow of justified tax) and MNEs want the flexibility to save taxes. Transfer Pricing concept attain importance with the accent of global trade. With increasing inter linkages in global manufacturing, outsourcing and marketing, the MNCs look at possibilities of optimizing their global profits. The World Development Report points out that one-third of the world trade takes place within global production networks. MNCs are free to charge whatever price they choose to with regard to such transactions concerning the parent firm and their affiliate. The transfer prices arbitrarily set to:

· Reduce taxes.

· Reduce tariffs

· Avoid exchange controls.

· Optimize global profits by reducing taxes and tariffs to the minimum or nil levels.

The transfer price affects not only the profits of supplier or the receiving divisions of the organisation but has also an impact on the profitability of the organisation as a whole.
MEANING AND DEFINATIONS
Increasing participation of multi-national groups in economic activities in the country has given rise to new and complex issues emerging from transactions entered into between two or more enterprises belonging to the same multi-national group. An “enterprise” means a person (including a permanent establishment of such person) who is, or has been, or proposes to engage in any activity relating:

(i)   to the production, storage, supply, distribution, acquisition or control of articles or   goods;

(ii)  to know-how, patents, copyrights, trade marks, 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 associated enterprise is the owner or in respect of which the other enterprise has exclusive rights;

(iii)   to the provision of services of any kind;

(iv)   to investment or providing loans; or

(v)  
to the business of acquiring, holding, underwriting or dealing with shares, debentures or other securities of any other body corporate, regardless of whether the business is carried on by a unit or subsidiary of the enterprise and regardless of its location. (Section 92F (iii) of the IT Act)

This definition is very wide and covers almost all types of business and activities that an entity would normally engage in, including the business of provision of software development services. The transfer pricing provisions become applicable only if the enterprises are associated enterprises.
An enterprise is regarded as an associated enterprise of another enterprise, if 
(i)    it participates, directly or indirectly, or through one or more intermediaries, in the  management, control or capital of the other enterprise; or 
(ii) the persons participating, directly or indirectly, or through one or more intermediaries, in its management, control or capital also participate in the management, control or capital of the other enterprise.

Two enterprises are, inter alia, deemed to be associated enterprises if at any time during the previous year
(i)     one enterprise holds, directly or indirectly, shares carrying at least twenty six (26%)     of the voting power in the other enterprise;

(ii)  
any person or enterprise holds, directly or indirectly, shares carrying at least   twenty-six percent (26%) of the voting power in both these enterprises;

(iii)  a loan advanced by one enterprise to the other enterprise constitutes at least fifty-one percent (51%) of the book value of the total assets of the other   enterprise;

(iv)  one enterprise guarantees at least ten percent (10%) of the total borrowings of the other enterprise;

(v)   more than half of the board of directors or members of the governing board, or one or more of the executive directors or members of the governing board, of both the enterprises are appointed by the same person(s);

(vi)  the manufacture or processing of goods or articles or business carried out by one enterprise is wholly dependent upon the use of know-how, patents, copyrights, trade marks, licenses, franchises, or any other 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 has exclusive rights;

(vii) one enterprise or persons specified by it, supply and influence the prices and         other conditions relating to ninety percent (90%) or more of the raw materials and consumables required for the manufacture or processing of goods or articles carried out by the other enterprise;

With a view to provide a detailed statutory framework which can lead to computation of reasonable, fair and equitable profits and tax in India, in the case of such multinational enterprises, the Finance Act, 2001 substituted section 92 with a new section and introduced new sections 92A to 92F in the Income-tax Act, relating to computation of income from an international transaction having regard to the arm's length price. Transfer pricing is simply the act of pricing of goods and services or intangibles when the same is given for use or consumption to a related party (e.g. Subsidiary). 

A summary of these legal provisions is given below
	Section 
	What it provides

	92 
	Computation of Income from International transactions involving transfer pricing having regard to ''Arm’s length price'' 

	92A 
	Meaning of ''Associated Enterprise''

	92B
	Meaning of ''International Transaction''

	92C
	Computation of ''Arm’s Length Price''

	92CA
	Reference to Transfer Pricing Officer

	92D
	Maintenance of Documents and Information

	92E
	Requirement of Audit Report

	92F
	Important Definitions.

	271AA
	Penalty for failure to keep and maintain information and documents

	271BA
	Penalty for failure to furnish Audit Report

	271G
	Penalty for failure to furnish information or documents

	Rules
	

	10A
	Meaning of expression used in computation of ''Arm’s Length Price''

	10B
	Determination of ''Arm’s Length Price’ under section 92C

	10C
	Most Appropriate Method

	10D
	Information and Documents to be kept and maintained under section 92D

	10E
	Report from an Accountant to be furnished under section 92E


Section 92 As substituted by the Finance Act, 2001 provides that any income arising from an international transaction or where the international transaction comprise of only an outgoing, the allowance for such expenses or interest arising from the international transaction shall be determined having regard to the arm's length price. The provisions, however, would not be applicable in a case where the application of arm's length price results in decrease in the overall tax incidence in India in respect of the parties involved in the international transaction.
Section 92A provides meaning of the expression associated enterprises. The enterprises will be taken to be associated enterprises if one enterprise is controlled by the other, or both enterprises are controlled by a common third person. The concept of control adopted in the legislation extends not only to control through holding shares or voting power or the power to appoint the management of an enterprise, but also through debt, blood relationships, and control over various components of the business activity performed by the taxpayer such as control over raw materials, sales and intangibles.
Section 92B provides a broad definition of an international transaction, which is to be read with the definition of transactions given in section 92F. An international transaction is essentially a cross border transaction between associated enterprises in any sort of property, whether tangible or intangible, or in the provision of services, lending of money etc. At least one of the parties to the transaction must be a non-resident. The definition also covers a transaction between two non-residents where for example, one of them has a permanent establishment whose income is taxable in India.
Sub-section (2), of section 92B extends the scope of the definition of international transaction by providing that a transaction entered into with an unrelated person shall be deemed to be a transaction with an associated enterprise, if there exists a prior agreement in relation to the transaction between such other person and the associated enterprise, or the terms of the relevant transaction are determined by the associated enterprise.
Section 92C Arm’s length price means a price that would be obtainable had the transaction taken place between independent parties in uncontrolled conditions. The arm’s length price in relation to an international transaction is to be determined using the most appropriate method out of the specified methods as prescribed by the Board in Rule 10B, having regard to the nature or class of transaction or class of associated persons or functions performed by such persons or such other relevant factors as may be prescribed. For comparing an international transaction with an uncontrolled transaction, reference should be made to the following:

(a)  The specific characteristics of the property transferred or services provided in either       transaction;

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

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

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

The five specified methods are: 

· Comparable Uncontrolled Price Method (‘CUP’); 

· Resale Price Method (‘RPM’); 

· Cost Plus Method (‘CPM’); 

· Profit Split Method (‘PSM’); and 

· Transactional Net Margin Method (‘TNMM’) 

For computing arm’s length price, the most appropriate method shall be the method which is best suited to the facts and circumstances of each particular international transaction, and which provides the most reliable measure of an arm’s length price in relation to an international transaction. The most appropriate method shall be selected having regard to the following:

(a)  The nature and class of the international transaction;

(b) The class or classes of associated enterprise entering into the transaction and the         functions performed by them taking into account assets employed or to be employed    and risks assumed by such enterprises;

(c) The availability, coverage and reliability of data necessary for application of the method;

(d) The degree of comparability existing between the international transaction and the uncontrolled transaction and between the enterprises entering into such transactions;

(e) The extent to which reliable and accurate adjustments can be made to account for differences, if any, between the transactions being compared and the enterprises entering into such transactions;

(f)  The nature, extent and reliability of assumptions required to be made in application of a method;
It is provided that where more than one price is determined by the most appropriate method, the arm’s length price would be the average of such prices. Further, it is provided that the assessee has the option of adopting any price, which may be different than such average, if the difference between the price adopted and the average price as computed is not more than 5%.
DOCUMENTATION
Section 92D provides that every person who has undertaken an international taxation shall keep and maintain such information and documents as specified by rules made by the Board. The Board has also been empowered to specify by rules the period for which the information and documents are required to be retained. The documentation has been prescribed under Rule 10D. Such documentation includes background information on the commercial environment in which the transaction has been entered into, and information regarding the international transaction entered into. The documentation should be available with the assessee by the specified date defined in section 92F and should be retained for a period of 8 years.
REPORT
Rule 10E - Report from an accountant to be furnished under Section 92E. The report from an accountant required to be furnished under section 92E by every person who has entered into an international transaction during a previous year shall be in Form No. 3CEB along with return and be verified in the manner indicated therein.
PENALTIES

Section 271AA Penalty for failure to keep and maintain information and document in respect of international transaction. Without prejudice to the provisions of section 271, if any person fails to keep and maintain any such information and document as required by section 92D (1) or (2), the AO or Commissioner (Appeals) may direct that such person shall pay, by way of penalty, a sum equal to 2% of the value of each international transaction entered into by such person.
Section 271BA Penalty for failure to furnish report under section 92E. If any person fails to furnish a report from an accountant as required by section 92E, the AO may direct that such person shall pay, by way of penalty, a sum of one hundred thousand rupees.

Section 271G Penalty for failure to furnish information or document under section 92D. If any person who has entered into an international transaction fails to furnish any such information or document as required by section 92D(3), the AO or the Commissioner (Appeals) may direct that such person shall pay, by way of penalty, a sum equal to 2% of the value of the international transaction for each such failure.
