PRACTICAL APPROACH TO TRANSFER PRICING (TP)

INTRODUCTION

· Introduced in the Finance Act, 2001.

· Effective from the Assessment year 2002-03.

OBJECTIVE
· To avoid erosion of Tax Revenues – by shifting of profits to low tax locations / enterprise.

· To control revenue leakage.

· To set parameters for Inter-Company transactions.

APPLICABILITY

· Two or more enterprises engaged in specified activity, where one enterprise is the owner of the other or has exclusive rights.

· Associated or Deemed to be associated enterprises enter into international transactions.

ASSOCIATED ENTERPRISES

· Directly or indirectly or through one or more intermediaries if one enterprise participates in the management or control or capital of other or

· Persons who directly or indirectly or through one or more intermediaries participate in management or control or capital of both the enterprises.

· If “A” has participation in “B”, then “A” is associated enterprise of “B”

· IF “C” has participation in both “A” & “B” then “A” & “B” would be associated enterprise.

DEEMED TO BE ASSOCIATE
· Any time during previous year, if an enterprise or person, either directly or indirectly, holds shares carrying not less than 26% of the voting power in each of such enterprises.

· Any time during the previous year, if the loan advanced by one enterprise to the other is atleast 51% of the BV of the total assets of the other enterprise.

· Any time during the previous year, if one enterprise guarantees atleast 10% of the total borrowings of the other.

· Anytime during the previous year, more than 50% of Board of Directors or members of the governing board or one or more of the executive directors or members of the governing board

· of one enterprise are appointed by the other

· of each of the two enterprises are appointed by the same person or persons

· Anytime during the previous year, if the manufacture / process of goods / articles /  business of one enterprise is wholly dependent upon the other (whether the other is the owner or has exclusive rights).

· Anytime during the previous year, 90% or more of the RMs and consumables of one enterprise are supplied by other or by persons specified by other enterprise and the prices and other conditions are influenced by the other.

· Anytime during the previous year, if the manufactured / processed goods / articles / of one enterprise are sold to other or to the persons specified by the other and the prices and other conditions thereto are influenced by the other enterprise.

· Any time during the previous year, if both the enterprises are controlled by an individual or the other by his relative or jointly by both.

· Anytime during the previous year, in case of any mutual interest among enterprises.

Deemed To Be Associated – not clear
· The provision is not clear with regard to 90% or Raw Materials – whether quantity / number / value and not clear with regard to other conditions.

· The provision is not clear with regard to quantum of sale by one to another.

Anytime During Previous Year 
· Would the TP provisions apply to all the transactions during the previous year?

or

· do they apply only to the transactions entered into during the period when the entities are covered by the condition?

· ‘A’ Ltd., Indian subsidiary of a foreign company ,  during the previous year say 2001-02, purchases raw materials from ‘B’ another foreign company.  Bother are not associated to each other at the time of transaction and later on May 15, 2001, “B” acquires shares carrying 40% of the voting power in ‘A’.

· ‘B’ sells the shares in ‘A’ on May 15, 2002.  On May 30, 2002, ‘A’ purchases raw materials from ‘B’.

· In the above examples, the literal interpretation should not be considered.

· ‘A’ & ‘B’ in the above case, should be deemed to be associated enterprise only for the period May 15, 2001 to May 15, 2002.

International Transaction
· One has bearing on profits, income, losses or assets of the other or

· Transaction between two or more associated enterprises, either or both are non residents with regard to

· Sale, purchases, lease of tangible or intangible assets

· Provision of services

· Lending or borrowing

· Mutual agreement or arrangement in connection with benefit / service / facility provided or to be provided between two or more enterprises for

· allocation or apportionment of cost or expense incurred or to be incurred or

· any contribution to cost or expenses incurred

Transaction
· When there is a proper agreement for relevant transaction between such other person and the associated enterprise

· Terms of the relevant transaction are determined in substance between such other person and the associated enterprise.

Transfer Pricing

· Transfer Pricing is the fixation of the price of a product / service between two associated parties which falls within the definition of OECD guidelines.

· If Transfer Price is not fixed on an Arm’s length transation, then one country’s tax revenue would be affected.

OECD GUIDELINES

Two enterprises are associated to each other if

· an enterprise of a Contracting state participates directly or indirectly, in the management / control / capital of an enterprise of other state or

· The same persons participate directly or indirectly in the management / control / capital of an enterprise of a Contracting state and an enterprise of the other Contracting State

APPLICABILTY TO EXPENDITURE

· TP is not only concerned about the Income part of the transaction but also the expenditure, as any reduction of expenditure would be income for the Company.  For e.g. a 100% subsidiary of a foreign company paying royalty on sales to its parent company.  Does the provision apply?

· As per verdict given by Supreme Court in Anglo French Textiles Company Ltd Vs. CIT, there are several places commencing from buying of raw materials ending with production of finished products and the sale thereof will in different propositions point out where the income accrued or arose.

APPLICABILITY TO EXPENDITURE

· Therefore we can understand from the above decision that every operation of business might constitute a business connection and profit on sale might be deemed to accrue at every point or in other words profits is embedded at every stage.

Arm’s Length Price
· Arm’s Length Price is a Price which is applied or proposed to be applied in a transaction between persons other than associated enterprises in uncontrolled conditions.

· That is, a price at which independent enterprises deal with each other should be reckoned as the Arm’s Length Price.

Arm’s Length Price - Methods
· Comparable Uncontrolled Price (CUP)

· Resale Price (RP)

· Cost Plus (CP)

· Profit Split (PS)

· Transactional Net Margin (TNM)

· Such other methods as may be prescribed

Comparable Uncontrolled Price (CUP)

· Price charged or paid in an Comparable Uncontrolled Transaction is identified

· Such Price is adjusted to account to differences, if any, between the International Transaction and the Uncontrolled Transaction which could materially affect the price in open market and

· The price so adjusted is taken to be Arm’s length price in relation to the International Transaction

Comparable Uncontrolled Price (CUP)
· If the enterprise sells / buys the same product under same circumstances to / from an unrelated third party, that price can be used as a CUP

· Transaction either by the company with a third party or by two unrelated parties and there are some differences in the product traded / in the circumstances of the transaction and adjustments can be made to the price to arrive at the adjusted price which can be used as a CUP.

· Uncontrolled transaction is comparable for purposes of the CUP, if one of the two conditions are met

· none of the differences (if any) between the transactions being compared or between the enterprises undertaking transactions could materially affect the price in the open market.

· Reasonably accurate adjustments can be made to eliminate the material effects of such differences

· Facts and Circumstances that may affect the price while applying CUP method:

· Market Location

· Volume of Transactions

· Risks involved

· Warranty

· Payment terms, etc.

· Adjustments are to be made for the above to negate the effect to arrive at the CUP

Case Study

· "A", a company in US, sells software of Engg. products to Indian Subsidiary - "B" for resale @ USD 3.5 million. "A" also sells the same product to other resellers (say "C") in India with identical terms.

· If "A" sells to "C" USD 4 million, then the CUP price for sales by "A" to "B" would also be USD 4 million

· Suppose in this case, the warranty is for 6 months

· The warranty for software sold by "B" is handled by "B" and "A" is responsible for sales effected by "C"

· If "A" & "B" decide to offer extended warranty for 3 more months at a standard rate of USD 1 million per annum and sells the software to "C" at USD 4 million then the Arm Length Price for computers sold by "A" to "B" would be 

Sale price to Third Party            
- USD 
4000000

Less: Value of 3 months warranty     
- USD
250000   
 



-------------

CUP
USD 
3750000


========

Case Study

· A & Co. sells to its subsidiary at USA, Banking Software @ USD 3 Million.

· A & Co. sells to IBC @ USD 3.5 Million.

· TP to A & Co. is USD 3.5 Million.

· Impact in A & Co. Books:

· Profit up by USD 0.5 Million

· Taxes up proportionately

Resale Price

· The price at which goods, articles or things purchased from the associated enterprise are resold to unrelated enterprise is identified.

· Such resale price is reduced by reasonable expenses incurred by the enterprise or by an unrelated enterprise in a Comparable Uncontrolled Transaction

· The price so arrived is further reduced by the amount of normal profit margin in the Comparable Uncontrolled Transaction

· The price so arrived is adjusted against the differences, if any, in the transaction being compared, which could materially affect such expenses or profit margin in the open market.

· Thus price arrived to be taken in the Arm's Length Price of the enterprise from the associated enterprise.

· This method is generally used when the reseller has not added substantial value by either physically altering the property or using its intangible property before sale.

· The resale price margin of the reseller in the controlled transaction can be determined by reference to the margin that the seller earns on items purchased and sold in comparable uncontrolled transactions.

· The resale price margin earned by an independent enterprise in Comparable Uncontrolled Transactions may also serve as a guide.

Case Study

· "B", an associate enterprise, is a distributor for the products developed by its parent company "A" which is in US.

· The retail price of the product is Rs.20000

· An independent distributor in India, who is comparable to "B" gets 15% margin.

· Then the Arm Length Price would be

Retail Price in India                           
- Rs.20000

Less: Margins of comparable Distributors (15%)  
- Rs.  3000


----------------

TP using Resale Price Method      
Rs.17000


=========

Case Study

· A & Co. sells to its subsidiary at USA, Banking Software @ USD 2 Million.

· A & Co. sells to Third Party at USA @ USD 2 Million.

· Third Party incurs an expenses to the tune of 2% and entitled for a margin of 15%

· Margin & Expenses to Third Party account for USD 3,40,000

· TP to A & Co. is USD 1,660,000

· Profit down by USD 340,000

Cost Plus
· This method is used for contracts for manufacture / Service which bear little risk

· The captive activity and the related cost is to be identified

· The normal margin in a Comparable Uncontrolled Transaction is to be identified

· Then the margin is to be adjusted for material differences

· Such adjusted price could be treated as the Arm's Length Price.

· The costs incurred by the supplier of the property in a controlled transaction is identified.

· Appropriate cost plus mark up is added to the cost to arrive at appropriate profit for the functions performed (Considering the market condition, risks involved, assets used, etc.,)

· This is regarded as Arm Length Price or original controlled transaction.

Case Study

· "B" Indian Company is a wholly owned Subsidiary of "A" in US who manufactures car.

· "B" has an assembly plant and does not supply capital items / automotive knowledge / take any risk.

· Comparable Company to "B" in India, based on the analysis of financial statements, earns 25% on costs

· "B" is being charged at Rs.100000/- per car by "A"

· Applying the above margin of 25%, the Transfer Price under this method work out to Rs.125000/-.

· X Co. & Y Co. deal in TV Manufacturing and located in UK. Both Companies got Indian outfits.

· X Co. sells to Indian outfit @ Rs.100/-.  Indian outfit incurs expenses of Rs.25/- and sells @ Rs.150/-.

· Y Co. sells to Indian outfit @ 25% mark up i.e. Rs.125/-. The Indian outfit sells at Rs.150/-.

· TP to X Co. = Rs.125 - 25 % of 125 = Rs.94

Profit Split
· This method is used in cases where multiple transaction amongst Associated Enterprises which are so interrelated and they cannot be evaluated separately for the purpose of determining the Arm's Length Price of any one Transaction by which

· the combined profits of all associated enterprises from all such transactions are determined

· the relative contribution of such profits are evaluated on the basis of functions performed by unrelated enterprises performing functions.

· The combined profits are then split amongst the enterprises in proportion to their relative contribution.

· The profits thus apportioned to arrive at Arm's Length Price in relation to International Transaction.

Case Study

· "A" an intangible holding company in US provides patents to a related manufacturing company in India - "B".

· "B" sells entire production to a related marketing company "C"

· There are no significant marketing intangibles

· Methodology to be followed to determine the Arm Length Price for royalty to be paid by "B" to "A" for patents provided are

· Companies comparable to "B" are to be found

· Based on the profits of those companies, optimum profit of "B" to be determined.

· Companies Comparable to "C" are to be found

· Based on the profits of those companies, optimum profit of "C" to be determined

· Entire actual profits of the group, that is profits of A, B, C, are to be aggregated.

· From the above, the optimum profits attributable to activities of "B" & "C", Optimum profit of "B" & "C" as determined earlier has to be deducted.

· The balance profit give the value of intangibles held by "A", which would indicate the optimum level of royalty to be paid by "B"

· LP of UK gives patent right to MC in India to manufacture shirts which in turn sells to MO in India.

· Now the royalty payable by MC to LP for the patent need to be arrived at as follows:

· The optimum profitability of MC must be determined based on the companies comparable to MC.

· The optimum profitability of MO must be determined based on the companies comparable to MO.

· Now aggregate the profit of LP, MC & MO and deduct attributable profits of MC & MO and optimum profit of MC & MO.

· The balance profit give the value of intangibles of LP and that would indicate the optimum level of royalty to be paid by MC.

Transaction Net Margin

· The Net Profit Margin realized is computed in relation to Costs incurred or sales effected or assets utilized.

· The Net Profit Margin realized by an Unrelation Enterprise from a comparable Uncontrolled transaction or group of transactions is computed.

· From this the Net Profit Margin is comparable uncontrolled transaction is adjusted to take into account the differences, if any, between the transactions being compared, which could materially affect the amount of Net Profit Margin in the open market.

· The Net Profit Margin thus established is then taken into account to arrive at Arm's Length Price in relation to International market.

Selection of stipulated Method
· Arm Length Price shall be determined by the most appropriate method.

· The most appropriate method shall be ascertained having regard to the nature / class of transactions / associated persons.

· The most appropriate method shall be applied as prescribed by the Board for determination of Arm Length Price.

· If more than one price is determined by the most appropriate method, the arithmetical mean of such prices to be arrived, which is to be treated as Arm's Length Price.

Choice of TP Method
· CUP method is most direct & reliable where the comparable uncontrolled transactions can be located.

· CUP or Cost Plus method can be used for intragroup services.

· CUP or Resale Price method can be used in case of sale or licence of intangible property.

· Profit split method can be used where the transactions involve high valuable intangible assets although it is slightly difficult to practice.

An Insight

· Practical side of the Transfer Pricing issue related to primarily the documentation required and the methodologies used.

· The most critical transaction that is most susceptible to Transfer Pricing dispute globally is relating to the Inter-Company Services of the MNCs.

· Transfer pricing is a very important issue relating to Taxation for all the Companies, which have multinational presence.

· In the near future, probably, this could be one of the important taxation issue that would attract the board level attention.

· Transfer Pricing though primarily related to taxation it has level of relevance to strategic decision making as it is also considered as a tool to maximize operating performance.

USEFULNESS

· Tool for strengthening Operational Performance.

· Documentation to face challenges from Tax Authorities.

· Optimizing Tax Arrangements.

· Performance Incentives for the best performers.

· Help business expansion decisions like mergers / acquisitions, supply chain reorganisation.

Tool for Strengthening Operational Performance

· TP is to be first considered as a tool to maximizing the Operating Performance in a Multinational Company environment.

· TP set should be simple to administer and should not interfere with the day-to-day operation.

· TP should be simple, transparent and not controversial and try to prioritize the financial efficiencies of the units involved.

· Thus, TP should help in strategic decision making of the Multinational Companies.

Documentation To Face Challenges From Tax Authorities

· Other primary objective is to prepare the documentation relating to Transfer Pricing adopted to substantiate the position to the tax authorities who often land in investigating the Transfer Price practices of the MNCs.

Optimizing Tax Arrangements

· Tax arrangements are to be streamlined so as to reduce the impact of tax nets of different countries in which the MNCs are having their outfits.

· Wrong Transfer Pricing Policies may lead to the threat of Double Taxation.

· Proper Transfer Pricing Policy helps to optimize the tax arrangements.

Performance incentives for Best Performers

· Identification of the Best Performer and rewarding them by giving incentives is more equitable by adopting the right TP.

· As TP lead to Financial efficiencies and the best performer identification is more logical and reasonable for passing on the due merits and incentives.

Business Reorganization Expansion/Mergers/Acquisitions/Supply Chain

· This is the recent trend of the day for MNCs

· The Top Management should consider the impact of TP in taking these vital decisions which can substantially result in savings tax impact and result in optimizing the operating performance and financial efficiencies.

An Example







An example


Contd…





· Scenario : 1

· As reflected above the profit if the transaction of Rs.105 is split between the Parent Company and Subsidiary as follows:



>>5 : 100

· Scenario : 2

· Alternately the Parent Company could invoice the product at Rs.150 to the Subsidiary thereby changing the position of profits as follows:

· Profit of the Parent company, ABC Ltd - = 150-95 = Rs.55

· Profit of the Subsidiary Company, XYZ Ltd - = 200-150 = Rs.50

· Profit of the Transaction relating to Item A - = 200-95 = Rs.105

An example

· Now, the profit sharing ratio between the Parent and Subsidiary Company is as follows:

55 : 50

Records
· Persons who enter into an international transaction has to keep and maintain the prescribed information and document in respect of the transaction, even if he does not have income chargeable to tax in India.

· The nature of document and information should be as described by the Central Board of Direct Taxes.

Accountant's Report

· Persons who enter into an international transaction during the previous year shall obtain report from an 'Accountant'  

· The report should be submitted on or before October 31st of the relevant assessment year in case of company and on or before 31st July in case of other assessee.

Accountant's Report

· The report should be in the format as prescribed by the Central Board of Direct Taxes.

Penalties

· Concealment of Income or furnishing inaccurate particulars of income
· Min : Tax amount sought to be evaded

Max : 3 times the tax amount sought to be evaded




· Failure to keep and maintain information and document
· 2% of the value of the international  transaction




· Failure to furnish report
· Rs. 1 lac




· Failure to furnish information and document
· 2% of the value of the international transaction

Conclusion

· Long way to go in understanding and adopting this approach

· Some MNCs still feel the threat of least safety

· Integrated Global Documentation Solutions are not yet there :

· MNC parents prefer to keep a co-ordinated integrated documentation approach to examine and to avoid paying tax more than required

Conclusion

· Despite the recognition by the tax departments for the benefits of integrated global documentation, most of them are yet to perform

· Documentation is being required by tax authorities in more than 7 out of 10 examinations

· Most of the MNCs prepared documentation on a country-by-country basis with limited co-ordination, resulting in increased worldwide tax burden

· Though higher degree of sophistication is available, confusion remain as to which method to use

· CUP method requires high degree of comparability, which rarely exists in practice.

· Companies which have historically used transaction based method such as CUP are often forced to re-evaluate when they are subject to scrutiny.

· Though higher degree of sophistication is available, confusion remain as to which method to use (Contd..)

· Most of the MNCs depend on historical price for the intra-group pricing

· The accepted testing methodology may leave them vulnerable to challenge and scrutiny.

· Substantial increase of Economic Double taxation due to increased audit activity

· companies placed in most of the countries (Netherlands, Canada, Germany, etc.,) have been audited more at home

· most of the Companies face almost 2/3 chance of having a TP audit

· as per the Review Statistics in more than 42% cases double taxation has resulted due to giving an adjustment

· management and Administrative Services are most targeted and susceptible to worldwide challenge

· Insufficient profile in Boardrooms and "Too Little Too Late" involvement leads to increased risk and missed opportunities

· Too little Too late approach increases fiscal risk and fails to maximize cost-saving opportunities.

· Many MNCs recognize that TP is not just a tax issue

· In many cases, tax effects of TP are considered after the strategic decision and not at the planning level.

· Lack of interaction between tax and transfer pricing professionals

· Few parents give a major focus on optimizing the tax arrangements

· TP in many cases considered as a Compliance Issue.

· Though TP's high profile among tax authorities, it has not sufficiently elevated to the Boardroom level/strategic decision

· In case of deemed associated enterprise, difficult in obtaining confidential information.

· Capital transactions should not be included under the purview of Transfer Price Regulations.

· Business Reorganizations should not be included under the Purview of TP.

Profit of ABC            Ltd is Rs.5





Parent Company


ABC LTD








Cost of Item


Rs.95





Sale of Item


A to X at Rs.100





Subsidiary Co.


XYZ LTD








Sale of Item


A Rs.200








Profit of XYZ 


Ltd is Rs.100








Third Party


WXY LTD
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