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Rulings in the past year indicate that, despite a late start, India’s transfer pricing rules
are developing in line with those of other more experienced jurisdictions.

India adopted a transfer pricing regime quite late, with the regulations applying only
from April 1, 2001. ! Hence, it would be fair to assume that India s transfer pricing
regime would take some time to mature. In the past year, however, several tribunal
rulings negate this assumption. As the discussion below shows, the rules developing
in India are in line with other jurisdictions that have a longer transfer pricing history.

Being new to transfer pricing regulations, all players taxpayers, tax advisors, and
tax authorities have been grappling with the determination of transfer prices.
Taxpayers and tax advisors look to the tax authorities for clear guidance but, for
various reasons, this direction has not emerged from the tax audit process or the
regulations themselves. Consequently, there have been divergent approaches to the
issues. The success of an approach depends on whether it is accepted in an audit.
This is not always a good situation. Obtaining nality with respect to an adjustment
can be a long process. A taxpayer that is aggrieved with an audit may approach

the Commissioner of Income Tax (Appeals) (CIT (A)), who is a part of the Revenue
Department. An order of the CIT (A) can be appealed to the Income Tax Appellate
Tribunal ( Tribunal ), which is independent of the Revenue Department and is the
last fact- nding body. There are several benches of the Tribunal. Both taxpayers
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and tax authorities can appeal the Tribunal s order to
the High Courts and thereafter in the Supreme Court
of India. Although the Tribunal s order is not nal, it
carries a lot of weight. Until a higher court reverses the
order, it is binding on the CIT (A) in his jurisdiction and
is persuasive in other jurisdictions.

This article analyzes some of the key contentious issues
that the Tribunal has addressed in various recent
rulings. Most of the rules that emerge are very close to
the international norms.

CONTEMPORANEOUS DATA VIS-A-VIS
CURRENT-YEAR DATA
One of the issues that has been drawing attention
concerns data that should be used for comparable
companies; a related issue is how to de ne
contemporaneous data. A common practice
adopted by taxpayers, particularly when applying the
transaction net margin method (TNMM), has been the
use of multiple-year data for comparable companies
during the benchmarking process. This practice is
driven by the paucity of available current-year nancial
details in databases at the time that documents are
prepared. Absent current-year data, taxpayers often
use a company s previous two years nancial results
to compare the appropriate pro t-level indicator (PLI)
with the tested party.

In India, according to statutory law, transfer pricing
audits occur nearly two years after the documents

are prepared by taxpayers. During the interregnum
between preparation of the documentation and a
transfer pricing audit, the databases are updated
regularly/periodically. Consequently, by the time of
the audit, the relevant data for the nancial year of the
comparable companies are available, which were not
available when the taxpayers prepared the documents.
The tax authorities insist on adopting the nancials

of the relevant year using hindsight. They rely on Rule
10B(4) of the Income Tax Rules:

[T]he data to be used in analyzing the comparability
of the uncontrolled transaction....[s]hall be the data
relating to the nancial year in which the international
transaction has been entered into.... [T]he data relating
to a period of not more than two years prior to such
nancial year may also be considered if such data
reveals facts which could have been anin uence on
the determination of transfer price.

In other words, the tax authorities have insisted that
the law requires one year of data and that the nancial
year should be used both for the tested party as well
as the comparables. Though not articulated, the
authorities stand is that the law does not mention the
point in time when the data should be available. On
the other hand, taxpayers rely on Rule 10D(4) of the
Income Tax Rules, which requires that the information
and documents should be, as much as possible,

contemporaneous and exist by the due date for
completing the document. In other words, taxpayers
argue that only nancial results that were available
when the documents were prepared should be used.

This issue came before the Tribunal in Aztech Software,
2where it was held that the taxpayer s stand was not
supported by the law. The Tribunal advocated the use
of multiple-year data case by case and not generally,
which is in line with pronouncements in the law. In
other words, multiple-year data can be used only if it

is established that the previous year s data in uence
the nancial results of the current year and thereby the
determination of the transfer price, i.e., a business cycle
or distinct market trend affecting the price.

The lesson from this decision is that preference
should be given to using the nancial results of the
comparables for the current year. However, if the

nancial results of an earlier year have in uenced
those of the current year, the nancial results of the
earlier year can be used. This is easier said than done.
As the full details of the business of a comparable
may not be available, it may be almost impossible to
demonstrate the in uence of one year over the other,
as envisaged by the relevant provisions.

Another question that arises is whether it would be
appropriate to use the nancial results of an earlier
year if the results of the current year are not available.
There are two views, as contemporaneous is not

de ned in the Act. The Central Board of Direct Taxes

( Board ) should provide guidance.

SELECTION OF COMPARABLES

A common thread that runs through the Tribunal s
recent decisions is the emphasis on the proper
analysis of the functions, risks, and assets ( FAR
analysis) of the tested party, as well as of the
comparables. They have also underlined the
importance of product characteristics on pro t margins
and on the prices of international transactions. These
observations cannot be denied. However, given the
limited information available in Indian databases, it
becomes burdensome at times to carry out a proper
FAR analysis of comparables.

The Tribunal accepted the importance of the FAR
analysis in Aztech:

The fundamental requirement, in any of the methods
selected, is the selection of comparables, for
benchmarking international transactions. This
selection of a comparable should be based on
functional, asset, and risk analysis of both the parties
and transactions. Whatever methodology is chosen for
the purpose of the determination of the arm s length
price under [Income Tax Act] section 92C, these criteria,
as speci ed in the Act and the Rules have to form a
basis of judging the comparability.
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Thus, there should be a proper analysis of such
transactions with respect to the functions performed,
the assets employed and the risk assumed by the
respective parties with reference to the transaction

in question. This can be termed as functional,

asset, risk analysis, i.e., FAR analysis. All the three
ingredients of FAR have a direct bearing on the pricing
of products/services. The provision also provides
scope for carrying out adjustments in cases where
there are some differences or variations to make two
transactions commercially comparable, for the purpose
of benchmarking. The adjustments are suggested to
achieve the object of testing and trying to see if

both the parties or/and the transactions are similar

or nearly similar.

The problem of carrying out a proper FAR analysis

is aggravated for information technology (IT) and
information technology enabled software (ITES)
companies, as margins may vary widely on the level

of technology involved and the characteristics of the
product. Hence, in transfer pricing audits of IT and ITES
companies, transfer pricing professionals often face the
uphill task of defending low margin comparables.

Exhibit 1 demonstrates a comparison of the
comparables selected by the taxpayer vis-a-vis those
selected by the transfer pricing of cer (TPO) in Mentor
Graphics (Noida) Pvt. Ltd. 2 The PLI of most of the
comparables that the taxpayer selected varied over a
narrower span and were in a lower pro t margin range
than the set that the TPO selected. The issue before the
Tribunal was which set to accept.

The Tribunal refused to accept the results arrived at by
the TPO. It observed that:

(1) As transfer pricing is not an exact science,
some approximation cannot be ruled out.
However, it must be shown that the analysis was
judicious and was done after taking into account
all of the relevant facts and circumstances.

(2) Prima facie, it should be shown that the
controlled international transaction was
properly examined and that a comparable

arm s-length price was xed objectively,
honestly, and in abona de manner, as required
by the regulations.

(3) As Aztech Software mentions, rarely is

one able to locate an identical uncontrolled
transaction. The arm s-length price is
determined by looking at a comparable
transaction in comparable circumstances and
making suitable adjustments for the differences.
(4) All of the characteristics of the controlled
transaction that are likely to affect its open
market value must be taken into account.

The study should include an analysis of the
functions, risk, and assets of the controlled

transaction to determine the correct location

of similar or nearly similar characteristics

in uncontrolled transactions. Speci ¢
characteristics are necessary to search for
similar comparables with similar characteristics.
(5) Comparison based on functional analysis
includes economically signi cant activities and
responsibilities undertaken or to be undertaken
by the independent and associated enterprises
(AEs). The structure and organization of

the group and more particularly the legal
relationship between different entities of

the same group should be examined. The
functions that need to be identi ed, according
to the OECD transfer pricing guidelines,
include design, manufacturing, assembling,
research and development (R&D), servicing,
purchasing, distribution, marketing, advertising,
transportation, and nancial and management
activities. It is also necessary to examine the
principal function of the entities. The analysis
should consider total assets used and assets
used to earn pro t. The risk assumed by
respective parties is very important. It is a simple
economics principle that the greater the risk,
the greater the expected return (compensation).
If there are material and signi cant differences
in the risk involved, the comparables identi ed
are not appropriate, for differences in these
instances are not permissible. Therefore, while
searching for potential comparable companies,
not only turnover and operating pro t, but
functions performed and risk, should be
considered. However, it can always be shown,
based on the facts, that the comparables are
similar or almost similar to the controlled
transaction and that no adjustments are
needed. It is useful to examine the level of
intangible assets in a comparable in relation to
an appropriate base.

(6) Relevant adjustments should be carried out
to eliminate differences in respect of working
capital, R&D, risks, and growth.

The rulings further advocated the judicious use of
diagnostic ratios (e.g., inventory/sales, operating assets
to total assets, xed assets to total sales, operating
expenses to sale, cost of sales) and adjustments
(e.g., working capital, market risk, capacity utilization,
foreign exchange risk) to select a representative set
of comparables with similar FAR. However, the use
of diagnostic ratios and adjustments is case speci ¢
and should be substantiated by documenting the
value drivers of the concerned industry. For example,
if an industry is raw material intensive, the use of
araw material Iter may be justi ed, provided the
documentation highlights the importance of

the raw material.
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Caution should be exercised when applying for
adjustments, as the Revenue is reluctant to accept
most adjustments at the lower levels. Further, the
simultaneous application of certain diagnostic ratios
and adjustments may undermine the reliability of

the search process. However, while Rule 10B(2) of

the Income Tax Rules provides brief guidelines for

the selection of comparables, it does not specify any
formula by which the outliers can be identi ed, and it
is often challenging to get the tax authorities to accept
them. In practice, it frequently seems that the Revenue
does not accept loss-making comparables, but accepts
pro t-making comparables.

The selection of comparables was also before the
Tribunal in E-Gain Communication. 4 The taxpayer
raised three points challenging the set of comparables
selected by the TPO:

(1) The TPO had selected comparables with
turnover varying between INR 82.9 million
and INR 3.64 billion, while the turnover of the
taxpayer was INR 102.5 million.

(2) Some of the comparables had shown very
high pro t margins and were not comparable,
maybe because those companies had different
sources of income.

(3) The TPO had erroneously selected
companies with pro t margins exceeding 30%.

Before reaching its conclusion, the Tribunal made the
following observations:

(1) Both the OECD transfer pricing guidelines
and the U.S. Regulations insist on adjustments.
(2) Similarities and dissimilarities of the
transactions under comparison are to be
scrutinized for differences of situation,
circumstances, and environment. Any difference
that materially affects the market value is to

be given serious consideration. The degree of
comparability between the tested party and the
uncontrolled taxpayer must be analyzed, with
parameters like the nature or line of business,
product or service market, asset composition
used, size and scope of operation, and stage of
business or product cycle.

(3) The taxpayer s assertion that only entities
having turnover between INR 80 to INR 180
million could be selected for comparison was
incorrect. However, there was no justi cation for
considering oversized companies.

(4) Size is not the only issue. It is also important
to consider the functions performed,

assets used, and risks assumed while

selecting comparables.

(5) Before selecting comparables with
exceptional margins, the tax authorities should
adopt additional precautions. If a comparable

has other business activities, it would not make
a good comparable.

The Tribunal rejected the tax authorities results and
accepted those of the taxpayer.

ARMS-LENGTH RANGE

Section 92C of the Income Tax Act allows the
conclusion that an international transaction will be at
arms length if the price is within a +/-5% variation from
the arithmetic mean. The scope of this provision was
expanded substantially in Mentor Graphic. According to
the Tribunal (see Exhibit 2), the taxpayer can satisfy any
one point on the arm s-length range to substantiate
the pricing policy of its international transactions:

While holding so, we have not adopted the mean

pro t of several comparables found by respective
parties because in spite of our repeated requests, the
parties before us were unable to show us any rule or
decision under which the average or mean margin
(OP/TC) of different companies is to be taken. The

tax administration and parties can work different

arm s length prices, i.e., a range by the application

of different methods. In such a situation, the mean of
arm’s length prices, as provided in a proviso to Section
92C (2) of the Act, can be taken. But above arm s length
range is not the same thing as the average operating
pro ts of different entities with different FARs worked
through the same method, as done in this case by
adopting the TNMM. The assessee has satis ed not
one but several points on the arm s length range. In
our considered view, it is not necessary for the taxpayer
to satisfy all points in the range. Even if one point is
satis ed, the assessee can be taken to have established
its case and in that situation, the onus is shifted to the
department to show why the taxpayer s case should
not be accepted. [Emphasis added.]

Further, the Tribunal explained that a willing buyer

in an open market will pay the minimum price
(represented by the lowest point on the range) and not
the maximum price for goods and services. Therefore, a
rational buyer would not opt for the center of the range
when determining its pricing policy. Thus, the Tribunal
expanded the scope of the range under the Indian
transfer pricing regulations.

The Tribunal simply accepted the results of the
taxpayer by adopting a very wide concept. It did not
introduce the idea of an interquartile range, as this was
beyond its jurisdiction. Further development of this
issue is needed.

Another issue relating to the arm s-length range
concerns the point to be taken for adjustments when
the price shown by a taxpayer falls beyond the range.
Should the adjustment be from the mean or from the
extreme of the range? This was an issue before the
Tribunal in Development Consultants Pvt. Ltd. (DCPL).
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5The Tribunal allowed the adjustment, if any, to be
made from the extreme end of the range and not from
arithmetic mean. The following illustrates the point.

Example. A company has been charging its AE using
cost-plus methodology. Cost = 150. Mark-up = 25, and
sales = 175. The arithmetical mean of the sale price
based on the comparable companies is 185. Applying
the +/- 5% range, the arm s-length sales would be
175.75 - 194.25. The sale of 175 is outside the range.
Following the Tribunal s decision in DCPL,

the adjustment would be 0.75 (175.75 - 175)

and not 10 (185 - 175).

SELECTION OF TESTED PARTY
Section 92 of the Act provides that [a]ny income
arising from an international transaction shall be
computed having regard to the arm s length price.
Arms-length price has been de ned as a price
which is applied or proposed to be applied in a
transaction between persons other than associated
enterprises, in uncontrolled conditions. Obviously,
there must be at least two parties in an international
transaction. 8 When determining the arm s-length
price of an international transaction, either of the
entities may be selected as a reference point. The entity
selected is known as the tested party, but that term
is not explicitly de ned under the Act. This is important
when applying the TNMM.

The OECD transfer pricing guidelines provide a
foundation for selecting the tested party as follows:

3.43 The associated enterprise to which the
transactional net margin method is applied should

be the enterprise for which reliable data on the most
closely comparable transactions can be identi ed. This
will often entail selecting the associated enterprise that
is the least complex of the enterprises involved in the
controlled transaction and that does not own valuable
intangible property or unique assets. However, the
choice may be restricted by limited data availability
regarding the transactions undertaken by enterprises
located in a foreign tax jurisdiction.

A question that has been arising in India is whether the
tested party must necessarily be the India-based AE or
whether a foreign enterprise can be selected if it meets
the OECD s conditions. This issue came before the
Tribunal in DCPL and Ranbaxy. £

Ranbaxy, an Indian company, had subsidiaries around
the world. It was involved in manufacturing and sales
of pharmaceutical products to its AEs, who resold them
in their respective markets. When applying the TNMM,
Ranbaxy had considered overseas AEs, rather than
itself, as the tested party, based on the argument
that the overseas enterprises were less complex than
Ranbaxy. The use of a set of eight companies from
diverse geographical locations for benchmarking

the mean pro tability of Ranbaxy s 17 AEs scattered
globally did not strike a chord with the Tribunal:

The tested party normally should be the party in
respect of which reliable data for comparison is easily
and readily available and the fewest adjustments in
computations are needed. It may be a local or foreign
entity, i.e., one party to the transaction. The object

of the transfer pricing exercise is to gather reliable
data, which can be considered without dif culty by
both the parties, i.e. the taxpayer and Revenue. It

is also true that generally the least of the complex
controlled taxpayer should be taken as the tested
party. But where comparable or almost comparable,
controlled and uncontrolled transactions or entities are
available, it may not be right to eliminate them from
consideration because they look to be complex. If the
taxpayer wishes to take a foreign AE as a tested party,
then it must ensure that it is such an entity for which
the relevant data for comparison is available in the
public domain or is furnished to the tax administration.
The taxpayer is not then entitled to take a stand that
such data cannot be called for or insisted upon from
the taxpayer [para. 58].

The Tribunal also observed that it could have been
appreciated if a particular entity in a particular country
was sought to be computed with some similar entity

in that very country, as geographical situations in
several ways in uence the transfer pricing. Thus, in
Ranbaxy it is established that selection of a foreign AE
as the tested party is acceptable, provided that certain
conditions are met. DCPL reached a similar conclusion.

For a less complex operation, the enterprise should
not be using high-end intangibles or carrying on
high-risk activities that may impair comparability with
uncontrolled companies. Any company in possession
of substantial marketing or trade intangibles fuelled
by extensive R&D or marketing activities runs a high
risk of loss on account of an abortive research or
marketing drive. These entities are often characterized
by uctuating pro t margins over time. Also, the
selection of a tested party that has substantial
intangibles entails benchmarking with similar entities
that have like investments in intangibles. However,
the paucity of data in respect of value and impact of
intangibles makes a suitable adjustment impossible.
Consequently, entities with high-value intangibles are
not preferred tested parties.

Based on the Tribunal s ruling in Ranbaxy, the

owchart in Exhibit 3 may act as a guide in the
decision-making process regarding the selection of a
tested party. The Indian transfer pricing regulations do
notde ne tested party ; consequently, the owchart
is based on the OECD transfer pricing guidelines and
recent Tribunal decisions.
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TRANSACTION BY TRANSACTION VIS-A-VIS
AGGREGATION APPROACH

When the tested party has various international
transactions with its AEs, a question arises whether an
arm s-length price should be based on the transaction
or in the aggregate. The Tribunals, in their rulings in
Aztech, Ranbaxy, and DCPL, have preferred to follow
a transaction-by-transaction approach rather an
aggregation approach.

This method is backed by the Indian regulations as
well by the OECD transfer pricing guidelines. However,
given the complexities of international transactions and
the paucity of data, at times, it becomes very dif cult
to follow such an approach. Apart from this, it is
possible that the transactions may be so closely related
economically that separate benchmarking can be very
dif cult. Another problem lies in the maintenance of
accounts. The accounts may be maintained in such

a manner that segregation cannot be done. In these
situations, it becomes almost impossible to apply the
separate-transaction approach for benchmarking.

For example, when a manufacturing company, apart
from the purchase of raw materials from its AE, receives
certain management or other services, it is possible

to look at the two transactions as interrelated for the
purpose of carrying on business ef ciently. The OECD
transfer pricing guidelines deal with these situations

as follows:

1.42 |deally, in order to arrive at the most precise
approximation of fair market value, the arm s length
principle should be applied on a transaction-by-
transaction basis. However, there are often situations
where separate transactions are so closely linked or
continuous that they cannot be evaluated adequately
on a separate basis. Examples may include 1. some
long-term contracts for the supply of commaodities

or services, 2. rights to use intangible property, and

3. pricing a range of closely-linked products (e.g. in a
product line) when it is impractical to determine pricing
for each individual product or transaction. Another
example would be the licensing of manufacturing
know-how and the supply of vital components to an
associated manufacturer; it may be more reasonable
to assess the arm s length terms for the two items
together rather than individually. Such transactions
should be evaluated together using the most
appropriate arm s length method or methods. A further
example would be the routing of a transaction through
another AE; it may be more appropriate to consider the
transaction of which the routing is a part in its entirety,
rather than consider the individual transactions on a
separate basis.

CONCLUSION

While the Tribunals decisions are not nal, as they

may be challenged in higher courts, they have a great
deal of persuasive value, particularly because the
Tribunals are the last fact- nding bodies and transfer
pricing is fact intensive. The discussion above shows
that most of the decisions are in line with international
norms. Several inferences can be drawn from the
decisions, the most important of which is that robust
documentation is the key to substantiate any argument
before the tax authorities. For example, selection of
comparables must be based on a proper functional
analysis that should include a full appreciation of

the functions performed, assets used, and risks
assumed, and this analysis must be documented
comprehensively. It is hoped that the controversy
regarding contemporaneous and current-year data and
other issues will be settled soon, as they give rise to
much uncertainty.

Exhibit 1. Comparison of Comparables Selected by the
Taxpayer and the Authorities

Exhibit 2. Arm s-Length Range
Exhibit 3. Selection of Tested Party
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