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Abstract 

A strategy adopted by two related companies located in different taxing jurisdictions to 

exchange products and services between themselves in order to gain the potential tax benefit 

has given birth to a new term ‘Transfer Pricing Manipulation’(TPM). The taxing authorities 

worldwide have recognized these tax manipulations, which were resulting in the loss of huge tax 

revenues. As a result complex transfer pricing tax rules are expanding worldwide.  

As per the Transfer pricing laws, these companies are required to demonstrate to taxing 

authorities that intercompany prices are established on an arm’s-length basis. (That is, 

companies need to be prepared to demonstrate that the intercompany prices are in line with 

what would have been charged had the two companies not been related) 

The present case deals with a Switzerland Telecom Company known as Ekvas Telecom Pvt. 

Ltd. (ETPL) which opens its subsidiary in India called Ekvas India Ltd. (EIL) to sell its 

telecom equipment to the customers.  

Within 2 years of its operation, ETPL lands up in a problem due to TP Audit conducted by the 

Indian Government.  

This case study can be used in two ways for class room teaching. First, the management students 

can learn the Concept, Importance and TP Calculation. Second, this case also illustrates the 

importance of External Legal Environment Research in a Host Country.  
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As the globalization of Indian business continues to accelerate, transfer pricing will remain 

foremost on the agenda of Indian income-tax authorities into the foreseeable future. According 

To Caribbean Community (Caricom) Secretariat1- “A Transfer Price is simply the price that 

two related persons negotiate between each other for the supply of goods or services” 

“Transfer prices are significant for both taxpayers and tax administrations because they 

determine in large part the income and expenses, and therefore taxable profits, of associated 

enterprises in different tax jurisdictions.”  

                                                                                                 OECD Transfer Pricing Guidelines 

 

 

ETPL, September 2011, 07:00 hours, Switzerland 

“Sir, we have received a notice from Department of International Taxation in India and it 

demands that CFO of the company should meet TPO2 on 28th September 2011 at their office in 

India”. A phone call from Mr. K Subramanian, regional manager, India made Mr. Robinson, the 

CFO, Ekvas Telecom Pvt. Ltd to cancel his business expansion trip. He immediately called up 

Ms. Quek, his personal secretary to cancel all his appointments for the day, and arrange a 

meeting with their Finance & Taxation team at 1000 hrs with all consolidated financial 

Statements.  

His company had been supplying products to their Indian center from last 3 years from their 

manufacturing base in switzerland at a transfer price. Transfer pricing3 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). Since 26 years of his progressive business tenure, he has never 

faced this type of challenge. For the first time he heard about TP regulations when a notice was 

served to him. Now ETPL is being accused of indulging in Transfer Pricing Manipulation (TPM) 

by taxing authorities in India. Generally, TPM is fixing TP on non-market basis which 

generally results in saving the total quantum of organization’s tax by shifting accounting 

profits from high tax to low tax jurisdictions (Appendix 1).  

                                                           
1www.caricom.com 
2 Transfer Pricing officer 
3 OECD guidelines 
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In order to minimize lost tax revenues, taxing authorities scrutinize transfer pricing arrangements 

closely to ensure that MNEs comply with the relevant laws of their respective jurisdictions. 

Thus, complex TP tax rules are expanding worldwide. TP laws generally require companies to 

demonstrate to taxing authorities that intercompany prices are established on an arm’s-length 

basis. That is, companies need to be prepared to demonstrate that the intercompany prices are in 

line with what would have been charged had the two companies not been related. 

The worldwide growth in TP regulations is a recent development. In 1994, only the United States 

and Australia audited transfer pricing aggressively. Since then, more than 55 countries have 

increased their focus on TP and begun to more closely monitor and penalize non complying 

transactions. These recent developments made Mr. Robinson reflect back on the starting days of 

his entrepreneurial venture, his brain child: EKVAS TELECOM PVT. LTD. (ETPL).  

December 1999, Switzerland: Initial years of Company 

In 1999, Mr. Robinson had started his company with the vision to become the largest telecom 

solution provider company. At that time, the concept of video conferencing & wireless 

networking solutions was very bizarre & unacceptable by many. He wanted to manufacture an 

instrument/device that would open new arenas for communication and would change the way of 

doing the business altogether.  

The company was started in the rented room at Switzerland. After early phase of struggle ETPL 

started showing good performance in the market. With the moving upward graphs, they started 

investing in the Asian & European markets. Soon ETPL expanded operations in London, 

Australia, Boston and Toronto and became the £150 million Multinational Company. Dealing 

with the cross border clients and operating in their market was an immense challenge for them.  

July 2008, India: Launch of ETPL’s Indian Subsidiary 

In the year 2007, ETPL applied for starting a subsidiary company in Mumbai, India. Mr. 

Robinson vividly remembered the day when Mr. K. Subramanian called him in the midnight to 

inform that their application has been approved by the government of India and they can launch 

their subsidiary in Mumbai. In October, 2008 ETPL’s Indian subsidiary unit, was officially 
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launched, offering advanced communications solutions for mobile and fixed networks as well as 

consumer products. They named it as “EKVAS India Ltd.” (EIL) (Appendix 2) 

January 2009, India: EIL’s Days of Struggle 

Since its inception in 2008, EIL is into the manufacturing of telecom equipment. But it was 

incurring losses due to the high risk situation in the developing market. The telecom revolution 

through an outside MNC was not welcomed by the market. The political conditions and new 

telecom regulations were shaping up at that time and EIL was receiving Luke warm response 

from Indian market. Situation changed for better since 2009 onwards. The EIL started showing 

some profitable operations now. One of the reasons could have been change in market conditions 

to make it more favourable for telecom MNC’S & EIL’s rigorous market capturing strategies. 

September 2011, 10:00 hours, Switzerland: the Meeting 

The finance & taxation team has arrived with all the financials & other relevant documents. The 

discussion started with the TPM Charges imposed by DIT on EIL.  The fax machine produced a 

memo of financials sent from Mr. K. Subramaniam with his research work on TP calculation.  

Ms. Quek handed over the financials (Appendix 3) & the documents to the finance manager to 

interpret and give their opinion and solutions to the current problem.  

Summary of the research work: 

The research work emphasized on OECD guidelines, which laid the foundation of Arm Length 

Principle. Arm’s Length Price4 is the price at which independent enterprises deals with each 

other, where the conditions of their commercial and financial relations ordinarily are determined 

by the market forces. There are established methods like CUP method, Cost Plus Method and 

Resale Method. (Appendix 4).These methods depend on the type of information available, 

Functions performed and Risks assumed. In case functions and risks of a company are not 

comparable with some other company, the Transaction Net Margin Method (TNMM) may be 

used for arriving at arm’s length prices. 

Accordingly, an effort is made to find the comparable companies which are into the same 

businesses. Their mean of profitability ratios (of comparables) is compared with the profitability 

                                                           
4 Article 9(1) of the OECD Model Tax Convention on Income and Capital43 



- 5 - 

ratios of the organization in question to predict the level of transfer pricing manipulation in 

that company.  

According to the OECD guidelines the level or Arm’s length price of the related party( company 

in question) should lie in the range of -5% to +5% of the calculated arms length price of our 

comparables (competitors).  

A detailed study was made into the operations of the subsidiary to find out at least 10 Indian 

companies that can be taken as comparables. Based on the discussions, he asked his marketing 

head, Mr. Arvind Ahuja, India to send him the details of the companies operating in the same 

line & if possible their financial as well. (Appendix 5).  

The analysis of functions assumes that TNMM method can be used for further computing the 

Arm’s Length Price of EIL, India.  

For this, ETPL’s finance Team can use these financials to judge their current status vis-à-vis to 

the profitability of the other comparable companies in India. 

 They would also be working on the arm’s length Price by calculating the operating ratios, so 

that a clear picture can be given to Transfer Pricing Officer in India. The calculation of operating 

ratios of all the companies would be done and compared with the EIL’s operating ratio so that 

analysis can be made accordingly. Based on the result, the fate of EIL, India rests.  

 Mr. Robinson asked his finance manager to find a way out and ensure that this never happens 

again in future with EIL, since India is very important market for ETPL. He is been given one 

week’s time for the same.  

Conclusion: 

There is the need for developing and developed economies to be aware and be alert of the 

challenges posed by transfer pricing. EIL is now facing strong legal consequences because of 

being unaware of TPM. A large proportion of world trade is accounted for cross-border trade 

taking place within multinational enterprises, wherein branches or subsidiaries of the same 

multinational enterprise exchange goods or services. Ignoring this area of regulation can make a 

company land up in serious problem which can hamper its working and can lead to even its 

closure. The transfer pricing regulations are imposed by the nations for protecting their tax base 
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while not hampering foreign direct investment and cross-border trade but sometimes, problems 

may arise if company ignores TP laws.  

In relation to above discussion: 

1. Suppose you are the finance manager of EIL. Briefly explain the procedure of computing 

Arm’s Length Price.  

2. What do you understand by the term TPM? What can be the motivations for TPM 

introduction by the MNEs? How does it affect the nations?  

3. Based on the details provided, compute Arm’s Length Price of the EKVAS India Ltd? Do 

you think EIL is indulging into TPM practices? 

 

 

 

 

APPENDIX 1: Transfer Pricing (TP): TP refers to the pricing of goods & services or 

intangibles transferred within an organization. TP involves the price at which transactions 

between units of MNC’s take place, including the inter-company transfer of goods, property, 

services, loans and leases. This transfer can be: a. between two divisions (production division 

to sales division) and/or b. From a parent company to a foreign subsidiary. 

Transfer Pricing Manipulation (TPM): It is TPM that is discouraged by Governments as 

against TP which is the act of pricing. TPM is fixing transfer price on non-market basis which 

generally results in saving the total quantum of organization’s tax by shifting accounting 

profits from high tax to low tax jurisdictions. The implication is moving of one nation’s tax 

revenue to another. A similar phenomenon exists in domestic markets where different states 

attract investment by under cutting Sales tax rates, leading to outflow from one state to 

another, something the Government is trying to curb by way of realization of VAT. 
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APPENDIX 2: Company Overview 

“EKVASH India Ltd.” – A Telecom Solutions Provider to its various customers, which 

undertakes activities ranging from planning, engineering, equipment sales to implementation, 

commissioning, field support and network management.  These dealings broadly fall in the 

below mentioned business segments of 3G India Ltd.: 

Systems Segment: 3G India undertakes manufacture of telecommunication carrier equipment 

for sale to independent customers, marketing of telecom equipment manufactured by Group 

Companies, implementation, commissioning, and support services.  

Software services: 3G India provides contract software development services to its AEs. 

Others:Under this segment, non-core activities of 3G India like cost recharges, 

reimbursement of expenses, etc. are covered. 

 APPENDIX 3: The EIL’s financials for the year 2009-2011 are: 

Revenue Statement Amount in Rs 

Sales 20,555,000,000 

Add: Excise Duty 3,555,500,000 

Less : LST/ CST 66,567,244 

Total Operating Revenue 24,043,932,756 
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Expenses Statement 
Amount in Rs. 

Installation/ Support Expenses 
2,232,150,560 

Cost of Goods Sold (Traded) 
16,356,655,552 

Material Consumed 
5,222,222,226 

Accretion/(Discretion) in Project work in progress 
-3,000,546,263 

Salary & Other Benefits 
962,345,903 

Administration, Selling & Distribution 
2,000,450,350 

Total Operating Expenses (TC) 
23,773,278,328 

 

APPENDIX 4: Methods to Calculate Arm’s Length Price 

Arm’s length price is the price at which independent enterprises deals with each other, 

where the conditions of their commercial and financial relations ordinarily are determined 

by the market forces 

Article 9(1) of the OECD Model Tax Convention on Income and Capital43 provides that 

where ‘conditions are made or imposed between two enterprises in their commercial or 

financial relations which differ from those that would be made between independent 

enterprises, then any profits which would, but for those conditions, have accrued to any one 

of the enterprises, but, by reason of those conditions, have not so accrued, may be included 

in the profits of that enterprise and taxed accordingly. 

’ There are five internationally accepted traditional transaction methods: Comparable 

Uncontrolled Price, Cost Plus Method, Resale Price Method, TNMM & Profit Split 

Method. 
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A) Comparable uncontrolled price (CUP): The best method of determining if a price 

charged for property or services is arm’s length is to compare controlled transactions to 

uncontrolled transactions. If comparable uncontrolled transactions can be identified, a CUP 

may be extracted from which to test transfer prices used by associated entities in controlled 

transactions to ensure that the transfer prices comply with the arm’s length principle. If there 

is a significant difference between transfer prices used by associated entities and the potential 

CUPs that have been identified, the CUPs may need to replace the transfer prices that were 

used by the associated entities. The CUP method is the most direct way of determining arm’s 

length prices. 

The CUP method looks directly at prices themselves. It compares the price charged for 

property or services transferred in a controlled transaction to the price in a comparable 

uncontrolled transaction in comparable circumstances. This method is typically used in case 

of those price transactions where a group is using an entrepreneurial model. The downside of 

it is that it can be difficult to obtain CUPs for all the telecom transactions carried out.  

B) Cost plus method: The cost plus method (CPM) determines an arm’s length price by 

adding an appropriate gross profit margin to an associated entity’s costs of producing 

products or services. The gross profit margin should reflect the functions performed by an 

entity and should include a return for capital used and risks accepted by the entity. The gross 

profit margin for a controlled transaction is calculated by reference to the gross profit margins 

made in comparative uncontrolled transactions. The CPM evaluates the arm’s length nature of 

a controlled transaction with reference to its gross profit mark up. 
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i.e. this method looks at mark-ups over cost charged to related parties in comparison with the 

unrelated parties. It is typically used to price relatively low risk routine activities. The arms 

length price of the original controlled transaction is arrived at after adding cost plus mark up to 

arrived costs. 

 

C) Resale price method 

The resale price method (RPM) evaluates the arms length nature of a controlled transaction with 

reference to the comparable uncontrolled transaction. this method begins with the price at which 

a product was purchased from an A.E and is resold to an independent enterprise. It is most 

appropriate in the cases involving the purchase/resale of tangible goods/services in which the 

buyers/reseller is not making any addition to the goods by physically altering them. 

 

D) Transactional net margin method 

The transactional net margin method (TNMM)assesses the arms length character of transfer 

prices in a controlled transaction by testing the profit results of one participant in the transaction. 

There are several measurements that may be used in applying the TNMM. The appropriate ratio 

depends on the circumstances of the controlled transactions that are being examined. The aim of 

the TNMM is to determine an associated entity’s net profit from its core business activities. The  

 

 

 

 

 

 

 

 

following ratios may be of use under the TNMM: 

This method looks at mark-ups over cost charged to related parties in comparison with the 

unrelated parties. It is typically used to price relatively low risk routine activities. The arms 

length price of the original controlled transaction is arrived at after adding cost plus mark up 

to arrived costs. 

C) Resale price method: The resale price method (RPM) evaluates the arms length nature of 

a controlled transaction with reference to the comparable uncontrolled transaction. this 

method begins with the price at which a product was purchased from an A.E and is resold to 

an independent enterprise. It is most appropriate in the cases involving the purchase/resale of 

tangible goods/services in which the buyers/reseller is not making any addition to the goods 

by physically altering them. 

D) Transactional net margin method: The transactional net margin method (TNMM) 

reviews the arms length character of transfer prices in a controlled transaction by testing the 

profit results of one participant in the transaction. There are many measurements that may be 

used in applying the TNMM. The apt ratio depends on the status of the controlled dealings 

that are being scanned. The aim of the TNMM is to decide an associated entity’s net profit 

from its core business activities. The following ratios may be of use under the TNMM: 

a. The ratio of net profit before tax to sales. It offer an indication of an firm’s profitability. 

The net profit is net operating profit with non-operating income and costs excluded. 

b. The ratio of net profit before interest and tax to sales (NBIT). This profit measure is called 

earnings before interest and tax. A feature of NBIT is that the funding of the firm 

(whether by debt or equity) is excluded from the comparison of operating profit from core 

business. 

c. The Berry ratio of gross profit to operating expenses provides a test of net profitability. A 

ratio of 1:1 is a break even point under this ratio. 
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d. The ratio of net profit before tax to shareholders’ funds. This ratio provides a measure of 

the return to shareholders on capital and retained earnings. 

e. The ratio of earnings before interest and tax to assets provides a return on assets. 

f. The ratio of net profit before tax to the number of employees, or the ratio of sales to the 

number of employees, may be used to test the relative efficiency of a business. 

E) Profit split method: This method evaluates whether the allocation of the combined profit 

or loss attributable to one or more controlled transactions in arms length. This method is 

applied where each party to the transaction has significant intangible assets or operations are 

integrated and cannot be separately evaluated. 

 

APPENDIX 5: Financials of the comparables for the year 2008-2009: 

Company Name Operating profit (Rs.)      

(In rs.  (In rs.  

Sales revenue (Rs.)       

Mumbai  Communications 

Ltd. 

-5081615000 23,450,000,000 

Vastu Telecom Pvt. Ltd. -8390107800 30,333,000,000 

Safedi Telecom Products Ltd. 1927875000 19,875,000,000 

Loyal Pvt. Ltd. 2922276000 34,789,000,000 

Yippie Telecom Pvt. Ltd. 1893434760 22,540,890,000 

ABN Automatics Ltd. 2528982000 62,444,000,000 

West Engineering Co. Ltd. 1710285000 30,005,000,000 

Baba Brothers Ltd. 6156249000 24,333,000,000 

TeleIndia Pvt. Ltd. 229735500 19,977,000,000 

Rama Telecom Ltd. 326315000 29,665,000,000 
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Calculation and Analysis 

Firstly, the appropriate method of calculation is chosen on the basis of available information, 

economic conditions and risks assumed of the related party (the party on which the regulation is 

imposed) and comparables (the other companies with which the functions are comparable). 

Secondly, the appropriate profit level indicator (PLI) is chosen. i.e operating profit ratio, net 

profit ratio etc, etc. Thirdly, the related data is extracted from the audited books of our 

comparable companies. Fourthly, the arithmetic mean of the PLIs is compared with the 

operating profit of our related party. 
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“Few apparently technical matters dealt with by professionals involve such 

fundamental and far reaching implications as international transfer pricing.” 

                                                                                                                      Sol Picciotto 

 

ACCORDING TO ARIEH GAVIOUS 

Transfer pricing can be defined as: In large organizations, a single central management cannot 

monitor and control all the operation parameters of its every subunit.  For this very reason, large 

organizations are separated into divisions.  Each division is an autonomous unit and all 

controlling rights lie in the hands of its manager’s i.e. he has the freedom to take all necessary 

action.  But there arise a problem i.e. in a decentralized organization- difficulty in evaluating the 

performance of the division managers. Also, the central management needs to coordinate the 

actions of each & every division to maximize the organization's total profit.  In order to evaluate 

the performance of each division, a method is needed for measuring the contribution of each 

division to the total profit of the organization.  A solution to the problem is to set prices for 

goods which are transferred from one division to another.  These prices are known as transfer 

prices.   

Transfer prices are mainly used 

1. To evaluate the division managers' performance based on the profits made by him,  

2. To help  & coordinate the divisions' decisions for achieving the organization's goals - i.e., 

ensure goal congruence  

3. To enable the divisions to take final  decisions like the pricing of the final product,  

4. To preserve each divisions' autonomy & freedom.  

 

ACCORDING TO CARIBBEAN COMMUNITY (CARICOM) SECRETARIAT5 

 

A Transfer Price is simply the price that two related persons negotiate between each other for the 

supply of goods or services.  

                                                           
5www.caricom.com 
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A general assumption that is often made because of that relationship is that the Transfer Price 

that results from the negotiations will be affected by that relationship, in other words, it would be 

different from the price derived from two unrelated parties trading at arms length.  

As global trade continues to grow substantially, so too has the interdependence between 

multinational enterprises (MNEs) and national economies. The World Trade Organization data 

of 2003 estimate that 45% of export trading in monetary terms relates to subsidiary trading. 

MNEs were estimated to be in the vicinity of 65000 entities with over 185000 subsidiaries and at 

least two thirds of MNEs are usually rooted or controlled by a head or parent company with the 

decision on how the overseas entities are structured being largely determined by global tax 

considerations. The usual corporate structure by a resident company based in any part of the 

world in setting up operations overseas is through an overseas branch or an overseas resident 

subsidiary.  

Regardless of the choice of structure of the MNE what is evident would be the direct relationship 

or association between Parent and Head Company and the overseas branch or overseas 

subsidiary. For the MNE, what is critical is not the profitability of any particular component or 

branch in isolation but the overall group or enterprise profitability. MNEs may therefore be 

indifferent as to which jurisdiction it pays tax but at the same time mindful of its overall 

profitability after worldwide taxation.  

In the absence of a Transfer Pricing legislative regime, there is the real threat of MNEs using 

transfer-pricing techniques to artificially achieve minimum taxation within such jurisdiction. 

There is no global tax system in place and different tax rates and rules between states provide a 

potential incentive for MNEs to manipulate their Transfer Prices to recognize lower profits in 

states with higher corporate tax rates and vice versa.  

Transfer pricing will probably present the most challenges in the future of Tax Administration 

since traditional methods of business and consequentially auditing are changing because of these 

trends.  

 

1.2   CONCEPTUAL SUPPORT 

1.2.1 OECD GUIDELINES 
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OECD formulated “Guidelines on transfer pricing”. They serve as generally accepted practices 

by the tax authorities. There is International consensus on application of the arm's length 

standard. The OECD Guidelines do not have force of law, but are influential in many 

jurisdictions. 

The Indian TP regulations are broadly based on OECD TP guidelines. These guidelines are 

internationally applied by various countries for resolving TP issues. Given India's nascent stage 

of TP law, it would be necessary to seek guidance from OECD guidelines on various practical 

issues. 

The OECD Transfer pricing Guidelines maintain the arm's length principle of treating related 

enterprises within a multinational group and affirm traditional transaction methods as the 

preferred way of implementing the principle. This ‘arm's length principle’ is set out in Article 9 

of the OECD Model Tax Convention. Guidelines as to how this principle should be put into 

practice were issued in 1979, and were substantially revised and up-dated in 1995. In particular, 

much new material was then added on comparability (how to tell if a transfer between 

independent firms is really similar to a transfer within a group) and transfer pricing methods, 

including profit methods. 

However, work still continues on revising the Guidelines. In April 1996 new chapters were 

published looking at intangibles and services. In August 1997 a new chapter on cost contribution 

arrangements (CCAs) was issued. In February 1998 Annexes were published containing practical 

examples and procedures for monitoring the implementation of the guidelines. In October 1999 

an Annex was published which covered the Guidelines for conducting advance pricing 

arrangements under the mutual agreement procedure ("MAP APAs"). 

At present the work undertaken by the Organization focuses on four key areas: 

1. Providing guidance on how to apply the general principles of the guidelines to complex 

situations, such as permanent establishments, financial services, global trading and thin 

capitalization. 

 

2. Monitoring the practical implementation of the Guidelines and amending and updating 

the existing guidance given in the light of this monitoring. The business community, via 
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the Business and Industry Advisory Committee of the OECD (BIAC), is associated with 

this activity. One outcome of the monitoring process is the development of further 

practical examples to illustrate the application of the arm’s length principle. The extent to 

which the existing guidance on transfer pricing can be applied to electronic commerce is 

also being examined. 

 

3. The improvement of administrative procedures. The various methods of dispute 

resolution (advance pricing arrangements (APAs), the mutual agreement procedure and 

arbitration) are currently being examined. Further guidance on undertaking advance 

pricing arrangements, especially under the mutual agreement procedure (MAP APAs) is 

expected to be published in 1999 and Encouraging countries outside the OECD to 

associate themselves with the Guidelines. This is undertaken by means of multilateral 

seminars, often with appropriate regional partners, which discuss transfer pricing issues 

and explain the guidelines to tax officials from non-member countries. 1995 - Tangible 

Transactions 

 

Many countries’ transfer pricing law incorporate the ‘standard’ transfer pricing methodologies 

set out in the OECD Guidelines (UK). Others, while not incorporating the Guidelines explicitly, 

recognize the OECD methodologies for calculating arm’s length prices (Denmark, France). 

However, tax authorities of some territories show marked preference for transaction-based rather 

than profits-based pricing methodologies (Germany, Italy) 

 

1.2.2 Indian Transfer Pricing Legislation- The Key Concepts 

The Table below summarises the Indian Transfer Pricing Legislations in India. Finance Act 2001 

substituted the old section of 92 of the ITA by sections 92,92A to 92 F. These sections are the 

backbone of Indian TPR. These sections define the meaning of related parties, international 

transactions, pricing methodologies etc. 

To appreciate the transfer pricing regulation, understanding of certain concepts is important 

which follow after the Table. 
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6 Oecd guidelines 

 

Legal Position6 

 

The Finance Act 2001 introduced with effect from Assessment Year 

2002-2003, detailed Transfer Pricing regulations vide Section 92 to 92F 

of the Income Tax Act ,1961. The Central Board of Direct Taxes 

(CBDT) has come out with Transfer Pricing Rules - Rule 10A to Rule 

10E. 

Applicability Transfer Pricing provisions are applicable  based on some criteria: 

Firstly, There must be an international transaction, Secondly, such 

international transaction must be between two or more associated 

enterprises, either or both of whom are non-resident/s. 

Pricing Method 

Allowed 

Arm's Length Price is to be determined by adopting any one of the 

following methods, :being the most appropriate method: 

CUP method, Resale Price Method, CPM, Profit Split Method, TNMM, 

or 

Any other method prescribed by the CBDT. 

Documentation/ 

Return 

13 Different types of documents are required to be maintained. These 

are- 

(1) Enterprise-wise documents- 

Description of the enterprise, 

Relationship with other associated enterprises, 

Nature of business carried out. 

(2) Transaction-specific documents_ 

Information regarding each transaction, 

Description of the functions performed, 

Assets employed and risks assumed by each party to the transaction, 

Economic & Market Analysis etc. 

(3) Computation related documents- 

Describe in details the method considered, 

Actual working assumptions, policies etc., 

Adjustment made to transfer price, 
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1.2.3 Key Concepts7 

 

• Associated Enterprises : As Per Section 92 A of the Finance Act 2001 Two enterprises 

should be associated enterprises if one enterprises directly or indirectly participates in the 

management or control or capital of other enterprises, or If one enterprises participates in the 

management or control, or capital of the other enterprises through any of its intermediaries, or If 

both the enterprises are managed by the same person either directly or indirectly in the 

management or control or capital through any of its intermediaries. Management. Direct 

Control/Control through intermediary 

• Holding 26% of voting power 

• Advance of not less than 51% of the total assets of borrowing company. 

• Guarantees not less than 10% on behalf of borrower 

• Appointment of more than 50% of the BoD 

• Dependence for  90% or more of the total raw material or other consumables 

 

                                                           
7 Oecd guidelines 

Any other relevant information, data, documents relied for determination 

of arm's Length price etc. 

A report from a Chartered Accountant in the prescribed form giving 

details of 

Transactions is required to be submitted within a specific time limit. 

Penalty Penalty for concealment of income or furnishing inaccurate particulars 

thereof- 100% to 300% of the tax sought to be evaded. 

Penalty for failure to keep and maintain information and documents in 

respect of 

International transaction- 2% of the value of each international 

transaction 

Penalty for failure to furnish report under Section 92E- Rs. 100000/- 
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International transaction : According to Section 92B of the Indian Finance Act Transaction 

between two or more AE of which either both or anyone  is a non-resident. 

It includes transactions such as purchase, sale, lease of tangible property, purchase, sale, 

lease of intangible property, Provision of services, lending and borrowing of money, includes 

any cost sharing arrangement and agreement and any transaction having bearing over profit, 

losses or asset of the associated enterprises. 

 

Arm’s Length Price : Arm’s length price is the price at which independent enterprises deals 

with each other, where the conditions of their commercial and financial relations ordinarily are 

determined by the market forces. The most important aspect of transfer pricing regulations is 

determination of arm’s length price. There are various factors which influence the determination 

of arm’s length price such as principles of comparability, effect of government policy, custom 

valuations, international set-offs etc. There are different methods prescribed under the Income 

Tax Act for determination of arm’s length price: 

Arms length Price 

• Price which two independent firms would agree on. 

• Price which is generally charged in a transaction between persons other than associated 

enterprises. 

THE “ARMS-LENGTH” PRINCIPLE 

• The “arms-length” standard has been the benchmark in determining transfer prices for 

intercompany transactions since the IRS issued regulations under a predecessor to Section 482 in 

1935 and pursuant to this standard, the appropriate transfer price of a transaction between two 

related parties is that price or range of prices that would have been bargained for and agreed 

upon but for the fact that the related parties had not been related and accordingly deemed 

“uncontrolled”, and is essentially a fair market value standard that requires parties to make 

hypothetical determinations that are fact dependent, judgmental, and subjective in nature, thus 

the room for controversy.  Global integration and new business practices challenge multinational 

corporations to find innovative transfer pricing solutions. Stricter penalties, new documentation 
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requirements, increased information exchange, improved training and specialization are some of 

the tools used by tax authorities in this global "revenue race." 

 

• The arm's-length character of a transaction between related parties is best tested by 

comparing the results of the transaction in question with the results of unrelated taxpayers 

engaged in comparable transactions under comparable circumstances. The use of comparables is 

important in all of the arm's-length transfer pricing methods described below. Comparability of 

transactions to test the arm's-length nature of a related-party transfer price is established by 

looking at the following factors specified in Reg. 1.482-1(d): 

• Functions performed 

• Risks assumed 

• Contractual terms 

• Economic conditions 

• The nature of the property or services 

Based on the above list, for two transactions to be comparable, parties should perform the same 

functions (e.g., research and development, product design, assembly, marketing, administration, 

transportation, and warehousing) with respect to the transactions. Also, risks borne by the parties 

to each transaction should be similar (e.g., market risks, research risks, financial risks, credit and 

collection risks, and general business risks). 

• With respect to the comparability of contractual terms (e.g., quantity, duration, and 

warranty), these provisions for the related and unrelated transactions should be comparable. 

Finally, for purposes of comparison, the economic conditions surrounding the two transactions 

(e.g., market alternatives, geographic market similarities, size, and composition) should be 

similar. 

Table on Slide 15 (from Paul barnes Estonia ppt) 

1.2.4 OPERATIONAL DIFFICULTIES IN TRANSFER PRICING 

However due to difference in the nature of industries, transactions, accounting systems of 

different enterprises, there are certain operational difficulties in determinations of arm’s length 

price such as: 

1. Some intra group transactions are so unique that they can not be compared. 
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2. Corporate hesitant to disclose information 

3. Non availability of proper Comparables 

4. Difficulty in justifying the factors having bearing on the prices. 

5. In case of rapidly fluctuating price, comparability is difficult 

6. Comparability in special circumstances like Startup losses, market strategy, government 

controls etc. 

The Income tax regulations also take into consideration the unique nature of individual 

transactions which might lead to finding of accurate and absolute arm’s length price difficult 

therefore provision for variability up to 5 percent of the transaction value is permissible. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


