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chairman, Sir, ladies and gentlemen

I am grateful to the Bombay Chartered Accountants’ Society for giving me this opportunity to interact with this august gathering. During the evening today and the whole day tomorrow various facets of transfer pricing would be discussed. It is rightly said that transfer pricing has travelled a long way from being in the backyard of International Taxation to its forefront. Not only this, during the recent decades it has come to be taken up seriously by the organisations as an issue of general management and not only of taxation.

Complexities in taxation laws are directly proportional to the complexities in business. The advancements made in the fields of technology, particularly transportation and communication have changed the manner in which business is conducted. At the same time these have provided new tools for devising complex business structures. This has a flip side also, to protect leakage of revenue, the policy makers have to frame new set of rules. Consequently, with the passage of time a simple law ultimately becomes complex. The growing complexities in section 80HHC is a typical case of such a development. The law, gradually, turns into paradise for the “experts”.

I am reminded of a story. Once a person went to his friend who was blind and at that point of time was ill. The person advised the blind man to take milk. The blind man had not tasted milk, so he requested for description. The friend was at loss of words. He said that milk is white. The blind man asked what is “white”. The friend said it is like a crane, and made a figure of crane, and took a hand of the blind man to feel that. The blind man said, “now I know how milk look like”. The friend asked for the description. The blind man made figure of a crane. 

When one tries to apply the new transfer pricing regulations to simple arrangements not much problems arise. However, when we try to visualise the application of the same regulations to a transaction in which we go on adding complexities our present knowledge makes us feel despondent. No doubt our knowledge about transfer pricing has improved compared to the last year – both for the Tax Advisors as well as Tax Administrators, but there is a long way to go.

The time to discuss whether or not there should be a comprehensive transfer pricing regulation is over. Now, it is the time to apply them in the right spirit. It has to be accepted that transfer pricing is not an exact science and there are many issues for which no one seems to have answer. To find a perfect solution is neither possible nor advisable. But, this is true for most of the legal provisions, particularly taxation laws. The distinction between “capital” and “revenue” is yet to be settled. Not only in India, but even in those countries with long history of taxation laws.

There is a lot of apprehension about how the Department is going to look at the results submitted by taxpayers. In this connection, I may mention that the Officers posted in the Directorate of Transfer Pricing are technically competent, motivated, and have balanced approach towards any issue. A better team is not possible. 

I have divided my talk in three parts: in the first part I will, in brief, discuss the global perspective about TP; in the second part I will talk about the new TP Regulation introduced in India and some of the important issues; the last part would be devoted to the agenda for the future. During the course of the discussion I would refer to certain issues, which may arise while applying or implementing the regulations. For identifying and ascertaining the importance of various issues in transfer pricing I had conducted a very limited survey. The response was excellent. I, sincerely thank all the respondents.
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As you all know, transfer pricing exists whenever transactions take place between the entities of a Multinational Enterprise. Due to the very nature of set-up it can be used for transferring profits from a high to low tax regime.  This has been a cause of concern for policy makers as well as tax administrators. Hence, legislation to with transfer pricing is almost as old as international trade. So far as a structured legislation is concerned the history of transfer pricing regulations can be traced back to the second decade of the 20th Century. In fact, after the First World War motivated by the need to raise revenue and to discourage flight of capital to low tax destinations, countries introduced suitable legislated in respect of cross-border transactions. In this, the US and the UK took the initiative.

During the course of time, on the one hand there was growth of Multinationals and intra-firm transactions while on the other hand there was pressure on policy makers to enact tougher measures to combat the menace of profit shifting. A tough transfer pricing regulation applied by one country resulted in retaliatory measures by others. This was seen to cause harm to international trade. Consequently, need was felt to evolve a suitable guideline for tax administrators as well as the taxpayers. The result of this effort was the OECD Report of 1979 on Transfer Pricing. Arguably, the US has been leader in the field of enactment and application of transfer pricing regulations. From time to time they came out with a comprehensive legislation backed by a detailed guideline. Over time the US differed from the other Member countries of the OECD on several issues. In 1995 the OECD published “Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations” (here after words referred to as “the Guidelines”). This has come to enjoy almost the same status as the OECD Model convention. Supplements have been published to deal with specific issues of transfer pricing.

The enactment of transfer pricing legislation across the world is now influenced by the Guidelines. A comprehensive approach consists of elaborate legislation on transfer pricing, penalties, and documentation, which are supplemented by elaborate guidelines. In fact, all transfer pricing regulations promulgated after 1995 borrow heavily from the Guidelines. Some countries have enacted transfer pricing regulations in line with the Guidelines, for example, Australia, Canada, New Zealand, the UK etc. Some countries have simply decided to follow the Guidelines, such as Austria, Denmark etc. Still in some other countries though there is no adoption of the Guidelines, but it has persuasive importance. 

Among the developing countries, China and Korea enacted comprehensive TPR ahead of others. After India, several countries are examining to enact similar regulations.
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This growing number of countries with comprehensive TPR is basically due to the changes being experienced in the manner business has come to be conducted. Earlier, it used to be goods that were traded between the entities of an MNE group. Now, manufacturing activities are being relocated to take advantage of low costs, tax differentials etc. Not only this, now intra-group services are assuming more importance than transactions of goods. Another important development is emergence of e-commerce. Due to the developments in the field of communication it is becoming easier to transpose tax haven based entities in intra-group transactions. All these are reasons for tax authorities to look for comprehensive TPR.

This applies not all countries. It is interesting to read how the US IRS looks at transfer pricing. In the report submitted to the then President of the US, Bill Clinton the IRS states “Transfer pricing is the most significant international compliance issue faced by the United States in recent years. Attacking abusive transfer pricing is critically important for the administration to ensure that each taxpayer pays its share of US taxes.”
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It is not only the tax administration that is worried about transfer pricing. The management is equally concerned about various aspects of transfer pricing. This aspect has been brought out in the survey by Ernst & Young in 2001. This shows that “TP continues to lead the list of international tax issues that MNEs wrestle with today and expect to grapple with in the coming years”. The survey shows that 85% consider TP as the most important current issue. 61% of parent respondent regard TP the most important international tax issue facing them in the next two years. Among subsidiaries, the transfer pricing profile is even higher with 94% now ranking it most immediate priority. 
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Transfer pricing is a cause of concern not only for the developed countries but also for the developing countries. However, the policy makers in the developing countries are in the unenviable position. On the one hand, absence of TPR, coupled with comprehensive TPR in developed countries would lead to flow of profits from developing to developed countries. On the other hand, an aggressive TPR, coupled with softer tax regime in most of the developing countries, would work as disincentive for inflow of foreign capital. The solution lies in a comprehensive TPR coupled with an efficient administration. This is what has been done in India.

In the context of India it has to be appreciated that there exist comprehensive TPR, in one or other form, in almost all the countries with which India has substantial economic relationship. In other words, the investors from those countries are being subjected to TPR. This is brought out in the survey by Ernst & Young.

To look into the various aspects related with TP a committee was constituted in November 1999. The Committee was headed by Sri Raj Naraian, the then CCIT, New Delhi. The Committee submitted its report in January 2001.   On the basis of the report by the Committee, the new TPR was introduced by the Finance Act, 2001. 
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The earlier provision, i. e. section 92 of the Act was found to be suffering from several shortcomings and was found inadequate to deal with the cases of transfer pricing effectively. The new TPR is, to use the words loosely, an Act in itself.  The new TPR seeks to achieve several goals. Apart from discouraging use of for avoidance of tax, it attempts to ensure that each country should get its fair share of taxes. 

The explanatory Memorandum explaining the provision of Finance Bill 2001 says “With a view to provide a statutory framework which can lead to computation of reasonable, fair and equitable profits and tax in India, in the case of such multinational enterprises, new provisions are proposed to be introduced in the Income-tax Act. These provisions relate to computation of income from international transactions having regard to the arm’s length price, meaning of associated enterprise, meaning of international transaction, determination of arm’s length price, keeping and maintaining of information and documents by persons entering into international transactions, furnishing of the report from an accountant by persons entering into such transactions and definition of certain expressions occurring in the said section”.

The Finance Act 2002 introduced important changes. Among them were in the definition of ‘associated enterprises”, introduction of the concept of range of transfer prices, and establishment of the institution of Transfer Pricing Officer. 

Though the concept of the “arm’s length principle” has been in existence in the Income-tax Act since long it is for the first time that this principle has been explicitly stated. Another major departure from the earlier provisions is that the initial burden of proving that the transaction is priced at arm’s length is shifted form the assessing Officer to the taxpayer.
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The new TPR is based on the principles that are internationally acceptable. The amendments to the original provisions take into consideration practical difficulties in applying the regulations. In fact, along with the separate entity approach the Arm’s length principle is the basic building block of the regulations. The international understanding is that the use of these two principles is the best way to secure appropriate tax base in each tax jurisdiction and to minimise conflicts between tax authorities and thereby avoid double taxation.

Arguably the concept of the ‘arm’s length price’ originated in the US around the year 1930, appearing officially for the first time in the US Treasury Regulations of 1935. The OECD adopted this concept in several reports without specifically naming it. In fact, Article 9 of the 1963 OECD MC allows tax authorities to disallow the result shown by taxpayer in certain circumstances. First paragraph of the Article reads as follows:

“Where 

(a) An enterprise of a Contracting State participates directly or indirectly in the management, control or capital of an enterprise of the other contracting State; or

(b) The same person participates directly or indirectly in the management, control or capital of an enterprise of a Contracting State and an enterprise of other Contracting State,

And in either case conditions are made or imposed between the two enterprises in their commercial or financial relation which differs from those which would be made independent enterprises, then any profits which would, but for those conditions, have accrued to one of the enterprises, but by reason of those conditions, have not accrued, may be included in the profits of that enterprise and taxed accordingly.”

It is in the OECD Guidelines that the arm’s length principle was given a formal shape and was sought to be enforced.

There arise three questions relating to this principle:

(a) Is the ALP economically sound?

(b) Is the ALP practical?

(c) Is alternative to the ALP feasible?

According to a number of economists, the arm’s length principle is contrary to economic reality. It starts from the fiscal myth that every subsidiary and permanent establishment within a group is a separate entity that conducts transactions under market conditions with other entities of the group. Their complain is that in the arm’s length principle undue emphasis is on the dealings between enterprises as independent enterprises rather than prices or profits. 

It is argued that the fundamental differences in approach on transfer pricing between countries which come to light, in particular in the use of methods based on (operating or net) profits comparison, may cause great problem.

Another major problem, in particular, concern burden for both MNEs and tax administration. An adequate administration of transfer pricing requires large number of specialised auditors. For taxpayer search of comparable is the biggest problem.

However, there are three strong arguments in favour of the arm’s length principle:

1. There is a practical justification for the principle as it works well in numerous cases.

2. The principle is theoretically correct as it gives the closest approach to the operation of the open market.

3. The acceptance of this principle by almost all countries.

A related question is, whether there is alternative to ALP available. If yes, whether that is more advantageous. In fact, apportionment methods existed prior to the acceptance of ALP. These methods do not involve search of comparable uncontrolled transactions. On the other hand, these methods ‘allocate profits’ within a controlled group according to a pre-determined formula. Formula apportionment method is the most popular among these methods. It starts with the premise that because of the economics of scale and benefits of integration achieved by an MNE group, the allocation of profits can only be considered on a consolidated basis. It ascertains the global profits of the unitary business and using a predetermined formula, usually based on some proportion of turnover, payroll and assets, allocates the global profits to the various entities of the group. Normally, the same formula is applied regardless of the business concerned. 

The basic difference between the arm’s length principle and the formulatory apportionment method is that in the case of the former, functional analysis is undertaken to assign risks undertaken by different entities involved in the transaction, whereas in the case of the latter, risks are apportioned equally among all the entities of the group.

Thus, though the apportionment method is administratively convenient, and it takes into account he economy of scale, it suffers from several drawbacks. The greatest drawback is that it requires a substantial international co-ordination and consensus on the pre-determined formula. A difference would result in double taxation. Secondly, the accounts maintained in all the concerned countries should be on the same basis. This is, certainly a toll requirement. No doubt, it takes into account the economy of scale, but it fails to recognise different levels of risks born by different entities of a group. Further, it does not provide a complete solution to the allocation of profits of an MNE group unless it is applied on the basis of the whole group. 

Rather than decreasing the compliance cost, this method goes to raise it considerably as it requires the taxpayer to gather information about the entire business presented in each jurisdiction in accordance with accounting and tax rules of that particular jurisdiction. 

In other words, under the arm’s length method an enterprise is required to collect information at most from three entities, on the other hand under the apportionment method it may be required to obtain information about a large number of entities. Hence, the apportionment method is much more costly. Hence, the ALP is the best available.
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The newly substituted section 92 provides that income arising from an international transaction between associated enterprises shall be computed having regard to the arm’s length price. The term “arm’s length price” is defined to mean a price which is applied or proposed to be applied in a transaction between persons other than associated enterprises, in uncontrolled conditions. Any expense or outgoing in an international transaction is also to be computed having regard to the arm’s length price. Thus in the case of a manufacturer, for example, the provisions will apply to exports made to the associated enterprise as also imports from the same or any other associated enterprise. The provision is also applicable in a case where the international transaction comprises only an outgoing from the Indian assessee.

The new section further provides that the cost or expenses allocated or apportioned between two or more associated enterprises under a mutual agreement or arrangement shall be at arm’s length price. Example of such transactions could be where one associated enterprise carries out centralised function which also benefits one or more other associated enterprises, or two or more associated enterprises agree to carry out a joint activity, such as research and development, for the mutual benefit.

The new provision is intended to ensure that profits taxable in India are not understated (or losses are not overstated) by declaring lower receipts or higher outgoings than those which have been declared by persons entering into similar transactions with unrelated parties in the same or similar circumstances. The basic intention underlying the new TPR is to prevent shifting out of profits by manipulating prices charged or paid in international transactions, thereby eroding the country’s tax base. The new section 92 is, therefore, not intended to be applied in cases where the adoption of the arm’s length price determined under the regulations would result in a decrease in the overall tax incidence in India in respect of the parties involved in the international transaction. This has been made clear by introduction of sub-section 3 to section 92.
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The first issue that arises is, whether this provision would be applicable to those transactions which do not by itself give rise to income in the hands of the recipient or expense in the hands of the payer. On of such instance is the gift made. To find an answer one has to refer to sub-section 1 of section 92. It says, “Any income arising from an international transaction shall be computed having regard to the arm’s length price”. The Explanation thereto says, “For the removal of doubts, it is hereby clarified that the allowance for any expense or interest arising from any international transaction shall also be determined having regard to the arm’s length price”.

It is interesting to see that the present explanation was a sub-section before the amendment was introduced by the Finance Act, 2002. This shows the intention of the legislation. It can be said that the new TPR would be applicable only when the transaction has direct or indirect impact.

An interesting issue that has been brought to my notice concerns cost sharing arrangement. The issue is whether section 92 (2) is a code in itself. A possible answer to this is in the OECD paper of 1998 on this issue. It says that the arm’s length principle can be applied to cost sharing arrangements as is possible in cases of intra-group services and transfer of intangibles, since independent enterprises, at time, pool their resources and share risks for development of assets. This is normally done when the cost involved in development of an asset is too high for one enterprise to bear.

To deal with the situation following four steps are identified:

· Step 1: Expectation of benefits by each participant should be determined.

· Step 2: Contribution by each participant should be determined.

· Step 3: It should be seen whether contribution by the taxpayer (which is a participant in the arrangement) is proportional to the expected benefit.

· Step 4: If any difference is observed in the previous step then corresponding adjustment should be made.

So far as the third step is concerned, contribution by a participant can be determined by examining similar contribution by an independent enterprise in comparable circumstances.

What emerges from the above is that the provision, in a way, tries to make it mandatory to apply CUP method for determining the arm’s length price. To this extent it can be said that CCA is covered by other provisions of TPR.

One issue which is of equal concern for the Department as well as taxpayers is the question whether ALP should be determined separately in cases of foreign AEs. Theoretically speaking, “yes”. However, this problem is taken care of by establishment of a separate wing of Transfer Pricing Officer. The officers would deal with references made by the Assessing Officers of both the Indian and foreign assessees. 

Another important issue is “Whether taxpayer is required to justify ALP on an ongoing basis?” What I understand is that it is sought be known that if a price has be established for one year whether the TPR would be waived of for the succeeding years. To appreciate this the following should be remembered:

1. There are two aspects to TPR – first is the determination of price and the second is documentation of the same.

2. In all cases documentation has to be there.

3. If the circumstances have remained the same, it can be argued that the price of the previous year should be accepted. However, the taxpayer would have to show that the circumstances have remained the same.

The last of the issues in my list is obviously not the end. But due to paucity of time I have to confine myself to a limited number. A question would arise, if an entity becomes AE during a previous year then whether the provisions would be applicable to the period prior to the establishment of the relationship.

To get a possible answer, one has to divide the transactions into two parts – pre-relationship and during the relationship. So far as the second is concerned there is no dispute that the TPR would be applicable. Consequently, any Officer would compare the two sets of prices. If there are differences then the same would have to be explained. Leave aside TPR for a minute. Even in the ordinary case if the price of similar transactions from the same party vary over the year, the Assessing Officer would call for satisfactory explanation for the same.
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Section 92A defines the term ‘associated enterprises’. It consists of two parts- sub-section (1) gives a general  definition while sub section (2) talks about specific situations.

Sub section (1) is nothing but paragraph 1 of Article 9 in the OECD/UN Model convention.  It talks about direct or indirect participation in the management, control or capital.  It may be noted that these terms have not been defined.  May be because these are easily understandable or giving a definite meaning was not found feasible.  Obviously, the scope of these terms will be defined/ accepted over time.

Sub section (2) refers to specific situations where one enterprise would become associated enterprise of another. There are 13 items – 12 clear cut and one stand-by.  These can be arranged under three categories- namely management, control and capital.

I will take up items of sub section (2) and issues related thereto and thereafter deal with some broader issues in respect of section 92A.  Items (a) and (b) talk about 26% share-holding by one entity in another. It is further provided that it does not talk about 26% share-holding  per se but 26% of the voting power. Consequently, if the shares do not carry voting rights then that would be out of the scope of the provision.  A question has been raised, whether holding of preference shares exceeding 26% of the share capital wold trigger the provision.  As the provisions do not specify the type of shares it can be said hat such situations would be covered.

Item (c)  says that two enterprises would be AE of one another if the loan advanced by one is more that 51% of – the ‘book value’ of the assets of the other enterprise. I think, n a lighter vane  it is asked  if a public sector bank would constitute an AE if this condition is satisfied.. There are several issues connected to definition of the term ‘loan’. The solution, obviously, is not simple and would depend upon the facts of a case.  Among the other provisions there is normally a mixed reaction- some provision are accepted while some are considered as…….   Instead of dealing with each one separately, I shall talk about them in general.
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There have been a constant debate on whether the provisions of section 92A(2) are exhaustive, or whether situations not falling within the provisions of section 92A(2) may still constitute AE provided they satisfy the general definition laid out in section 92A(1).  The Finance Act, 2002 has attempted to clarify the position by amending the language of section 92A92).  Prior to the amendment, the opening words of section 92A(2) read as follows:- Two enterprises shall be deemed to be associated enterprises if, at anytime during the previous year-“ Post amendment section 92A(2) reads as follows:- “ For the purposes of sub section(1),two enterprises shall be deemed to be associated enterprises, if at any time during the previous year –‘ The memorandum to the Finance Bill 2002 clarifies the application of this amendment. There are two issues for consideration.

( 1)
Does application of section 92A limited to those prescribed in (2); and

(2) Is sub-section(2) in accordance with the OECD/UN MC

One view can be that an associated enterprise would come into existence only when conditions prescribed in section 92(2) are satisfied.  However, this may not be correct explanation as there my be situations  where participation in management, control or capital may exist without falling under any item of sub section(2).  The correct way to interpret is that if participation in  management, control or capital is because of any fact covered by the said items then the conditions mentioned in that item should be satisfied.

In other words, sub section  (1) is the guiding principle and sub section (2) provides further explanation and it is not a limiting provision.

The next question that arises is about the timing of application of section 92A. This is relevant to the situation where the transaction  precedes establishment of the relationship of AE.  This issue is relevant to even those situations when the transaction takes place after the relationship is terminated.  The two are diametrically opposite situations.   So far as the second situation is concerned it may be relevant to discuss a recent ruling by the US Ninth Circuit Court of Appeals in the case of DHL Corporation v/s. Commissioner.  Though the ruling was with reference to Section 482 of the US tax law, the principal laid down by the US Court could be applied in the Indian context.

In the said case, the transaction between the DHL entities was based on the terms decided at the time when these entities were related parties.  However, at the time when the actual transaction was carried out, the said entities were not related.

The US Court Law ruled that, since the terms of the transaction were decided when the transacting parties between related entities, the said transaction would require arm’s length compliance, even though at the time of entering into the transaction, two entities were not related. Thus the existence of control is to be examined at the time of entering into the agreement and not at the time of actual transaction.

Since the conditions prevailing at the time when the agreement was entered into is  synonymous with those that  generally exist between independent parties, the transactions emanating therefrom (based on terms of the original agreement, which was entered into when the  parties were unrelated)need not meet the arm’s length principle.
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Section 92 B provides a broad definition of an International Transaction,which is to be read with the definition of ‘transaction’ given in section 92F.  An” International Transaction” is a wide term that ‘cross border transaction’  In the latter the  emphasis is on the person entering  into transaction as against emphasis on geographical location in latter cases.

Section 92B(2) extends the scope of the definition of international transaction entered into with an  unrelated person shall be deemed to be a transaction with an AE, if there exists a prior arrangement in relation to the transaction between such other person and the associated enterprises, or the terms of the relevant transaction are determined by the associated enterprise.  In other words, this provision would be attracted if either of the following conditions are satisfied:

(i) Prior agreement should be in relation to the relevant transaction; or

(ii) The terms of the transaction should be determined in substance between the unrelated party and the associated enterprises.

At times question is raised about the applicability both by taxpayers and tax administration. There is an obvious answer to this. This should be looked at as an anti-tax avoidance measure. If this provision was not there then such transactions would have escaped scrutiny even if tax administration had definite information about the arrangement. So far as taxpayers are concerned till such arrangement does not exist there would not be any occasion to worry.
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The core of the TPR is section 92C, which lays down the computation of arm’s length price. All the five methods discussed in the OECD 1995 Guidelines have been incorporated in the provision. Further, no hierarchy has been laid down. However, it envisages that one of these five methods would be the most appropriate method in respect of a transaction. Rules 10A to 10C provide for the factors which are to be considered in selecting the most appropriate method. The major considerations in this regard have been specified to be the availability, coverage and reliability of data necessary for application of the method. 

Whenever more than one arm’s length price exist a range is to be determined, which would be ( 5% of the arithmetical mean of such arm’s length prices. 

There are several issues related to this section. The first issue is regarding availability of quality uncontrolled comparable data. This is bothering not only taxpayers but also tax administrators, and not only in India but also in other countries. In fact, there is no country that has introduced TPR after creating quality data bank. This has been and will have to be developed gradually.

At all forums it is suggested that the Government should come out with detailed guideline in respect of almost every aspect of transfer pricing. It is suggested that this should be accompanied by suitable examples. Normally, the models of the US and Australia are suggested. However, it is interesting to consider the following facts:

1. In spite of detailed Rulings cases of dispute between taxpayers and authorities abound.

2. In most cases too elaborate guidelines is neither feasible nor advisable.

3. Guidelines without the support of experience become impractical.

Another aspect that needs to be appreciated is that the TPR is tough not only on taxpayers but also on tax administration. Sub-section (3) of section 92C allows tax authorities to make adjustment to the price shown by taxpayers only on the basis of material or information or documentation in his possession. Thus, it is quite natural that in the initial phase of development of TPR there would be paucity of data for everyone. In this phase the emphasis is on the application of whatever data available. It has to be much base analysis. Finer issues can be taken up only after experience gained by both sides.

It is often being asked, should ALP be determined in respect of aggregate of transactions or of each transaction? 

This would depend upon facts of the case. If transactions are such that these cannot be separated then it would be better to determine the price of the aggregate. On the other hand, if transactions are separate then the price would have to be determined separately. Normally, if there are a large number of transactions of the identical type then the exercise to determine the arm’s length price has to be done only once. Two facts may be noted while applying ALP. First, the computation of price starts from the price shown in uncontrolled transaction between independent parties. Adjustments are made to this price and then the price existing in the transaction between associated enterprises in controlled conditions is determined. Secondly, comparisons are always to be made in respect of the conditions determining the transaction and not in respect of price as such.
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I have received some suggestions about determination of the arm’s length price. These are worth consideration as there cannot be any dispute on them.
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No set of rules would be their worth if enforcement machinery were not adequately provided. The enforcement can take two forms – preventive and punitive. Provisions regarding documentation can be looked as preventive measure. It enables taxpayers to ensure that the prices are fixed in the correct manner. The emphasis is on the maintenance of contemporary documents. In fact, documentation requirement exists in the law of every country having comprehensive TPR. The importance of documentation can be appreciated from the fact that in the 1995 Guidelines the OECD has devoted on full chapter on this. In the Indian TPR rule 10D defines the documentation requirement. 
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When one analyses the documentation / information requirement under Rule 10D, the requirements can be divided into following groups:

1. Description of the enterprise;

2. Description of the MNE group;

3. A broad description of the business of the assessee;

4. Details of the international transaction;

5. Details regarding application of the methods.

The details at item number 1 to 3 are constant feature and would remain unchanged. It is in respect of 4 and 5 that assessees would have to prepare the contemporary documentation. The details are similar to those required by other countries with minor differences. 

When looked at the documentation requirement, thus, it can be said that the Indian TPR does not create any additional documentation requirement.

Quite often it is asked, is a foreign enterprise required to maintain documentation. The answer is “Yes”. However, in practice it has to be appreciated that the arm’s length price would be required to be determined in respect of the Indian enterprise or the PE of the foreign enterprise also. The arm’s length price, normally, should not be different for the two enterprises involved in a transaction.

So far as the issue regarding documentation requirement for cases where presumptive rates for determination of income is concerned, it need to be mentioned that here documentation in respect of receipts has to be maintained.

High penalty for non-maintenance of documentation and their non-production is another issue. The rationale is that only with the help of proper documentation an assessee can justify transfer prices. Secondly, any attempt by tax authorities to examine the prices shown has to revolve around the documents maintained by assessees.
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The institution of TPO would provide the required uniform approach in dealing with cases of transfer pricing. Secondly, this will obviate duplication of works in respect of the parties involved in a transaction – payer and recipient. 
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TAX TREATIES AND DOMESTIC LAW

A tax treaty assumes dual nature – as an international agreement and as a part of the tax law of each Contracting State. It needs to be interpreted both at a public international level and at a domestic level.

At a public international level, the Contracting States mutually undertake the obligations to respect and apply the treaty provisions. This is enshrined in Article 26 of the Vienna Convention on the Law of Treaties (“VCLT”), which runs: “Pacta unt servanda. Every treaty in force is binding upon the parties to it and must be performed by them in good faith.”

A combined reading of the three articles suggest that under public international law, treaties are binding on the Contracting States, and these may be violated by domestic law only in special circumstances. It needs to be appreciated that the source for rights and obligations for individuals and organs within a State is its domestic law. In other words, at a domestic level, domestic law governs tax treaties. As a consequence, if a conflict arises under public international law and under domestic law then that has to be resolved in accordance with the domestic law of the State. 

Vogel (1999) is of the view that “the violation of international law does not necessarily leads to the invalidity of the treaty-violating domestic law.” In fact, this depends on each State’s legal system – how and at what level an international treaty is given effect to. Whether a derogation from treaty is constitutional or nor would be determined by the level attributed to treaty obligations, as incorporated in domestic law. In countries like France, the Netherlands, Belgium, Japan etc., treaty prevails over domestic law. In most States, however, treaties do not prevail over other legislation. Domestic laws which are later in time or ‘lex posterior’ may prevail over an earlier treaty-implementing legislation even if infringing upon international law. (Vogel, 1999) In the end, the choice is between giving priority either to a State’s international obligations, or to the sovereignty of decisions of a country’s elected representatives. 

TREATY OVRRIDE
The foregoing discussion leads to an important issue in international taxation – treaty override. Treaty override implies that a State by legislative action gives preference to domestic law over international law, and thus refuses to fulfil certain obligations arising out of the contractual nexus on grounds that the treaty obligations conflict with domestic law. When a treaty override occurs there is, therefore, a breach of the treaty.

The OECD Treaty Override Report (1989) [the “Report”] defines the term “treaty override” as a “situation where the domestic legislation of a State overrules provisions of either a single treaty or all treaties hitherto having had effect in that State.” 

Three situations of treaty override can be identified:

a) A State may legislate to reverse the effect of a court decision which deviates from the common interpretation, explicitly accepted or tacitly implied by the treaty partners, of a provision based on the text of the treaty. In this case, it is not considered that any injury is done to the basis of international tax relations if the competent legislative and administrative organs of the State concerned are in agreement that the court decision is contrary to their intention. Indeed it is the Court’s decision in the first place which may be seen to overriding the treaty;

b) A State may change the definition of a term used in its domestic legislation which is also used in treaty provisions but which is not specifically defined for the purposes of the treaty. In this case there is no override where the treaty contains a provision essentially similar to that embodied in Article 3, paragraph 2, of the 1977 OECD Model Double Taxation Convention which provides that, as regards the application of a treaty by a Contracting State, any term not defined in the treaty shall, unless the context otherwise requires, have the meaning which it has under the law of that State concerning the taxes to which the treaty applies. It cannot have been contemplated that, having once entered into a treaty, a State would be unable to change the definitions of terms used in its domestic law provided such changes were compatible with the context of the treaty;

c) Finally, newly adopted domestic legislation may be incompatible with treaty provisions, without the competent organs intending, or even being aware of, such an effect.

In summary, the type of treaty override primarily addressed in this not is the enactment of domestic legislation intended by the legislature to have effect in clear contradiction to international treaty obligations.”


Edwardes-Ker (1995) classifies treaty override under four heads: Reversing legislation [situation a) above], Re-defining legislation [situation b) above], Unintentional override [situation c) above] and Deliberate breach. It is the last one, which has drawn the maximum attention. The Report defines it as “domestic legislation intended by the legislature to have effects in clear contradiction to international treaty obligations.” Normally, treaty override refers to the deliberate override. Its legal effect has to be examined both in the light of international and of domestic law of the concerned country.


Treaty override is considered by some countries as a justified means for combating tax avoidance. The most common legislation under this class is controlled foreign entity legislation. However, these provisions have failed the judicial scrutiny in several countries, for example in  the UK and France, on the principle that tax treaty would override the controlled foreign entity legislation. (Baker, 2002)

THE POSITION IN INDIA

In India section 90 (1) of the Income Tax Act, 1961 (“the Act”) empowers the executive to enter into a tax treaty. The tax treaty is not laid before the Parliament, as the same is not required. Sub-section (2) of section 90 of the Act establishes the relationship between tax treaty and the Act. It runs as follows:


“Where the Central Government has entered into an agreement with the Government of any country outside India under sub-section (1) for granting relief of tax, or as the case may be, avoidance of double taxation, then, in relation to the assessee to whom such agreement applies, the provisions of this Act shall apply to the extent they are more beneficial to that assessee.”

In fact, the Central Board of Direct Taxes has issued a Circular No. 333 on April 2, 1982 clarifying as below:


“The correct legal position is that where a specific provision is made in the Double Taxation Avoidance Agreement, that provision will prevail over the general provisions contained in the Income Tax Act, 1961, also provide that the laws in force in either country will continue to govern the assessment and taxation of income in the respective country except where the provisions to the contrary have been made in the Agreement.”

By the Finance Act, 2001 with retrospective effect an Explanation was introduced to section 90 of the Act. This runs as follows:

“For the removal of doubts, it is hereby declared that the charge of tax in respect of a foreign company at a rate higher than the rate at which a domestic company is chargeable, shall not be regarded as less favourable charge or levy of tax in respect of such foreign company, where such foreign company has not made the prescribed arrangement for declaration and payment within India, of the dividends (including dividends on preference shares) payable out of its income in India.”

This being clarificatory in nature, does not amount to treaty override. Incidentally, there is no decided case on tax treaty override. 

