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Intra-group transactions

« Significant volume of global trade nowadays consists of international
transfers of goods and services, capital (such as money) and
Intangibles (such as intellectual property) within an MNE group.

» Accounts for more than 30 per cent of all international transactions.

e In 2023, the US dollar value of
» world merchandise trade was US$ 24.01 trillion
e commercial services trade was US$ 7.54 trillion



Global value chains

(the international fragmentation of production)

&) OECD

OECD > Topics »

Global value and supply chains

Global value and
supply chains

About 70% of international trade involves global value
chains (GVCs), as services, raw materials, parts, and
components cross borders - often numerous times. A
strong trend has emerged towards the international
dispersion of value chain activities such as design,
production, marketing, distribution, etc. This emergence
of GVCs and increased interest in their sustainability and
resilience requires analysing supply chains as a whole and
developing policies around them.

18 - MAPPING GLOBAL VALUE CHAINS

Figure 6. The Nutella® global value chain
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Definition

 Transfer prices are the prices at which an enterprise transfers physical

goods and iIntangible property or provides services to associated
enterprises. (OECD TRANSFER PRICING GUIDELINES, 2022
Chapter 1, para. 11)

» “Transfer pricing” iIs the general term for the pricing of cross-border,
Intra-firm transactions between related parties. Transfer pricing therefore
refers to the setting of prices for transactions between associated
enterprises Involving the transfer of property or services. These
transactions are also referred to as ‘“controlled” transactions, as distinct
from “uncontrolled” transactions between companies that are not
assoclated and can be assumed to operate independently (“on an arm’s
length basis) In setting terms for such transactions. (United Nations
Practical Manual on Transfer Pricing , para 1.1.6)



Why transfer pricing rules ???

« BEPS Issues

 To avoid “mis-pricing”, “incorrect pricing”,
“unjustified pricing” or non-arm’s length

pricing

* Intra group transaction are no

longer

governed entirely by market forces, but
driven by the common interests of the
entities of a group. (may be tax or other

Interest)

Country A Profit before tax
CIT rate = 5% tax
PAT
Country B Profit before tax
CIT rate = 30% Tax
PAT
Group Profit before tax
Tax
PAT

Casel
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Case II

100
5

a5
Shifting of profit from high
tax to low tax jurisdiction

50
15
35

150
20 Less Tax
130 High Group Profit

Profit shifted from high tax jurisdiction to low tax jurisdiction.

Aim is to maximize overall group cashflows.



Arm’s Length Price 9THT §oIR HAdgR Hcd

 Para 1 of Article 9 of OECD Model Tax Convention/ UN Model Double Tax

Convention:

[Where] conditions are made or imposed between the two [associated] enterprises in their commercial or
financial relations which differ from those which would be made between 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 so accrued, may be included in the profits of that enterprise and taxed

accordingly

iIce of, compar e uncontr Ied transactions or Market Price T3 Aldig®
P IRIdIR gal

* Separate entity approach rather than a unified single business
* Provides broad parity JHI=l/ fATETdT of tax treatment

 The mere fact that a transaction may not be found between independent parties
does not of itself mean that it is not arm’s length.

* Closest approximation of the workings of the open market

« A move away from the arm’s length principle would abandon the sound
theoretical basis of ALP and threaten the international consensus.




IR0, FUIR AAH, FATRS] TIEFAT TN ATIHT @USIH]

Is 1t tax avoldance/ tax fraud T T S T 0 s

* There may be a genuine difficulty in accurately determining a market price
In the absence of market forces or when adopting a particular commercial
strategy. It Is important to bear in mind that the need to make adjustments
to approximate arm’s length conditions arises irrespective of any
contractual obligation undertaken by the parties to pay a particular price or
of any intention of the parties to minimize tax.

* The consideration of transfer pricing should not be confused with the
consideration of problems of tax fraud or tax avoidance, even though
transfer pricing policies may be used for such purposes.

* Planning < Avoidance < Evasion
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Transfer Pricing Directive, 2081 (2024)

 Need for TP law stressed in Budget Speech 2024 (para. 327)
* Issued on 6" October, 2024

* In the form of Directive, rather than full fledged law (delegated
legislation)

« Structure: Seven chapters and two annexures



Chapters

1) Introduction,

1) Definition,

111) Transfer pricing and arm’s length principle,
IvV) Comparability analysis,

V) Method of arm’s length price determination,
vi) Transfer pricing documentation, and

vii) Transfer pricing administration



Chapter 1

* Rationale: This Directive has been formulated with the objective of
receiving fair portion of tax (obicbl 3ferd %W) supposed to be
received by the country by encouraging multinational companies to

enter into international transactions at Arm’s length price (ALP). Fairness
e Source:
- Section 33 of the Income Tax Act, 2002 (2058) and Law Morality
- Rule 15 of Income Tax Rules, 2003 (2059)
- Section 139:
* Hierarchy

- Income Tax Act, 2058
- Income Tax Rules, 2059
- TP Directive, 2081



Chapter 1 contd...

Section 33 of Income Tax Act
33. Transfer pricing and other arrangement between associated parties

Sub-section (1) of Section 33 of the Act provides powers to IRD to distribute, appropriate or
allocate the amount to be included or deducted in computing the income between associated
enterprises in such manners as to reflect the [fair] taxable income or the [fair] tax payable.

As per sub-section (2) of Section 33 of the Act, while taking action under section 33(1), the
IRD has the power to re-characterize any income, loss, amount or source and type of
payment.

Sub-section (3) inserted in Section 33 of the Act by the Finance Act, 2024 provides that the
transfer pricing methodology €<dl~d{Ul Hedhl Hdlg @i between the associated

enterprises shall be as determined by the IRD.

Rule 15 of the Income Tax Rules deals with advance pricing arrangements, which states that
In cases where any one or more than one person makes a request in writing to IRD for the
distribution, allocation or allotment on the basis of arm’s length in respect of the amounts to
be included or deducted in computing the income of any person pursuant to Subsection (1) of
Section 33 of the Act, the IRD may issue a notice in writing.




Chapter 2

* defines key terms in the Directive
« Comparability analysis,
« Comparable uncontrolled transaction,
 Controlled transaction,
 Tested party,
 Multinational company,
* Arrangement,
 Offshore transaction,
 Foreign controlled transactions,
 Un-controlled transactions,
« Arm’s length transactions,
 Transfer pricing determination



Assoclated Enterprise

* IS an enterprise that satisfies the conditions set forth in Article 9, sub-
paragraphs 1a) and 1b) of the OECD Model Tax Convention Glossary
page 19; UN Practical Manual on TP para 3.3.1.

* The degree of control as a threshold for triggering transfer pricing
legislation has in effect been left to domestic legislation.



ARTICLE 9 ASSOCIATED ENTERPRISES - MCC

Foreign country
(other contracting state

a) an enterprise of a Contracting

Foreign country
(other contracting state

State participates directly or e

indirectly in the management, v T
control “or capital of an Nea Nepal

enterprise  of the  other (conrectingsue B (contracting state B
Contracting State, or

Direct Control In Direct Control

b) the same persons participate
directly or indirectly iIn the Forcign country
management, control or capital (ofher confracting stafe
of an enterprise of a
Contracting State and an
enterprise ~ of the  other Forien counny
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Definition as per ITA — broader than Article 9 1a & 1b
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Chapter 3: Transfer pricing and arm’s length principle

* Initially deals with principles of TP

« Arm’s length principle (internal comparables and external
comparables.

* Principles of determination of ALP



Chapter 4: Comparability Analysis
(Theory meets practice)

* Three steps in comparability analysis

- Transactional analysis HRITRD! faZay (analysis of transaction between
assoclated enterprises)

- Functional Analysis (FAR test) BT ® f2eoom

- Comparability analysis (comparison between controlled and uncontrolled
transaction) ¥dd-d PIRIFR HIT Jod-l




Chapter 4. Comparability Analysis in operation

Six steps in comparability analysis

« Analysis of economically significant characteristics of business and transaction

Examination of comparability factor of controlled transaction

Selection of tested party

Identification and selection of comparable

Appropriate adjustment to comparable

« Selection of appropriate arm's length method

CCECECCE



4.1 Analysis of economically significant characteristics of business and
transaction (transactional analysis)

The contractual
terms of the

4.1.1 Gathering of basic information about the taxpayer ”ansaction
A. Analysis of Industry Kiiag

Value Chain (Hed =g<l) Analysis
Profit factor analysis

Business FunCtional
trategi analysis
- Market trend s iy e i
.- . parties SR
- Competitive Environment T AR

. : : Five e, S
B. Analysis of Business Environment of taxpayer comparability

C. Identification of related parties factors 4.1.2
D. Identification of controlled transaction

4.1.2 Mapping of transaction — Transactional Analysis

Property

. . . = i
4.1.3 Evaluation of separate and combined transactions TS G uansferted of
e parties Services prO\;IT e
(package deals, aggregations etc.) EI1DE S

HeATHT
L IINELS A9



4.2 Examination of comparability factor of controlled transaction

Five comparability factors are examined in detail
Qf them most important is Functional Analysis or FAR analysis FATCHH a9 (H1d, THR,

Functions performed

Functions performed are the activities that are carried out by each of the parties to the transaction. In conducting
a functional analysis, economically significant functions are to be considered, as such functions add more value
to the transactions and are therefore expected to fetch higher anticipated returns for the entity performing such
functions.

° Research and development; Product design and engineering; Manufacturing, production, process engineering and design work; Purchasing, materials management and other
procurement activities; Manufacturing, production or assembly work; Transportation, warehousing and inventory; Marketing, advertising, publicity and distribution; Market
intelligence on technological developments; and Intra-group services, for example managerial, legal, accounting and finance, credit and collection, training and personnel
management services.

Assets Utilized: Tangible as well as intangible assets that are used by, or transferred between, the associated
enterprises in the course of an international controlled transaction need to be identified.

Risk Assumed: Risk is associated with reward. 1) How is risk created? - by the ownership, exploitation or use of
assets, or by the performance of functions over time2) Which entity bears the risk?

e List of risk include: Financial risk, product risk, market risk, collection risk, entrepreneurial risk, general business risk, country/ regional
risk.

e Five Steps for analyzing risk in controlled transaction are stated in page 26-29



4.3 Selection of tested party

* In CPM, RPM or TNMM a party to the transaction should be chosen for which financial indicator is tested (mark-up on costs, gross
margin, or net profit indicator).

» The tested party normally should be the less complex party to the controlled transaction and should be the party in respect of which the
most reliable data for comparability is available. ? (&)

4.4 ldentification and selection of comparable

- Internal comparables

- Third party or external comparables: IRD, Various government bodies, Data base with trade institutions and organizations, Commercial
Database

- Approach to identifying potential comparables: 1) Additive approach Gﬁ?ﬁ fafer 2) Deductive Approach Tarsy fafa

4.5 Appropriate adjustment to comparable: Certain adjustments may be needed in order to satisfy the requirements for accuracy and
reliability of the comparables so that the financial results of the comparables are stated on the same basis as those of the tested party.
Comparability adjustments can be divided into the following three broad categories: 1. Accounting adjustments; 2. Balance sheet/working
capital adjustment; 3. Other adjustments.

4.6. Selection of appropriate arm's length method: Discussed in chapter 5 of the Directive



Chapter 5: Method of Arm’s length price Determination

Five methods of transfer pricing

Traditional transaction methods Transactional profit methods

(when reliable comparable data exists for similar (for complex transactions involving significant
uncontrolled transactions) intangible assets;

do not look at comparable uncontrolled transaction,
or when not available; focus on specific transaction
between related parties)

1) Comparable uncontrolled price method (CUP) iv) Transactional net margin method (TNMM) and

I1) Resale price method (RSM) v) Transactional profit split method (TPSM)
1ii) Cost plus method (CPM)



Comparable uncontrolled price method

Most direct and reliable way to apply ALP

CUP Method compares the price charged
for property or services transferred in a
controlled transaction to the price charged
for property or services transferred in a
comparable uncontrolled transaction in
comparable circumstances

Example 5.1.1

Controlled Transaction

Manakamana

Purchase of packing
machine
20 lacs including I+F

Alaska

Example of External Comparable

Comparable Uncontrolled Transaction

Bindhyabasini

Purchase of packing machine
18 lacs excluding I+F

Pennsylvania

Particulars Amount (Rs.)
Cost price for the Bindhavasini Pvt. Ltd. 18,00,000
Insurance and Freight 1,00,000
Arm's length price 19,00,000
Actual purchase price for the Manakamana Pvt. Ltd. 20,00,000
Transfer pricing (TP) adjustment (disallowance of excess expenditure) 1,00,000




Internal and external_comparables

3TIRD a1 PRITR I a1 o1

« Comparable uncontrolled transactions, which
Involve a transaction between the tested party
(same party) and an uncontrolled party, are
referred to as internal comparables. E.g. 5.1.1 of
directive

« Comparable uncontrolled transactions which
Involves a transaction between two parties neither
of which Is an associated enterprise, are called
external comparables

B

(Related party)

Internal
Comparable

C (Independent
party)

B

(Related party)

External
Comparable

D
(Third party)




Example 5.1.2

- Arizona sells goods to
Bageshwari at unit
price of Rs. 3,000

- (Cash sales

Contrdlled Transaction

Baieshwari

Arizona

Example of Internal Comparable

- Arizona sells goods to Taleju
10,000 units at price per unit of

Compa¥xable Rs. 6,000. Taleju pays Rs. 600

Uncontrolled as [+F. Volume discount is Rs.

Transaction 200

- 3 months credit sales, 1% p.m

Taleju
(independent

party)

Particulars

Amount (Rs.)

Cost price of Taleju Ltd.

Rs. 6,000 per unit

(+) Volume Discount Rs. 200
(-) I+F Rs. 500
(-) Three months' credit facility (6,000 X 3%) Rs. 180

Arm's length price

Rs. 5,520 per unit

TP Adjustment

Rs. 2,520 per unit

Strength of CUP method

- It is two sided analysis as the price used
reflects the agreed price between two
unrelated parties to the transaction

- avoids the issue of which related party is to
be treated as tested party

- Involves direct transactional comparison

Weakness

- difficulty of finding comparable
uncontrolled transaction



Tested Party (CRDI&FUT TRA yal) (R)(9) (2)(1)

Tested party means that associated person whose financial indicator is taken as
base (reference) while calculating ALP as per RSM, net profit method. However,
those associated persons outside of Nepal, whose data and information cannot be
certified and whose fundamental and essential data~is unavailable, shall not be
considered a tested partyﬁ%@?%m g Ud HTUYRYd ¥ 3D
dATg dUT YT U )

The tested party Is the party in relation to which a financial indicator (e.g. mark-u
on cost, gross margin or net profit) is tested when using the Cost Plus Method,
Resale Price Method or Transactional Net Margin Method.

Financial indicator =/ = sales

Is the entity whose ?_rofit margin is taken up for comparison in profit —based
comparability calculation (RSM, CPM, .....)

For example, if the Resale Price Method is used, the related Igxarty sales compan
IS the tested party in the transfer_Prlcm% analysis. If the Cost Plus Method Is used,
the related party manufacturer will be the tested party




Resale price method (RSM)

LXa Contract Amount = $ 200 M

. Profit = $ 60 M
e The Resale Price Method focuses on the related sales T OIS0

company which performs marketing and selling Incorporation

Client

functions as the tested party In the transfer pricing

analysis. 30% work

50% work
20% work

* The resale price method begins with the price at which a
product that has been purchased from an associated enterprise
Is resold to an independent enterprise. This price (the resale
price) is then reduced by an appropriate gross margin on this _ | i
price (the “resale price margin®) representing the amount out zf&i'f;f;”ﬂp;:ﬁ’ii:fzfi‘lff” SRl
of which the reseller would seek to cover its selling and other 1ssued bill of S 15M
operating expenses and, in the light of the functions
performed (taking into account assets used and risks

Indian
Subsidiary

Nepalese
Subsidiary

Calculation of ALP

Particulars 3
assumed), make an appropriate profit. What is left after Total profit of Florida Inc. E{}
subtracting the gross margin can be regarded, after Contribution of Nepalese Subsidiary 20%
adjustment for other costs associated with the purchase of the Profit as per Arm’s Length 12
product (e.g. customs duties), as an arm’s length price for the Cost mcurred by Nepalese subsidiary 10
original transfer of property between the associated et R 22

nvoice amount 15

enterprises TP adjustment 7



Strenqgth

* The method is based on the resale price, a market price, and thus represents
a demand-driven method.

 The method can be used without forcing distributors to inappropriately
“make profits.

Weakness

* Difficult to find comparable data on gross margins due to accounting
Inconsistencies.

» The method involves a one-sided analysis, as its focus is on the related sales
company as the tested party in the transfer pricing analysis.




Example 5.3.1

COSt plus methOd (CPM) (jeqrgia Ltd. ) Billi;gﬁagfgj?lfriliﬂhr ,l:_-u'mlji \Iﬂpdl Ltd.
(Holding company) (Subsidiary
company)
e Cost Plus Method begins with the costs Billing at USD 80 per hr
. - Credit terms of 60 days
incurred by the supplier of property (or TexasLtd.  |— i T
services) In a controlled transaction for R e e
property transferred or services provided SE T UG

to a related purchaser. An appropriate cost B | |
. - Suppose, if 30% extra manpower is needed to complete the work to Georgia Ltd.
plUS mark'up IS then added to thls COSt, to Arm’s length price is calculated as follows:

make an appropriate gross profit in light  pucuars USD
- - Per hour billing rate to Texas Ltd. 80
of the functions performed, risks 2
assumed, assets used and market - Toulexpenses 30
L. - Indirect Expenses 6
Cond |t|0nsl Direct costs 24
+ Financing cost during credit period (6*2) 12
Cost after adjustment 36
Mark-up (80-36= 44) 44
Markup % (44/36%) 122.23%
Costs to Georgia Ltd.
Direct Expenses (30% extra)(24+30%) 31.2
Mark-up 122.23% 38.14
Arm’s length price 69.34
Actual billing rate for Georgia Ltd. 60

Adjustment to be made 9.34



Strenqth

* method Is based on internal costs, the information on which is usually
readily available to the multinational enterprise.

Weakness

« weak link between the level of costs and the market price

e accounting inconsistencies

 The analysis focuses only on the related party manufacturer

« Since the method Is based on actual costs, there may be no incentive
for the controlled manufacturer to control costs.




Transactional net margin method (TNMM)

« TNMM examines the net profit
margin relative  to  an  Examplesal

ap rop“a_te base (eg COS'[S’ li\‘alifm.nila i Kaslém:ggldap Ltd
Sa eS! aSSGtS) that d taxpa' er ]"(ﬂﬁ:;[:zi:;m Dperzfthirl*ulgs;*:rclflli?i 15%
realizes from a controlled - , — —
transaction. Cpeing Tt il compni
e TNMM Compares the net proflt [t was ﬁ:rur?d that asr these 5 comganies a;‘e
mal‘gln tha.t the teSted pal’ty ;:-E;?t_EfﬁCIEHL they charge additional 3%
earns In  the  controlled J
transaCtlonS _ tO the same net Operating profit of 5 cnlnpani‘::s‘ = 17%
rofit marains earned by the - Sll}jlf:lj profit earned due tﬂ_efﬁfmf:ncy i3%-
Operating profit for comparability = 14%

eSted par In Comparable Operating % of Kasthamandap Ltd. = 15%
unco ntrOI Ie transaCtIOnS or As the profit % of Kasthamandap Ltd. is higher than the average
alternatlvely by |ndependent profit of 5 similar companies, no TP adjustment needs to be made
comparable companies.



PLI

« Several profit level indicators (PLIs) are allowed under the TNMM,

typically based on operating profit.
« A PLI may express profitability in relation to (i) sales, (i1) costs or

expenses, or (i1) assets.

Indicators

Method of calculation

Appropriateness

Return on Assets

Operating
profit/Operating Assets

Production work and
leasing work

Return on Capital
employed

Operating profit/Capital
employed

Production work and
leasing work

Operating Margin

Operating profit/Sales

Sales Distribution
activities

Return on total cost

Operating profit/Total
cost

Manufacturing industry

Berry ratio

Gross profit/Operating
expenses

Service Distributor

Return on Cost of goods
sold

Gross profit/Cost of
Goods sold

Manufacturing industry

Page 49 of the Directive



Transactional profit split method (TPSM)

Profit Split Method starts by identifying the profits to be divided
between the associated enterprises from the controlled

transactions. Subsequently, these profits are divided between the SEREC e Contract Amount = $ 200 M

associated enterprises based on the relative value of each Florida asiiist Aot _
enterprise’s contribution, which should reflect the functions Incorporation Client
performed, risks incurred, and assets used by each enterprise in

. 0%, work 0 .
the controlled transactions. 30% wor 30% work

Methods to allocate profit:

a) Contribution Analysis:i- Combined profits from the
controlled transactions are allocated between the associated
enterprises on the basis of the relative value of functions el g sl maa et 11
performed by those associated enterprises engaged in the to complete its portion of work
controlled transactions fssucd bill of 5 I5M

b) Residual Analysis:- Two-step approach

20% work

Nepalese
Subsidiary

Calculation of ALP

Particulars h )
a) Step 1: allocation of sufficient profit to each enterprise Total profit of Florida Inc. 60
: : 5 . . Contribution of Nepalese Subsidiary 20%

to prgwdg basic arm’s length compensation for routine Profit as per Arm’s Length >
contributions Cost incurred by Nepalese subsidiary 10

b) Step 2: allocation of residual profit (i.e. profit &!E.“JZ’EELEI'“ E

- - . "01C

remaining after Step 1) between the associated TP adjustment -

enterprises based on the facts and circumstance



Most appropriate method principle

» Choose the method that best reflects the arm's length principle based
on the specific transaction, functions performed, and risks assumed



If more than one price Is determined, then the Directive guides that the
price shall be determined on the basis of:

 Median range method - If the prices In the data set of price
determined is equal to or more than seven. If pricing lies between 35t
and 65™ percentile, then no TP adjustment needed. - tolerable error 5%

» Average method - If the prices In the data set of prices determined is
equal to or less than six.




S.N. Operating profit
Company 1 12.44%
Chapter 5: contd.. Median method
Company 3 9.86%
Example 56.1 Company 4 10.87%
) L Company 5 36.13%
* Suppose 8 comparable data have been identified, data set of company 1 to company 8 have been Company 6 771%
identified as stated in the figure Company 7 71.30%
Company 8 5.32%
« Arrange data in ascending order
Company | 8 2 |6 3 4 1 7 5
. . Operating | . -
« 35 percentile data point = 8*0.35 = 2.8 ~~3 (7.71%) profit 532 |6 | 771 |98 | 1087 | 1244 | 21.30 | 36.13
* 65 percentile data point =8 * 0.65 =5.2~~ 6 (12.44%)

« Arm's length range = 7.71% to 12.44%. (tolerable error 5%)
1)  If operating profit is 8%, no adjustment is needed (falls within range)
i) If operating profit is 7.5%, no adjustment is needed as it is within tolerable limit (7.7.-5%=7.3245)

iii) If operating profit is 4%, then adjustment is made to the median value of 10.365% (8+1/2=4.5%
value, average of 4t (9.86) and 5™ data (10.87). Therefore, adjustment is 10.65-4% = 6.37%.




Chapter 5: contd.. Average method

« Example 5.6.2: S.N. Operating Profit

Suppose 5 comparable data have been identified as stated in the figure compay || 2o
ompany 2 | 6.00%

Company 3 | 9.86%

Company 4 | 10.87%

Company 5 | 36.13%

Average operating profit of 5 companies = 12.44% + 6.00% + 9.86% + 10.87% + 36.13%
5

= 15.06%

If operating profit is more than 14.3%(15.06*95%), it shall be deemed within the range. Else TP
adjustment is made.

If price between associated entrprises is 10%, then 5.06% (15.06-10) adjustment is to be made.



Chapter 6: Transfer Pricing Documentation

The list of documentation to be maintained is spelled out in Annex 1 of the Directive.

The basic documentation to be kept include
» documents regarding information of the entities,
 documents relating to offshore transactions between associated enterprise and
« documents regarding determination of price as per ALP.

WHO has to comply:

» TP documentation as mentioned in the Annex 1 of the Directive Is to be maintained by
taxpayers having contr%%%oﬁshore transaction of equal to or more than one hundred
million rupees® 40O

* In case the amount of sale or purchase of goods or services between the associated
enterprises exceeds five hundred million rupees, © 40 then a certification as
per Annex 2 iIs to be done by an auditor who is not a tax or financial auditor and has
experience of over five years.

e Annex 1 & 2



https://snsjurist-my.sharepoint.com/personal/admin_snsjurist_onmicrosoft_com/Documents/Desktop/Transfer%20Pricing/Annex%201%202%20for%20ican.docx?web=1

Chapter 7: Transfer Pricing Administration

This chapter revisits relevant section of the Act relating to:

« amended assessment (section 101),

* serving of notice of assessment (section 102),

« penalty for non-maintenance notified documents and non-filing of returns (section 117),
* penalty for non-payment of installment tax (section 118),

 penalty for non-payment of tax (section 119),

» residual penalty (section 119A) and

« penalty for furnishing of false or misleading statement (section 120).

Regarding appeal of the transfer pricing adjustment order, the appeal Is to be made to
Administrative Review (section 115), then to Revenue Tribunal.

»No new penalty provision have been introduced, or administrative body have been setup
In ITA regarding TP implementation. TP regime is blended with current ITA.



ALP vs Global formulary apportionment
(Theory of Everything/ Unified field theory)

* Global formulary apportionment, allocation of global profits of an
MNE group on a consolidated basis of a predetermined and
mechanistic formula. Combination of cost, asset, payroll and sales.

 They argue that an MNE group must be considered on a group-wide or
consolidated basis to reflect the business realities of the relationships
among the assoclated enterprises In the group. They asset that the
separate accounting method Is inappropriate for a highly integrated
groups because It is difficult to determine what contribution each
enterprise makes to the overall profit of the MNE group.

* It I1s far from clear that jurisdictions would be willing to agree to a
universal formula.

* This Is only a theoretical alternative.




Corresponding adjustment 4.35

 Corresponding adjustment as per paragraph 2 of Article 9 to be made

dS

* |In
ar
ac

per MAP Article 25.

absence of an arbitration decision arrived at pursuant to an
pitration procedure as per Para 5 of Article 25, corresponding
justment are not mandatory,  mirroring the rule that tax

aC

ministrations are not obliged to reach agreement under MAP

» Only Insofar as it considers the primary adjustment to be justified In

Pr

Inciple and Iin amount.

 The non-mandatory nature of corresponding adjustment is necessary so that one tax administration is not
forced to accept the consequences of an arbitrary or capricious adjustment by another State.

* Element 3.3 of the Action 14 of BEPS



Secondary Adjustments

 To make the actual allocation of profits consistent with the primary transfer
pricing adjustment, some jurisdictions having proposed a transfer pricing
adjustment will assert under their domestic legislation a constructive transaction (a
secondary transaction), whereby the excess profits resulting from a primary
adjustment are treated as having been transferred in some other form and taxed
accordingly. Ordinarily, the secondary transactions will take the form of
constructive dividends, constructive equity contributions, or constructive loans.

« Secondary adjustments attempt to account for the difference between the re-
determined taxable profits and the originally booked profits.

« Secondary adjustment are rejected by some jurisdictions because of the practical difficulties they

present. (hypothetical dividend) ﬁ




Safe harbour

« A safe harbour In a transfer pricing regime is a provision that applies to a defined
category of taxpayers or transactions and that relieves eligible taxpayers from certain
obligations otherwise imposed by a jurisdiction’s general transfer pricing rules.

« Simplified rules/ obligations

Benefits

« Compliance relief to taxpayers
 Certainty to taxpayers

« Administrative simplicity

Concerns
 Divergence from ALP

 Risk of double taxation, double non-taxation and mutual agreement concerns
« Possibility of opening avenues for tax planning

 Equity and uniformity issues




Advance Pricing Agreements (Rule 15)

« An arrangement that determines, in advance of controlled transactions,
an appropriate set of criteria (e.g. method, comparables and
appropriate adjustments thereto, critical assumptions as to future
events) for the determination of the transfer pricing for those
transactions over a fixed period of time. An advance pricing
arrangement may be unilateral involving one tax administration and a
taxpayer or multilateral involving the agreement of two or more tax
administrations.

* Bilateral APA is preferable to reduce double taxation
 Action 14 of BEPS (More Effective Dispute Resolution Mechanisms)
 Consult and co-operate in non-adversarial spirit

* Prevent costly and time-consuming examination and litigation
Missing




Intangibles

* Trade intangibles
« Marketing intangibles

 DEMPE (Development, Enhancement, Maintenance, Protection, and
Exploitation)

Details
guidelines

needed in this
regard




AMP (Advertisement, Marketing and Publicity Expenses)
Bright line test (BLT)

* Whether they are international transactions???

Pending final
deliberation by

the Supreme
Court of India




FAR to FARM

 “Market” needs to be added In the equation.

e Taxation where value Is created

 Current profit allocation rules only look at the production side factors
not demand side factors.

* Whether value creation is by producers alone or whether consumers
also create value???



Preparation for Tax Authority

new terrain
Identification of number and type of MNC operating
transfer pricing risk

prior experience
scarcity of resources
identifying, and maintaining database of comparable transactions

assessing the current capabilities and gap
Coordination between various Government Agencies



Preparation for businesses

» TP policies are normally harmonized across the countries

* uncertainty over double taxation risks and the documentation and compliance requirements to fit the law of
land

« Maintaining contemporaneous documentation

At initial state, handholding to comply with the documentation requirement as the local unit would lack the
expertise

« MNC must strictly comply with the Directive and other best international practices



Reference Documents

 OECD TRANSFER PRICING GUIDELINES, 2022
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* TP Directives, 2081



Thank you !!!



