ON THE JOB

Transfer pricing audits shou

S

:d be used by CFQOs to strategise and

mitigate possible adjustments, says Mukesh Butani

he third annual round of trans-

fer pricing audits is underway.

The importance of such an

exercise cannot be over-em-

phasised. The first round of
transfer pricing audits (for fiscal year
ended March 31, 2002) of roughly
800 taxpayers resulled in 25 per cent
facing adjustments; the cumulative
value of those being USD 300 million.
In the following year, according to
estimates, tax demands in excess of
USD 500 million were impaosed as a
result of upward adjustments. Since
any adjustment, whether warranted
or arbitrary, reduces resources avail-
able at entity level, it is imperative
for heads of finance to delve into the
reasons for such adjustments and find
ways of minimising transfer pricing
exposures. The intent of the govern-
ment from a revenue viewpoint is
clear — garnering as many resources
as a result of the new levy.

While mapping strategies for the
future, CFOs must keep an eye on the
trends revealed by the audit experi-
ence thus far. Though only two rounds
of audit have been completed, they
afford valuable insights towards the
waorking of transfer pricing law.

The previous rounds of audit
reveal susceptibility of particular
industries to transfer pricing adjust-
ments. The Revenue Department
closely scrutinised software services,
banking and finance, automobile and
pharmaceutical industries. For infor-
mation technology services, average
hourly rates were used as benchmark
for comparability purposes. This is
contrary to the principle of compar-
ing a transaction wherein focus is on
transactional features as opposed to
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financial parameters. A similar ap-
proach was adopted in the case of
companies engaged in the provision of
Ré&D, software development services
and IT-enabled services. This trend is
certainly worrisome to the industry.

The second round of audit mir-
rored the approach in the first year
of transfer pricing scrutiny. In several
cases, transfer pricing officers placed
greater reliance on adjustments made
in the previous year rather than ex-
amining the documentation afresh.
Thus, in most cases, the taxpayers
subjected to the adjustment in the
prior year faced a similar adjustment
in the succeeding year. Predetermined
revenue targets coupled with paucity
of resources explain excessive reliance
by the Revenue Department on the
prior year’s approach. In view of such
a stance, for companies that have faced
adjustments, it would be prudent for
CFOs to make appropriate provision-
ing or classification as contingent
liability of those sums.

Loss-making companies or compa-
nies with low operating margins were
clearly the targets. Where the taxpayer
offered justification for losses in terms
of market penetration and seeding
strategies or a long-term view of the
Indian market, the Revenue Depart-
ment required the taxpayer to furnish
extensive documentation. In a loss
scenario, instead of furnishing detailed
information at the audit stage, taxpay-
ers can make a convincing case by
establishing a link between business
strategies and actual performance at
the documentation stage itself.

Where information was not in the
public domain, the Revenue Depart-
ment was found to use information
on comparable transactions cbtained
in the course of audit and exclusively
available to it (referred to as ‘secret
comparables’). The Department was
reluctant to share such information
with taxpayers, thereby denying them
the oppoertunity to challenge the com-
parability of such transactions with
the tested transaction. Until courts
clarify the position on use of secret
comparables, the surprise element on
use of such information must be borne
in mind. Though, there is no absolute
prohibition on the Revenue Depart-
ment using secret comparables, this
aspect needs to be examined from the
taxpayers’ rights perspective.

There were numerous technical is-
sues on which no clear and consistent
stand of the Department was discern-
ible. Lack of departmental position
has added to an uncertainty in audit.
Reliance on last year’s order and an in-
consistentstand by the Revenue Depart-
mentunderscores the need for planning
based on worse case scenarios.






