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The enhanced attention of global tax directors towards transfer pricing in
India owes its origin to the recent past. The regulations in their present form
are a product of the findings of the Expert Group set up by the Government

of India in November 1999 to study global transfer pricing practices and
examine the need for such legislation in India. The Indian transfer pricing
regulations are largely based on the OECD guidelines,” though they deviate
in certain aspects. Recently, the second round of transfer pricing audits has
concluded and several MMNEs faced upwards adjustments. Though there are
controversies surrounding many of the issues, this article attempts to
identify aspects critical to the building of a robust yet commercially feasible

Historically, transfer pricing has been a compliance
driven practice in India. However, lately many
companies are re-examining their transfer pricing
pelicies to adapt to the Indian environment. Such an
exercise usually entails revisiting the operating
margins which an Indian subsidiary can earn, given
the expectation of the Revenue. This is indeed a
tough exercise as tax efficiencies and business
policies do not necessarily gel. Nonetheless, devising
a logical transfer pricing structure based on
functional and risk profile is imperative to mitigate
transfer pricing exposure. Experience suggests that
MMEs operating in India operate on either a ‘cost
plus 5% or ‘cost plus 10%’ revenue model, without
much thought or rationale behind such margins. In
the majority of cases, these numbers flow from
global/ regional offices. Consequently, such
companies become soft targets for the Indian
Revenue at the time of audits.

Recent experience with the Revenue has forced
such companies to conduct transfer pricing planning
exercises. Further, MMNEs entering Indian markets or
adding new business lines are factoring transfer
pricing benchmarks in their inter-group pricing
decisions. Such an exercise entails clear articulation
of the functional and risk profile of the Indian
enterprise and leads to the calculation of the
expected economic return. Usually, it is observed
differences in risks assumed, warrant a significant
reduction in expected return as compared to third
parties. Further, access to global brand equity and
knowledge pool can be an important factor, while
determining the value created by the Indian
subsidiary. Therefore, each functional area is (either
on a stand-alone basis or collectively) benchmarked
against prices prevalent in the market.

transfer pricing structure for India.

It is important to understand that the objective
of a planning analysis is not only to calculate the
arm’s length price but alse to harmenise the same
with the business objectives, as much as possible.

India, being a high tax jurisdiction, is seldom the
base to park excessive profits. However, the
aggressive nature of the Revenue authorities and the
nascent stage of the transfer pricing regulations, has
made transfer pricing a sensitive topic in India.
Intelligent structuring options are required where
the functional and risk profile of an Indian
enterprise is suitably altered to justify lower/tax
effective returns. A basic example could be shifting
from an hourly billing arrangement to a ‘cost plus’
revenue model to eliminate the risk of
under-recovery of costs and hence justifying lower
mark-up as compared to third party service
providers.

Unlike many jurisdictions where taxpayers can
enter into an ‘advance price arrangement’ (‘| APA"),
determination of arm’s length price takes place at
the time of finalisation of transfer pricing audits. This
further enhances the need for conducting transfer
pricing planning analysis before commencing
operations in India.

Documentation

Like most jurisdictions, documentation is the
backbone of any transfer pricing assignment in India.
The last five years have seen a major shift in the
manner in which corporates maintain their transfer
pricing documentation, as well as an alignment of
accounting standards (for consolidation) and
corporate governance reporting requirements. Initial
years saw volumes of information, carrying virtually
every possible detail of functionality of the Indian
















