


1. INTRODUCTION AND BACKGROUND

Until 2001, transfer pricing law was not detailed
although certain basic provisions concerning affiliated
parties existed in the income tax legislation. An expert
group (the Group), under the chairmanship of Mr Raj
Narain, was set up by the government in November
1999 to study the global transfer pricing practices and
examine the need for comprehensive transfer pricing
legislation. Based on the recommendations made by
the Group, the government introduced new transfer
pricing provisions in the Union Budget for 2001-2002.
The Finance Act 2001, introduced detailed legislative
provisions relating to transfer pricing of international
transactions between associated enterprises, effective
from assessment year 2002-2003. Consequently, it has
now become imperative that Indian entities ensure
that:
– their cross-border transactions with their group or

associated companies are in line with the newly
introduced Transfer Pricing Regulations;

– prescribed contemporaneous documentation, sup-
porting the intra-group pricing, is maintained in
respect of such transactions; and

– a certificate from a certified public accountant
(CPA) as to the true and correct nature of their
transfer pricing documentation is attached to their
income tax return.

Indian legislation is broadly in line with the OECD
Transfer Pricing Guidelines (OECD Guidelines).2 See
Appendix 1 for an overview of Indian transfer pricing
provisions.

This article will examine the important transfer pricing
considerations for foreign-owned distributors and mar-
keting entities operating in India, and will outline some
of the issues that can be encountered in the event of an
audit by the Indian tax authorities. This article will
seek to spell out an organized approach for designing a
policy for marketing and distribution affiliates by con-
sidering various key factors that would require special
attention.

While this article is focused mainly on foreign-owned
distributors operating in India, the principles stated
herein should apply not only in the reverse situations
involving Indian entities having marketing and distri-
bution affiliates abroad, but also to any other cross-
border situation, due regard being had to the nuances
that may be found in the domestic tax laws of the rele-
vant jurisdictions.

The law is still emerging in India and therefore reliance
has also been placed and useful inferences have been
drawn from the international tax practices in some of
the other developed countries, as well as the OECD
Guidelines and the guidance note (GN) on transfer
pricing issued by the Institute of Chartered Accoun-
tants of India.3

2. INDIAN DISTRIBUTION INDUSTRY

The distribution industry in India is large, diverse and
multi-layered.4 The industry as a whole is primarily
engaged in logistics and the movement of goods from
suppliers (typically the manufacturer of products) to
customers (secondary distributors, original equipment
manufacturers and retailers). In practice, some distrib-
utors also provide technical support in addition to per-
forming sales and marketing functions.

3. FUNCTIONAL PROFILING AND ECONOMIC
CHARACTERIZATION

The economic characterization of an entity is an
important step in a transfer pricing study because it
defines the type and nature of an entity and provides
insight on the type of comparables that will be required
to benchmark the related party transaction. For pur-
poses of economic characterization, a comparison of
the functions assumed by each of the associated parties
(i.e. the principal and the affiliated distributor) is
essential. This analysis is based on a functional analy-
sis, which seeks to identify and compare the economi-
cally significant activities and responsibilities under-
taken by the independent and associated enterprises.5
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1. Partner (international tax and transfer pricing advisory), Sudit K.
Parekh & Co, Mumbai. The author can be contacted at:
narayan.mehta@skparekh.com.
2. Although the OECD Guidelines do not by themselves command the
force of law in any country, they have been explicitly adopted by tax
authorities in a number of countries and have significant persuasive author-
ity in many others (as is the case with India). “The guidelines provided by
the OECD have a persuasive value”. Para. 28.3 GN, at 97.
3. GNs are recommended in nature. A CPA or CPA firm should ordinar-
ily follow recommendations in a GN relating to an auditing matter, except
where the CPA is satisfied that in the circumstances of the case, it may not
be necessary to do so. Compendium of Guidance Notes, Vol. 1 (4th
Ed., 1993), Para. 5.
4. A detailed industry overview of the Indian distribution industry is
beyond the scope of this article.
5. OECD Guidelines, Chap. I, Para. 1.9.
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Before going into the functional analysis for different
shades of distributing and marketing affiliates, it
would be desirable to look at different types of entities
that may be found in practice. The different distribu-
tion and marketing entities may be categorized as
traders and distributors; limited distributors; agents;
and market service providers.6

A full-fledged distributor can be understood as an
entity that performs the normal trading functions of
purchasing goods and selling them, bearing all the risk
in the process. Such a distributor buys and sells goods
in its own name and undertakes all the risks of product
obsolescence, bad debts, etc. Such an entity realizes a
profit or loss from the trading activities, based on its
ability to sell its products to others and to tap unex-
plored markets.

A limited distributor can be defined as an entity that
performs all the activities of a trader but does not
undertake any major risks. Although a limited distribu-
tor performs the same functions as a distributor (i.e.
buys and sells goods in its own name), a limited dis-
tributor is not willing to assume any major risks and
will pass on such risks to the principal.

An agent merely facilitates a meeting of the buyer and
seller; an agent does not itself perform the purchasing
and selling functions, but acts as an intermediary
between the buyer and seller to facilitate the transac-
tion. Normally, such agents are remunerated by way of
a fixed percentage based on sales affected by them for
the principal. The costs incurred in achieving the sales

target are borne by the agent itself out of the commis-
sion receipts.

A service provider is also a type of an agent that is will-
ing to provide marketing and support services without
undertaking any risks of achieving the sales targets. In
other words, a service provider would not like to take
the expenses on its own account, but would like to pro-
vide the services in exchange for reimbursement of all
expenses plus an appropriate mark-up on these
expenses. Therefore, the service provider is assured a
guaranteed return as compensation for services, irre-
spective of the service provider’s performance or
achievement of sales targets.

Against the above conceptual background, the func-
tional analysis under different business models can
now be undertaken.

As noted above, functional analysis becomes signifi-
cant because it defines roles, responsibilities and risks
assumed, and it examines economic substance of the
transactions and the business of the group as a whole.
The OECD Guidelines provide that functional analysis
is an important part of the transfer pricing analysis, as
in dealings between two independent enterprises, com-
pensation generally will reflect the functions that each
enterprise performs.
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6. The distinction between the entities, as used here, deals solely with
how they operate functionally and how they expect to cover the costs of
their services, and has nothing to do with their level of technical sophistica-
tion.

Table 1

Particulars Trader/ Limited Agent/market
distributor distributor service provider

Purchasing activity for finished goods ✓ ✓ –

Determination, negotiation and/or fixing of prices of goods ✓ ✓ ✓1

Determination of inventory controls and ordering of goods ✓ ✓ –

Receiving ordered goods and handling import administration ✓ ✓ –

Quality control of goods purchased ✓ ✓ –

Maintaining distribution network ✓ – –

Warehousing inventory of finished goods ✓ ✓ –

Shipping finished goods to customer ✓ ✓ –

Selling goods to end users/making the buyer and seller meet ✓ ✓ ✓

Selling goods to sub-distributors or other middlemen ✓ ✓ –

Determining sales personnel needs ✓ ✓ ✓

Determining its marketing and remuneration of sales personnel, 
as well as number of staff ✓ ✓ ✓

Determining sales prices for third party customers ✓ ✓ –

Undertaking warranties for normal service obligations ✓ ✓ –

Undertaking warranties for manufacturing defects – – –

Handling customer complaints ✓ ✓ ✓

Handling billing and collection ✓ ✓ –

Providing technical support to customers ✓ ✓ –2

1. May or may not undertake this function.
2. This function may sometimes be provided in practice.



A representative functional analysis based on the dif-
ferences in the role of and functions performed by each
of the above-mentioned entities is in the tables below.7
As the functional analysis looks to functions per-
formed, risks assumed and the intangibles or assets
employed, each of these are considered in turn below.

3.1. Functions performed

The analysis of functions performed aims at identify-
ing all value added activities (i.e. all activities that are
encompassed in development, manufacturing and/or
marketing). The identification of these relevant activi-
ties and processes will aid in understanding the spe-
cific risks and economics associated with the transac-
tions. An analysis of functions commonly performed
by each of the distribution and marketing affiliates is
noted in Table 1 (page 125) and 2.

3.2 Assets owned and intangibles employed

It is also relevant and useful while undertaking a func-
tional analysis to consider the assets that are used. The
OECD Guidelines provide that this analysis should
consider valuable assets, such as intangibles.8

Intangibles owned by any particular organization can
be broadly divided into two categories, namely techni-
cal and marketing intangibles. Technical intangibles
result from experience and expertise gained when a

company goes about performing its business, and com-
monly includes items such as patents and technical
know-how. Marketing intangibles result from a com-
pany’s marketing efforts and the way in which a com-
pany is perceived in its particular marketplace. Mar-
keting intangibles can include items such as
trademarks, trade names and a company’s reputation.

For the transfer pricing purposes, one would expect the
company that owns most of the intangibles, whether
they be technical or marketing intangibles, to receive
most of the income. Therefore, an examination of
which entity within the particular group of companies
owns the group’s intangibles is essential for a transfer
pricing study. Generally, the ownership structure for
assets is noted in Table 3.

3.3. Risks assumed

Risk analysis is generally critical in any functional
analysis. A functional analysis is incomplete unless the
material risks assumed by each party have been con-
sidered, as the assumption or allocation of risks influ-
ences the conditions of transactions between the asso-
ciated enterprises. The OECD Guidelines provide that
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Table 2

Functions performed Traders/ Limited Agent/ Market
distributors distributor service provider

Developing marketing strategy ✓ ✓ ✓

Performing market research and developing new goods ✓ – –

Selecting goods for distribution ✓ – –

Controlling/coordinating marketing activities ✓ ✓ ✓

Developing promotional activities ✓ – –

Training sales force & developing training materials ✓ ✓ ✓

Coordinating marketing strategy implementation ✓ ✓ ✓

Identifying needs for modification of goods ✓ ✓ ✓

Introducing new goods to the marketplace ✓ – –

Planning advertisement and promotional material, as well as the 
media to use ✓ – –

Designing and developing goods catalogues ✓ – –

Processing sales orders ✓ – –

Table 3

Particulars Trader/ Limited Agent/ market
distributor distributor service provider

Owning the warehouse ✓ ✓ –

Owning the business premises ✓ ✓ ✓

Owning trademarks – – –

Owning marketing networks ✓ ✓ ✓

Owning distribution networks ✓ – –

7. It is pertinent to note that this is only a representative functional analy-
sis, which may generally apply. However, in practice, functional analysis
for each specific scenario would have to be determined based on the spe-
cific facts and circumstances of each case.
8. OECD Guidelines, Chap. I, Para. 1.22.



on the open market, the assumption of increased risks
will also be compensated by an increase in the
expected returns.9 In addition, transactions that are
proposed to be compared should be analysed for aggre-
gate risk-content and risk-apportionment between the
parties.10 Table 4 is the general risk-bearing pattern of
entities.

A synopsis of the functional analysis is shown in
Table 5.

Having considered the functional differences, the next
step is to analyse the risk-reward structure of different
distributing and marketing entities. Economics theory
suggests that the profit earned by any individual or
commercial entity is based on the risks undertaken by
that person or entity. The higher the risk assumed, the
higher the reward, and vice versa.11

A service provider is the simplest entity. It enters into
long-term contracts with the principals for providing
market services and would expect the principal to bear
all the costs for those activities. The remuneration of
the service provider for the services would include, in
addition to all the costs being reimbursed, a fixed
mark-up normally based on the costs incurred. Thus,
there will be no instances of losses being incurred by
the service provider; the service provider is assured of
a guaranteed mark-up. The service provider may not
even assume the risk of achieving sales targets. Conse-
quently, the profits of the service provider are also
linked to costs and its remuneration would remain con-
stant irrespective of the sales achieved, even if the
service provider surpasses any sales targets established
by the principal.

Entities which operate under an agency arrangement
for clients and thereby avoid the risk of trading, are
compensated even if the contract is not a commercial
success for the principal, as long as sales are effected
for principal. Although an agent would perform lesser
functions and assume lesser risks, the risk element
remains, to the extent that the success or failure of the

agent’s business (i.e. the agent’s profitability) is
dependent upon the quantum of sales he is able to
effect for the principal (given that agent’s remunera-
tion is generally linked to the sales price of the princi-
pal’s product sold). With the expenses remaining more
or less constant, after breaking even in sales, every
additional sales and consequently every additional
commission receipt will add to the agent’s profitabil-
ity! On the other hand, if the commission agent is
unable to break even on sales, the commission agent
will wind up with losses for not being able to recover
even its operating expenses. Thus, an agent bears more
risks than a service provider, but such risks are less vis-
à-vis those of distributors. In practice, there may also
be situations where the agent is remunerated by a com-
bination of commission and reimbursement of certain
levels or certain types of operating costs.

In contrast, the returns realized by traders/distributors
are more difficult to predict. Once an entity retains an
ownership interest in the results of its business activi-
ties, there is no longer a clear relationship between
costs and revenues. If the sales and distribution effort
for the relevant product eventually turn out to be suc-
cessful, and if the distributor can optimize its eco-
nomic profits12 arising from the use of its distribution
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9. Id., Para. 1.23.
10. Para. 14.5., Guidance Note (GN) on Report on International Transac-
tions under Sec. 92E of the Income Tax Act, 1961, issued by Institute of
Chartered Accountants of India.
11. Theoretically, on the open market, the assumption of increased risk
must also be compensated by an increase in the expected return, although
the actual return may or may not increase depending on the degree to which
the risks are actually realized. OECD Guidelines Chap. 1, Para. 1.23.
12. Economic profits denote excessive profits, over and above the “nor-
mal profits” earned by a particular entity as a result of its possessing certain
tangible or intangible properties, or know-how (e.g. distribution network or
brand name) not possessed by other entities on the market. Other entities on
the market which do not possess the same, would not be able to earn simi-
lar “super profits/excessive profits”, and they would be able to earn only a
normal return on their investments, with which their industry is accus-
tomed.

Table 4

Particulars Traders/ Limited Agent/ market 
distributor distributor service provider

Inventory management and acquisition ✓ – –

Inventory holding ✓ – –

After-sales services ✓ ✓ –

Undertaking credit risk ✓ ✓1 –

Risk of commercial success/failure of business ✓ ✓ ✓

1. It is generally minimal and the risk may be passed back-to-back to the principal.

Table 5

Trader/distributor Limited distributor Agent/market service provider

Takes title Takes title Does not take title

Credit risk Minimal credit risk No credit risk

Inventory risk Minimal inventory risk No inventory risk

Total marketing and distribution Marketing responsibilities limited Marketing responsibilities limited
responsibilities



network, brand name, etc., the distributor may realize
income that is well in excess of the costs incurred in
relation to trading and distributing the relevant prod-
uct. On the other hand, if the relevant product is unsuc-
cessful, it may not generate adequate income and
therefore may not cover the costs incurred in relation
to trading and distribution of the relevant product.

In the ultimate analysis, there are various factors that
go on to determine the success or failure of the distri-
bution business. Unlike the case of agency business,
inventory management skills, including investing in
and holding finished goods inventory, are some of the
most critical factors in determining the distributor’s
total profitability. In addition, the total profitability of
a distributor will depend on, for example, its level of
inventory and credit risks, performance of assembly
and after-sales services, investments in operating serv-
ices, investments in operating assets, and sales and
marketing programmes.

A limited distributor, which performs most of the pri-
mary functions relating to a distributor and yet does
not assume any major risks, generally is not commonly

seen in practice. It combines advantages of both the
entities and seeks to avoid the risks undertaken by
them. The limited distributor’s remuneration will basi-
cally be a margin on sales of goods; the limited distrib-
utor enjoys a margin that it earns as the difference
between purchase and sales cost. However, the limited
distributor does not enjoy generous margins as the full-
fledged distributor may earn, as the former does not
assume any substantial risks. The risks of, for example
product obsolescence, bad debts and inventory holding
are generally passed on to the principal on a back-to-
back basis. Nevertheless, the limited distributor will
enter into purchase/sales contracts like any other dis-
tributor. All in all, a limited distributor bears limited
risk as compared to a full-fledged distributor. To the
extent that the limited distributor expects greater
returns, it will normally be remunerated with a higher
margin than a mere service provider. However, its mar-
gin would be lower as compared to a full-fledged dis-
tributor.

The overall position is illustrated in Figure 1 and 2.
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include also a number of closely linked transactions.30

Consequently, in practice, it may be permissible and
appropriate to benchmark the margins on an aggregate
(rather than transactional) basis.

5.4. Product groupings

Another question that arises for consideration is
whether operating margins should be benchmarked on
an aggregate basis for all the products at large, or on a
product-by-product basis. While it may be permissible
to undertake the analysis at an aggregate level if the
products are similar and the functional analysis is more
or less similar, in practice the tax authorities may dis-
regard the mere similarity of the functions performed
in distribution of dissimilar products. In such a situ-
ation, they may focus more on the product differences
to assess the comparability of the margins. Therefore,
in cases involving dissimilar products, it may be advis-
able to undertake a separate benchmarking analysis for
each of the product lines.

Even in such cases, as an overall sanity check, it may
be advisable to undertake an entity level TNMM
analysis to support the arm’s length nature of the trans-
actions.

5.5. Retroactive adjustments

There may be instances where retroactive changes are
made to transfer prices by the tested entity. While such
adjustments may meet arm’s length expectations, it is
desirable to show some commercial justification. This
assumes significance in the quest to avoid disal-
lowances. In an international context, there have been
cases where the tax authorities have treated such
adjustments as non-deductible for tax purposes and
have limited such changes only on a prospective basis.

Nevertheless, if corrections are anticipated, it is advis-
able to suitably draft the agreement in advance to
address the possible need for such retroactive adjust-
ments between the distributor and the overseas affili-
ate, highlighting that year-end adjustments may be
made if there is a variance between the actual and bud-
geted amounts.

5.6. Introduction of new products

Due to the introduction of new products, in the initial
years losses may be incurred, or the operating margins
of the foreign principal or its affiliated distributor (as
the case may be, depending on which party undertakes
the market penetration, the overseas principal or its
affiliated Indian distributor) may be lower. In such
cases, it would be relevant to note at the outset which
party is undertaking the market penetration – the over-
seas principal or its affiliated Indian distributor.

For example the penetration of the market by the dis-
tributor may be accomplished through enhanced mar-
keting or price reductions to end customers. Interna-
tional practice seems to suggest that tax authorities
have by and large accepted a reasonable level of oper-
ating losses incurred by a distributor if such losses
result from the launch of new products, provided that

the losses are limited in duration (e.g. not more than a
few years),31 and there is an expectation of earning a
normal profit margin after the initial introductory
period.

Similarly, the penetration of the market by the princi-
pal may be accomplished through a reduction of the
prices at which goods are supplied to its affiliated dis-
tributor. For example in practice, there are situations
where the transfer price of the products purchased by
the distributor is often reduced actually to fund the
advertising so that, in substance, the distributor does
not bear the advertising costs. In the author’s opinion,
in selecting comparables to support the transfer price,
it is essential to identify comparables companies that
handle advertising expenses in a similar manner. Alter-
natively, it would be desirable to make suitable adjust-
ments to account for this difference and to make an
apple-to-apple comparison.

In addition, in certain situations it may arise that an
overseas affiliated principal treats the local market as
its own in an effort to expand sales of new products. In
such a case, such costs of market penetration could be
treated as costs of the overseas principal rather than the
distributor. These should be adjusted by means of a
lump-sum charge to the principal or by way of an
adjustment to the transfer price itself.

All in all, the rule of thumb (and international experi-
ence suggests as much) is that the tax authorities
expect the party suffering losses from a market pene-
tration strategy will or should eventually receive the
related benefit. It is therefore recommended that tax-
payers properly document any market penetration
strategy, considering the facts and circumstances of
each case. This is because information about both the
target market and the strategy itself will aid the tax-
payer in establishing the credibility of its claim that it
was pursuing a market penetration strategy.

Documentation to be maintained in relation to market
penetration strategy might include:
– information about the target market, such as:

– the market sought to be penetrated;
– the level of penetration sought as a percentage

of any existing market;
– expected demand for the product or service in

this market before, during and after the imple-
mentation of the strategy;

– niche opportunities within that market;
– information about competitors in that market,

including their respective market shares and
information about their products;

– any plans to counter competitor’s responses to
the strategy; and

– where the market is likely to be affected by
government policies, subsidies or regulations
(which could affect the nature of the product or
service sought to be delivered into that market
and the related costs of production), any such
policy and its effects on profitability and pric-
ing;

© 2006 IBFD

134 ITPJ MAY/JUNE 2006

30. Rule 10A(d).
31. The number of years in each case would vary based on the precise
facts and all the surrounding circumstances of the case.



– information about a market penetration strategy,
such as:
– an outline of the strategy and its aims, includ-

ing a detailed sales plan;
– identification and quantification of the antici-

pated costs associated with the strategy for the
parties involved, how such costs are to be
shared and the means of effecting that sharing
between the parties;

– a statement of the reasons for variances where
actual sales and costs deviate from the plan;

– an outline of the intended duration of the strat-
egy;

– specification of the benefits sought to be
obtained by the parties to the strategy;

– identification of the anticipated time it will
take to realize the benefits or profits for the
respective parties to the strategy;

– a cost-benefit analysis and cash flow projec-
tion clearly indicating the intention of all par-
ties to the strategy to derive increased profits
within a reasonable time from the commence-
ment of the market penetration strategy;

– for companies engaged in marketing strategies,
forecasts that show a reasonable level of profit.
In addition, associated parties should suitably
draft a contractual agreement that makes it
clear that the future benefits will be allocated
in accordance with the associated risks and
costs; and

– in addition to the factual information pertain-
ing to the market being targeted as noted
above, independent benchmarking can help
taxpayers to establish the arm’s length nature
of the margins, which can form a part of the
strategy itself. Taxpayers would be well
advised to document any such comparability
benchmarking studies conducted, either prior
to the formulation of the pricing strategy or, at
the latest, prior to implementation of the strat-
egy.

While the tax authorities in the countries of affiliated
distributors may not challenge market penetration pay-
ments from overseas affiliates because the same would
result in an increase in reported income to the affiliated
taxpayer, it is nevertheless very important to properly
document the market penetration strategy and the
underlying rationale from the tax perspective of the
manufacturer or affiliated principal as well. For exam-
ple it is imperative to assess whether such penetration
payments are tax deductible in the affiliated manufac-
turer’s tax jurisdiction.

After claiming a tax deduction for the marketing costs,
the following questions are likely to be encountered
from the tax authorities. Thus, the taxpayer would be
well advised to keep these questions in mind when for-
mulating its transfer pricing strategy:
– At what stage in the distribution chain does the dis-

tributor operate?
– Was the distributor involved in a market penetra-

tion strategy and, if so, at what point is it expected
to realize a return on its investment?

– How was this strategy documented and is it likely
that an unrelated party in similar circumstances
would embark on such a strategy?

– What level of advertising, marketing and promo-
tion expenses would be incurred by an unrelated
party in similar circumstances and for how long?

– How are advertising, marketing and promotional
expenses divided among normal operating costs,
market penetration costs and new product launch
costs?

– What expenses comprise the distributor’s advertis-
ing, marketing and promotion expenses?

– If such expenses are shared between the distributor
and a related company, how was the allocation
determined?

– What is the nature of the advertising, marketing
and promotion performed by the distributor?

– How do the distributor’s overseas affiliates address
this issue with other related party distributors in
those countries?

– What support, if any, did the distributor receive
from overseas affiliates in pursuit of its market
penetration strategy or new production launch
costs?

– What are the growth trends in the distributor’s
industry and how did its efforts compare to those
trends?

– Who are the distributor’s key competitors in the
relevant jurisdiction, what has been the distribu-
tor’s market share and sales growth, and how do
gross margins compare?

– What contemporaneous documentation exists to
support the above?

5.7. Technical assistance or service fees

Sometimes a distributor may procure certain services
or assistance from its overseas affiliated principal,
which it cannot perform itself or where the principal
has certain expertise. Payments for such services also
must be made on an arm’s length basis. Such service
fees may be based on a cost reimbursement or cost-
plus basis, depending on the nature of the services.
Internationally, the tax authorities have insisted on
compensation commensurate with the beneficial value
of the services, and require a written agreement. A
mark-up of actual direct and indirect costs will suffice
if there is proper documentation.

The tax authorities may challenge service arrange-
ments which lack proper substantiation or which are
not supported with proper documentation. The OECD
Guidelines state that if the payments represent share-
holder or stewardship services32 (e.g. services per-
formed solely for the benefit of the overseas parent in
its capacity as a shareholder), the payments may not be
deductible. It is therefore recommended that the serv-
ice agreement and supporting documentation be prop-
erly reviewed to determine whether stewardship serv-
ices have been provided.

In practice, overseas affiliated principals often tend not
to charge separately for services but rather adjust the
price of the product itself. In other words, technical
assistance or service fees otherwise separately payable
by a distributor are often eliminated or subsumed in the
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price of imported products itself, and the price of the
product is enhanced accordingly. However, this may
not be the most tax-efficient way of doing things, as
the incidence of customs duties on the importation of
goods into India might increase. Even if this were
done, it would be desirable for the distributor to be able
to break up the sales price of the imported goods into
service fees and the actual consideration for the trans-
fer of goods. This is because tax authorities may be
inclined to evaluate the gross profit margin of the dis-
tributor rather than its operating profit.

It is pertinent to note that in addition to the transfer
pricing implications, there can also be tax implications
in India. Most Indian income tax treaties include the
service permanent establishment (PE) clause which
generally33 reads as follows:

3. An enterprise shall be deemed to have a permanent
establishment in one of the Contracting States and
to carry on business through that permanent estab-
lishment if:
[…]
(c) it furnishes services, including managerial serv-
ices and those mentioned in sub-paragraphs 3(h) to
(k) of Article 1234 but not those services in respect
of which payments or credits that are royalties as
defined in Article 12 are made, within one of the
Contracting States through employees or other per-
sonnel, but only if those services are furnished
within that State:
(i) for a period or periods aggregating to more than

90 days within any 12-month period; or
(ii) for another enterprise, if both enterprises are

within either of the relationships described in
sub-paragraphs 1(a) and (b) of Article 9.35

Thus, depending on the duration and nature of the serv-
ices, there may be a risk that an overseas affiliate could
be deemed to have a PE in India as a result of its activ-
ities. If the services are ongoing and the overseas affil-
iate’s technicians repeatedly travel to India to perform
the services, this risk may be enhanced.

In any case, technical assistance fees are subject to
withholding taxes under most Indian treaties. Conse-
quently, services rendered by an overseas affiliate to an
Indian distributor might generally have withholding
tax implications. Some Indian treaties (e.g. with Mau-
ritius, Nepal and Malaysia) do not contain a clause
regarding fees for technical services. In situations
involving such treaties, there may not generally be a
withholding tax implication under the applicable treaty
and the income may escape taxation in India in the
absence of a PE. However, care must be taken to
ensure that services rendered are not capable of being
recharacterized as royalties. For example if the tax
authorities were to conclude that said services pro-
vided by the overseas affiliate represent the provision
of know-how or other related intangibles, the tax
authorities may be inclined to reclassify such pay-
ments as royalties. While such a reclassification may
not lead to any adverse impact under most Indian
treaties because the rates of withholding taxes in India
for royalties and fees for technical services are gener-
ally the same, under certain treaties (noted above) con-
taining no clause on fees for technical services, such a
reclassification may have a significant impact in terms
of withholding tax incidence in India.

Finally, depending upon the nature of services, there
could also be a 10.2% service tax imposed in India.

5.8. Agency arrangements and potential tax
implications

Care should be exercised in establishing commission
agents because of potential PE issues with regard to
overseas affiliates. Most Indian treaties provide that
where an overseas affiliate has its own employees
working at a fixed place of business in India, the over-
seas affiliate may be deemed to have a PE in India.
More importantly, most Indian treaties include an
agency PE clause which generally reads as follows:

Notwithstanding the provisions of paragraphs 1 and 2
where a person other than an agent of an independent
status to whom paragraph 6 applies is acting in one of
the Contracting states on behalf of an enterprise of the
other Contracting State, that enterprise shall be deemed
to have a permanent establishment in the first men-
tioned Contracting state, if:
a. he has and habitually exercises in that Contracting

State an authority to conclude contracts on behalf of
the enterprise, unless, his activities are limited to
the purchase of goods or merchandise for the enter-
prise; or

b. he has no such authority, but habitually maintains in
the first mentioned Contracting state, as stock of
goods or merchandise from which he regularly
delivers goods or merchandise on behalf of the
enterprise.36

Thus, under Indian rules, if a foreign company does
business through an agent in India which habitually
conducts activities such as taking orders or negotiating
contracts between the foreign affiliate and its cus-
tomers in India, the agent may be regarded as a PE of
the foreign affiliate.

Internationally, as an alternative to commission agent
arrangements, an increasing number of distributors are
being structured as limited distributors which assume
some risk in taking title. However, the use of a limited
distribution arrangement may reduce, but not elimin-
ate, potential PE exposure. This is because what is
truly relevant is the economic substance of the transac-
tion, not merely the legal form of the transaction
(which is not suitably supported by the economic sub-
stance of the transaction).

5.9. Foreign exchange risk

Foreign-owned distributors may respond to the cur-
rency changes in varying ways. The risk may be borne
by the overseas manufacturer, distributor or both. Tax
administrators would obviously expect that the transfer
pricing mechanism will include an exchange rate
adjustment similar to that which would be applied by
unrelated parties in similar circumstances, so that the
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33. The service PE clause of the India—Australia tax treaty has been cited
here as an example. However, there may be notable exceptions in various
other treaties, and it is advised to refer to the applicable income tax treaty
for the terms of the specific service PE clause.
34. Art. 12(3)(h) to (k) relate to the inclusion of certain payments and
credits in the definition of royalties.
35. Art. 9(1)(a) and (b) consider two enterprises to be “associated enter-
prises” under certain circumstances.
36. As an illustration taken from the India—France treaty.



foreign exchange risk is not assumed by the distributor
over a long period of time.

6. DOCUMENTATION

The obligation to maintain appropriate documentation
arises under Sec. 92D, read with Rule 10D. The objec-
tive is to require the taxpayer to keep and preserve all
such records as may be necessary and relevant to
understand the taxpayer’s intercompany transfer pric-
ing policy. The obligation to maintain documentation
therefore rests with every taxpayer that has entered
into cross-border international transactions. As such,
every taxpayer in these circumstances must perform a
thorough review of its documentation to arrive at an
acceptable price for the distributorship arrangement, if
it is to avoid potential penalties under Indian transfer
pricing rules.

Indian rules provide that the documentation require-
ments are not applicable where the aggregate value of
international transactions entered into by the assessee
does not exceed INR 10 million. Having stated that,
the rules go on to add that even in cases where the
aggregate value of international transactions does not
exceed INR 10 million, the assessee should be able to
substantiate, based on the available material, that inter-
national transactions entered into by it are in accord
with the arm’s length principle.

The GN provides that the information which the
assessee may be called upon to furnish, and in the
absence of which the tax authorities may substitute the
arm’s length price, should be that which the assessee
has in its possession and that which is capable of being
furnished.37 The OECD Guidelines also provide that
the taxpayer should not be expected to have prepared
or obtained documents beyond the minimum needed to
make a reasonable assessment of whether it has com-
plied with the arm’s length principle.38

The OECD Guidelines further provide that the exten-
siveness of documentation should be determined in
accordance with the same prudent business manage-
ment principles that would govern the process of eval-
uating a business decision of a similar level of com-
plexity and importance. Moreover, the need for the
documents should be balanced by costs and adminis-
trative burdens, particularly where this process sug-
gests the creation of documents that would not other-
wise be prepared or referred to in the absence of tax
considerations. Documentation requirements should
not impose costs and burdens disproportionate to the
circumstances on taxpayers. Taxpayers should
nonetheless recognize that adequate record-keeping
practices and voluntary production of documents facil-
itate examinations and the resolution of transfer pric-
ing issues that arise.39 The OECD Guidelines have
emphasized the necessity of preserving an acceptable
balance between the need for tax authorities to be able
to secure adequate information and the justifiable plea
of taxpayer not to be overburdened by documentation
requirements.

The documents and information should be maintained
for eight years from the end of the relevant assessment
year.

Indian rules provide that the information and docu-
ments prescribed should, as far as possible, be contem-
poraneous and should exist at the latest by due date for
filing the transfer pricing report. Sec. 92D provides
that requested documents must be furnished within 30
days of demand, extendable by another 30-day period.
For a detailed discussion of the documentation require-
ments, see Appendix 2.

6.1. Approach to documentation maintenance

The documentation process for a distributor is crucial
to providing the tax authorities with the necessary evi-
dence in support of the arm’s length price. Even though
Indian rules contain detailed transfer pricing documen-
tation requirements in general, no specific guidance
has been given with regard to distributors. Nonethe-
less, one would not be correct to assume that a tax-
payer need not prepare the necessary documentation to
substantiate prices under a distributorship agreement.

Around the world, taxpayers by and large view record
keeping as a bureaucratic burden and a financial drag
on their businesses. However, organizations that
approach record keeping in an organized and system-
atic manner, and with the right attitude, do genuinely
benefit. The advantage of maintaining accurate docu-
mentation contemporaneously is that organizations can
assess their systems effectively, can review each entity
accurately and therefore are in a better position to
effectively respond to queries posed by the tax author-
ities in the course of audits. Senior management and
in-house tax departments that adopt this practice tend
to have fewer problems with tax authorities and are in
a better position to establish a working relationship of
mutual respect with the tax authorities.

Moreover, documentation is important for both the dis-
tributor and the principal. Specifically, the best defence
in the face of any tax or transfer pricing audit examina-
tion is the preparation of adequate and sound docu-
mentation and evidence supporting that the transfer
prices are justified.

To this end, this article will present a comprehensive
overview of the documentation that must be presented
to adequately substantiate transfer prices in the case of
distributors. Having said that, only an overview of the
documentation that generally needs to be maintained
in the case of distributors will be provided; the docu-
mentation to be maintained in each individual case
must be determined based on all the facts of that spe-
cific case.

However, considering the details of what documenta-
tion must be maintained, it would be advisable to
understand the approach of the tax authorities around
the world with regard to the taxation of marketing/dis-
tribution affiliates under transfer pricing provisions.
Although a distributor suffering sustained operating
losses may be more vulnerable to audit by the Indian
tax authorities, even a distributor earning profits may
be prone to audit, especially if the margins are low. The
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37. Para 16.3 GN. The OECD Guidelines also express a similar view-
point.
38. OECD Guidelines Para. 5.7.
39. Id., Para. 5.28.



tax authorities may attempt to increase a distributor’s
profits or reduce its losses by focusing on the follow-
ing issues:
– adjusting the transfer price of products imported by

a distributor from affiliates to reflect more accu-
rately the risks assumed and functions performed
by both parties;

– capitalizing a portion of the advertising, marketing
and promotion expenses on the grounds that it cre-
ates a future benefit to the distributor as it contin-
ues to market the products in India or, if the dis-
tributor is a start-up business, treating a portion of
the advertising, marketing and promotion expenses
as capitalized start-up expenses;

– allocating a portion of the distributor’s advertising,
marketing and promotion expenses to overseas
affiliates as representing costs incurred on behalf
of overseas affiliates and their ownership of intan-
gibles;

– disallowing a portion of the distributor’s advertis-
ing, marketing and promotion expenses deemed
not to be reasonable and necessary;

– disallowing royalties paid by a distributor to its
overseas affiliates for the transfer or use of intangi-
bles;

– adjusting or disallowing technical assistance or
service fees to reflect the fair market value of the
benefit received by the distributor;

– reclassifying technical assistance or service fees as
royalties subject to withholding taxes;

– imputing or adjusting income to the entity in the
form of a profit mark-up over the advertising, mar-
keting and promotion expenses as compensation
for its marketing efforts on behalf of overseas affil-
iates; and

– adjusting income earned by a commission agent.

6.2. Documentation requirements

The first step in the documentation process is to docu-
ment the analysis of the business and industry in which
the distributor operates. This documentation is like the
introduction to the transfer pricing documentation that
could conceivably help inform the tax authorities
about the company and the industry. The industry
analysis, if well executed, should provide the tax audi-
tor with an excellent overview of the demand and
value drivers within the industry and the company’s
position within the industry. This can also provide an
overview of the company’s growth objectives, given
the evolution of the industry sector and the competitive
dynamics within the industry. It can be an effective
tool to highlight industry-wide or company-specific
conditions that may enhance the need to enter into dis-
tributorship agreements. The corporate overview and
industry analysis provide a bird’s-eye view of the over-
all corporate imperatives for various functions being
performed by the related parties within the multina-
tional group.

The next step is to clearly specify the members of the
group and the nature of their association with each
other (i.e. the parent company, as well as the sub-
sidiaries and the group companies). A description of
the corporate history may also be useful to highlight
the evolution of the company and some of the assump-

tions underlying the business arrangements. It is also
necessary to understand and document the organiza-
tional structure and the functions performed by differ-
ent entities in the group.

Once the business model and the group structure have
been identified and documented, the next step is to
identify all relevant international transactions. In this
context, it is also prudent to present an organizational
chart to clearly identify the related parties that are
involved in the international transactions. The identifi-
cation of transactions is of paramount importance, as
care must be taken to ensure that all transactions,
regardless of how routine they may seem, must be
identified and documented. It may be possible that
some intercompany transactions will fail to be identi-
fied if proper prudence is not exercised.

The next step is the documentation of the functions
performed by various associated entities and the eco-
nomic characterization of the relevant associated entit-
ies. A detailed functional and risk analysis, corrobo-
rated with a comprehensive economic characterization
of intercompany transactions, aids in providing an
insight into the relative functions performed, assets
employed and risks assumed by the associated enter-
prises. As with any other transfer pricing issue, it is
extremely important in determining transfer pricing for
distributors to first characterize the relevant transac-
tions. All aspects of a transaction must be analysed.

At a minimum, it is generally advisable that the fol-
lowing documentation be maintained with regard to
distributorship agreements. The following information
is useful in preparing for a transfer pricing examination
during a tax audit:
– a written, binding service contract between the dis-

tributor and the principal seller. The contract
should at a minimum set out:
– details of the group companies which may be

covered under the agreement;
– full details of the nature and extent of the func-

tions to be performed, assets to be owned and
risks to be assumed by the parties;

– the basis for determining the transfer prices;
– the basis for periodic price increases (if appli-

cable);
– the times at which invoices will be issued;
– the time for payment of invoices;
– the charges for late payment of invoices/out-

standing accounts;
– restrictions on manufacture and sale of similar

and/or competitive products;
– responsibility for patent and trademark regis-

trations; and
– the nature of the relationship (exclusive or non-

exclusive);
– documents (e.g. meeting notes and draft agree-

ments) to show that the contract was concluded
only after bona fide (bilateral) negotiations regard-
ing its terms;

– the documentation that the distributor undertakes
to supply in support of the prices charged (e.g.
price lists, copies of invoices and copies of con-
tracts with end customers) to ensure that the prices
charged are justifiable on an arm’s length’ basis;
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– details from the payee, which include:
– full details of products distributed together

with pricing policies and strategies for prod-
ucts distributed;

– confirmation that the price calculation is in
accord with the distributorship contract;

– a statement from a foreign CPA certifying the
total turnover of the overseas affiliated princi-
pal upon which the total commission payable
to the Indian agent has been calculated; and

– any other documents that support the price
charged. In particular, any substantiating docu-
mentation which must be tendered in accord-
ance with the contract of distributorship;

– explanations of significant changes in the distribu-
tor’s profitability levels, if any;

– recent information on the distributor and its affili-
ates, including:
– company profits;
– pamphlets, catalogues, etc.;
– annual reports;
– organization and ownership; and
– structure of the distributor and overseas affili-

ates;
– if possible, profit and loss statements of the distrib-

utor and overseas affiliates with which it has trans-
actions, including details regarding:
– the distributor’s sales and cost of sales;
– the distributor’s advertising, marketing and

promotion expenses; and
– reimbursable costs provided for under service

agreements; and
– any other relevant information.

7. STRUCTURING OPTIONS FOR PROPOSED
MARKETING OR DISTRIBUTORSHIP
ARRANGEMENTS: PRACTICAL ISSUES

The structuring of marketing or distributorship
arrangements in India in respect of a foreign company
wishing to establish a place of business in India, will
often involve a host of issues, such as exchange control
regulations (Foreign Exchange Management Act,
FEMA), international tax implications (e.g. creation of
a PE and withholding tax issues), customs duties, serv-
ice tax and VAT and, above all, commercial considera-
tions. While transfer pricing considerations also apply,
they certainly must be worked out in tandem with
some of the other issues referred above.

Basically, there are two variants for marketing or dis-
tributorship arrangements that may be adopted subject
to various commercial considerations. The first option
is that the foreign affiliate deals with Indian customers
directly, and the Indian entity performs only very lim-
ited agency functions (e.g. marketing, business promo-
tion and functioning as a liaison) and bears very mini-
mal risks, if any. The other alternative is to have a
distributorship arrangement in India whereby the dis-
tributor buys and resells goods in its own name and
capacity, thereby also assuming some risks (the differ-
ence between a principal distributor and a limited dis-
tributor, as discussed above, assumes significance
here). The two alternatives are illustrated in Figure 3
and 4.

Figure 3

Agency/Service provider model:

Direct sale of goods
Service fee/
Commission

Marketing/
Liaison function

Figure 4

Distributor model:

No direct nexus

Purchase of goods

Sale of goods

In the agency/service provider model in Figure 3, X
Inc. sells goods to customers, and charges and receives
payment for the goods directly. X Ltd. provides only
agency/marketing services to X Inc. for a commis-
sion/service fee.

In the distributor model in Figure 4, X Ltd. buys goods
from X Inc. for purposes of trading in these goods.
These goods are further sold to the end customer by X
Ltd., and X Ltd. receives payment for the goods sold.
Here, the end customers are in direct contact with the
distributor (X Ltd.) and they have no privity of contract
with the principal (X Inc.).

Various implications and factors that must be kept in
mind from a planning perspective when deciding on an
entry strategy and pricing policy are discussed below.

7.1. Commercial considerations

A prospective foreign principal company wishing to
establish a marketing/distributorship arrangement in
India obviously must keep commercial considerations
in mind when deciding on the agency or distributor
model noted above. Needless to say, the commercial
considerations generally outweigh tax and transfer
pricing considerations. For example if one of the com-
mercial considerations is that Indian customers (gener-
ally government-owned corporations) prefer to enter
into contracts only with a local Indian entity and the
products are such that the lead delivery time must be
short, the agency option in most cases can be ruled out.
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7.2. Tax and transfer pricing considerations

A distributor has more fluctuating or volatile profit
margins, whereas a routine marketing service provider
has lower but more or less constant or guaranteed
profit margins, even when the affiliated principal fares
badly in relation to the territory in which the concerned
market service provider operates. Therefore, the
amount of taxable profits and the tax incidence thereon
in the host country varies depending on the model
eventually selected. Consequently, the eventual selec-
tion of the service provider model vis-à-vis the distrib-
utor model may be dependent upon the management’s
decision of whether the overseas affiliate is to be
regarded as a profit centre or a cost centre.

7.3. Creation of a permanent establishment

Under the agency/service provider model, there is a
high possibility of triggering the existence of an
agency PE, if the Indian-affiliated agent is to be
regarded as a dependent agent under the applicable tax
treaty. This possibility may be avoided or minimized
by suitably drafting the service agreement and taking
other necessary safeguards.

However, under the distributor model, because the
transactions are on a principal-to-principal basis
between the foreign principal and the affiliated Indian
distributor, the possibility of the triggering the exist-
ence of a PE is generally minimized.40

7.4. Withholding tax incidence

When the goods are sold under the service provider
model, the remuneration received by the service
provider is in the form of a service charge or service
fee. Such payments may be subjected to withholding
tax in the foreign country in which the affiliated prin-
cipal is based, if such payments are treated as fees for
technical services under the applicable treaty between
India and the foreign country or under the domestic tax
laws of the foreign country. While a credit for such
taxes is available in India, the withholding tax may
nevertheless have cash flow implications. Also, if the
withholding tax incidence is very high, the tax credit
may be wasted, especially if the profits of the Indian
service provider are going to be determined on a cost-
plus basis.

Under the distributor model, as the transactions are on
a principal-to-principal basis between the foreign prin-
cipal and the affiliated Indian distributor, there may not
be any withholding tax implications unless certain
technical support services are rendered by the principal
to its affiliated Indian distributor.

7.5. Fixed and working capital requirements

The distributor model envisages the purchase and sub-
sequent resale of goods by the distributor. The pur-
chase of goods may often require investment in inven-
tory and infrastructure for maintaining that inventory.
The fixed capital and working capital requirements are
both high, especially if the goods are bulky and of high

value. The distributor also must maintain adequate
funds to meet its working capital requirements.

By contrast, the agency/service provider model is a
simplified one, and there are fewer cash flow concerns,
as the fixed and the working capital requirement for
such a service provider are less. The service provider is
involved only in limited activities such as marketing or
functioning as a liaison. Consequently, it could period-
ically charge the principal foreign affiliate for the serv-
ices rendered and would not need a vast level of funds
to be tied up in fixed and working capital.

7.6. Service tax

When goods are sold by the foreign affiliate directly
under the agency/service provider model, a question as
to the applicability of service tax41 might arise.42 This
issue does not arise under the distributor model (as the
intra-group transactions involve purchase and sale, and
no element of service is involved).

7.7. Local sales tax and VAT

When the goods are sold directly to the end customer
under the agency/service provider model, such sales
are regarded as sales in the course of import and may
not be liable to VAT (formerly sales tax) in India. How-
ever, under the distributor model, sales between the
distributor in India and the end customer could attract
VAT, depending on the nature of the product dealt with
and other facts and circumstances of the case.

7.8. Customs duties and import duties

When the goods are sold through an affiliated distribu-
tor, additional compliances are required under the Cus-
toms Act, 1962. For example the matter will be
referred to the Special Valuation Bureau (SVB) for
investigation to determine whether the close relations
between the parties have influenced the pricing of
goods. In such situations, the customs department
levies a revenue deposit, in addition to the normal
duties.43

7.9. Agency model vs. distributor model:
summary

Various factors must be kept in mind in addition to
transfer pricing when deciding on the appropriate entry
strategy and the eventual operating model to be used.
In the ultimate analysis, transfer pricing policy must be
developed in tandem with other commercial, regula-
tory and tax considerations.
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40. However, whether or not a PE is constituted is very fact sensitive and
would depend upon the precise facts and circumstances of each case. In
addition and in any case, whether or not there is any attribution to the said
agency PE thus constituted, over and above the profits assessed in the hands
of the distributors would also depend on the facts of the case.
41. Service tax is the tax currently levied on services specified under the
Finance Act. At present over 85 services are covered under the service tax
net and service tax is levied at 10.2%. 
42. In appropriate cases, based on the specific facts and circumstances of
the case, it may be possible to claim an exemption from service tax.
43. Generally 1% on assessable value.



8. CONCLUSION

With formal transfer pricing regulations having been
introduced and implemented in India for more than
three years now, foreign-owned distributors would be
well advised to contemporaneously document pricing
arrangements and practices, and prepare in advance for
inevitable transfer pricing examinations. Taxpayers
that have not performed the necessary analysis and
maintained adequate documentation run the definite
risk of being audited and their incomes being
reassessed by transfer pricing authorities. Undoubt-
edly, the best defence for a distributor is a thorough
evaluation process, with the help of transfer pricing
experts that results in adequate documentation to pres-
ent the most persuasive case before the tax and transfer
pricing authorities.

Experience shows that many companies fail to develop
a coordinated approach. Moreover, it has been noticed
that in formulating the pricing strategy, many com-

panies fail to work out the overall business strategy in
tandem with various other tax and non-tax considera-
tions. Formulating a holistic transfer pricing strategy
for the distributorship arrangement requires a good
understanding of various international tax planning
principles, which in turn requires detailed knowledge
of various tax treaties, in addition to a thorough under-
standing of the laws and practices in the home and host
countries. For example there is no point in formulating
a pricing policy that satisfies the tax authorities of the
home jurisdiction but which is not acceptable to the
foreign tax authorities, which does not achieve the
overall management objectives or which does not opti-
mize the after-tax cash flows for the group as a whole.
In fact, there are various permutations, combinations
and considerations that must be kept in mind and bal-
anced when formulating a holistic transfer pricing
strategy. The overall message is that it is imperative to
consider all of these in designing a suitable transfer
pricing policy.
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APPENDIX 1

Overview of transfer pricing regime

The provisions of the rules apply to “international
transactions” between two or more “associated enter-
prises”, either or both of which are non-residents,
which involve:
– the purchase, sale or lease of tangible or intangible

property;
– the provision of services;
– the lending or borrowing of money;
– cost allocation, apportionment or contribution

arrangements; or
– any other transaction affecting the profits, income,

loss or assets of such enterprises.

Taxpayers must use any of the specified methods in
computing the arm’s length price in international trans-
actions, namely the CUP method, resale price method,
cost-plus method, profit split method, TNMM and any
other method that may be prescribed.

The appropriate method to be adopted should be that
which is best suited to the taxpayer’s situation and will
depend on the nature of the transaction or type of trans-
actions, type of associated persons, functions per-
formed and other factors which may be specified.

Taxpayers must maintain prescribed information and
documents with regard to international transactions for
review by the income tax authorities during audit and
appeal proceedings. Taxpayers that enter into interna-
tional transactions also must file a prescribed report
using Form 3CEB from Chartered Accountant, by the

specified date, i.e. 31 October for corporate taxpayers
and 30 September (for assessment year 2003-2004) for
non-corporate taxpayers.

Under the new provisions, the tax authorities, based on
information or documents in their possession, may
make adjustments in computing the income of the tax-
payer from international transactions using arm’s
length pricing, if, in their opinion:
– the price charged in the international transaction is

not an arm’s length price;
– the information and documents relating to interna-

tional transactions has not been maintained by the
taxpayer as prescribed;

– the data used in computing the arm’s length price is
not reliable or correct; or

– the taxpayer has failed to furnish the information
and documents called for by the tax authorities.

If transfer pricing adjustments are made to the tax-
payer’s income, the benefit of tax exemption or deduc-
tion under Sec. 10A/10B/Chap. VIA is not available to
the adjustments, even if the taxpayer is otherwise eligi-
ble for a tax deduction under these sections with regard
to such income.

Penalty provisions are provided for non-compliance
with the requirements under the new transfer pricing
regime.

At present, there are no advance pricing arrangements
in India to reduce the uncertainty concerning the view
that the tax authorities might take regarding a particu-
lar transfer pricing strategy.



APPENDIX 3

Nature of the documentation required

Sec. 92D, read with Rule 10D, prescribes comprehen-
sive documentation requirements, as follows.

Primary documentation

– A description of the ownership structure of the
assessee enterprise with details of shares or other
ownership interests held therein by other enter-
prises.

– A profile of the multinational group of which the
assessee enterprise is a part, along with the name,
address, legal status and country of tax residence
of each of the enterprises included in the group
with which international transactions have been
entered into by the assessee, and ownership ties
between them.

– A broad description of the business of the assessee
and the industry in which the assessee operates,
and of the business of the associated enterprises

with which the assessee has entered into transac-
tions.

– The nature and terms (including prices) of interna-
tional transactions entered into with each associ-
ated enterprise, details of property transferred or
services provided and the amount and the value of
each such transaction or class of such transactions.

– A description of the functions performed, risks
assumed and assets employed or to be employed
by the assessee and by the associated enterprises
involved in the international transactions.

– A record of the economic and market analysis,
forecasts, budgets and any other financial estima-
tion prepared by the assessee for the business as a
whole and for each division or product separately,
which may have a bearing on the international
transactions entered into by the assessee.

– A record of uncontrolled transactions taken into
account for analysing the comparability thereof
with the international transactions entered into,
including a record of the nature, terms and condi-
tions relating to any uncontrolled transaction with
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APPENDIX 2

Adjustments to increase financial comparability

There are three standard working capital adjustments
that may be effected in order to enhance comparability
of the tested entity. The adjustments may be on account
of the following.

Inventory differences

Differences in the normal ratio of inventory-to-sales
imply differences in services provided with respect to
sales of goods. A company with high inventory levels
presumably is offering its customers more conven-
ience through, for example, faster shipment and
greater variety. According to economic theory, the
price of the product, and therefore the resale margin,
tends to reflect this difference in the goods or services
package, as otherwise sellers would have no incentive
to offer the higher level of convenience. Therefore, to
increase the comparability of third parties to tested par-
ties, sales of the third parties should be adjusted by the
imputed value of any difference in the inventory-
related services provided. Thus, sales of the compara-
ble should be reduced if its normal inventory-to-sales
ratio is higher than that of the tested party, to provide
the comparable with the level of sales it would be
expected to have, other things being equal, if it had the
inventory-to-sales ratio of the tested party. This adjust-
ment should be made only if the observed ratios of the
tested party and the comparables can be assumed to be
“normal” for those parties.

In general, the adjustment is as follows, with the result
added to the comparable’s sales to determine what the
comparable’s sales would have been if it had the same
relative level of inventory as the taxpayer:

Inventory adjustment = (taxpayer’s inv./sales – compara-
ble’s inv./sales) x comparable sales x prime rate

Receivables differences

The concept for this adjustment is exactly the same as
for inventories. If a comparable customarily has rela-
tively higher non-interest bearing receivables than the
tested party, the implication is that it is providing eas-
ier payment terms to its customers, which should be
reflected in its price.

In general, the adjustment is as follows, with the result
added to the comparable’s sales to determine what the
comparable’s sales would have been if it had the same
relative level of receivables as the taxpayer.

receivables adjustment = (taxpayer’s receivables/sales –
comparable’s receivables/sales) x comparable’s sales x
prime rate

Payables differences

In this case, the implied service is provided by suppli-
ers, and received by the comparables. If a comparable
customarily has a higher ratio of payables to cost of
goods sold (COGS) vis-à-vis the tested party, the
implication is that the comparable’s suppliers are more
generous with respect to payment terms than the tested
party’s suppliers. Such a difference should result in the
comparable paying a higher price to its suppliers. The
adjustment is based on COGS because that is generally
the closest measure of cost of products purchased from
suppliers that will be available for public companies.

In general, the adjustment is as follows, with the result
added to the comparable’s sales to determine what the
comparable’s sales would have been if it had the same
relative level of payables as the tested party.
Payables adjustment = (taxpayer’s payables/COGS – com-
parable’s payables/COGS) x comparable’s COGS x prime
rate



third parties which may be of relevance to the pric-
ing of international transactions.

– A record of the analysis performed to evaluate
comparability of uncontrolled transactions with the
relevant international transaction.

– A description of the methods considered in deter-
mining the arm’s length price in relation to each
international transaction or class of transaction, the
method selected as the most appropriate method,
along with explanations as to why such method
was selected and how such method was applied in
each case.

– A record of the actual work carried out in deter-
mining the arm’s length price, including details of
the comparable data and financial information
used in applying the most appropriate method, and
any adjustments made to account for differences
between the international transaction and the com-
parable uncontrolled transactions, or between the
enterprises entering into such transactions.

– The assumptions, policies and price negotiations,
if any, which have critically affected the determi-
nation of the arm’s length price.

– Details of the adjustments, if any, made to transfer
prices to align them with arm’s length prices deter-
mined under these rules, and consequent adjust-
ments made to total income for tax purposes.

– Any other information, data or document, includ-
ing information or data relating to the associated
enterprise, which may be relevant for determina-
tion of the arm’s length price.

Additional documentation

– Official publications, reports, studies and data
bases from the government of the country of resi-
dence of the associated enterprise, or of any other
country.

– Reports of market research studies carried out and
technical publications brought out by institutions
of national or international repute.

– Price publications including stock exchange and
commodity market quotations.

– Published accounts and financial statements relat-
ing to the business affairs of the associated enter-
prises.

– Agreements and contracts entered into with associ-
ated enterprises or with unrelated enterprises in
respect of transactions similar to the international
transactions.

– Letters and other correspondence documenting any
terms negotiated between the assessee and the
associated enterprise.
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