


1. INTRODUCTION

One of the important issues that draws the attention of the
Indian tax authorities during a transfer pricing audit is the
compensation paid for intra-group services to related enti-
ties by way of management or intra-group fees. In fact,
intra-group services have been one of the important issues
world-over for tax authorities while undertaking taxpayer
audits. The reason as to why management fees in the con-
text of transfer pricing receive so much attention around
the world is easy to see. If used properly, management fees
are one of the important tax planning tools for effectively
lowering taxable income by increasing expenses in a par-
ticular tax jurisdiction.

Understandably, tax authorities are concerned that this
issue may be open to exploitation by companies that adopt
an aggressive tax planning approach. Hence, while a tax-
payer’s policy regarding intra-group management fees
might be looked upon with some measure of scepticism by
the tax authorities, such policies can also be a very impor-
tant tax planning tool, especially if compensation for intra-
group services within a multinational enterprise (MNE)
can be adequately justified with suitable documentation
prepared to fulfil the legislative requirements of the
respective tax jurisdictions.

Moreover, group companies of an MNE involved in an
intra-group service transaction with each other must con-
sider the tax implications of both sides of the transaction.
This means that each group company in its respective tax
jurisdiction is obliged to satisfy the local tax authorities
that it is paying or receiving an arm’s length management
fee for the concerned intra-group services. Consequently,
taxpayers are well advised to consider a thorough and
comprehensive approach to identify and evaluate intra-
group services, in order to adequately meet the expecta-
tions of the tax authorities in their respective jurisdic-
tions.

This article will specify the general principles that must be
kept in mind while formulating an intra-group manage-
ment fee policy. This article will attempt to spell out an
organized approach for designing a policy for intra-group
services by considering various key factors that would
require special attention.

The analysis here is mainly from an Indian perspective
(i.e. mainly with reference to a foreign MNE proposing to
charge management fees to its Indian group company to

which support services are rendered, and also from the
perspective of an Indian MNE proposing to charge man-
agement fees to its overseas group companies). However,
the principles stated in this article would also likewise
apply in any other cross-border situation, due regard being
had to the nuances that may be found under the domestic
tax laws of the relevant jurisdictions. This article will
touch upon international and transfer pricing practices fol-
lowed in different jurisdictions.

While the general transfer pricing provisions are contained
in Sec. 92 of the Income Tax Act, 1961 (ITA), there is no
specific mention of intra-group services.2 The law is still
emerging in India and therefore reliance is also placed on,
and useful inferences have been drawn from, the inter-
national tax practices followed in some other developed
countries, along with the OECD Transfer Pricing Guide-
lines (OECD Guidelines)3 and the applicable Guidance
Note of the Indian Institute of Chartered Accountants on
transfer pricing.4

2. FORMULATING A POLICY FOR CHARGING
MANAGEMENT FEES

2.1. Concept of intra-group services and
management fees

Before delving into the nuances of formulating a transfer
pricing strategy on management fees, it would be helpful
to have an understanding of what is meant by management

1. Partner (international tax & transfer pricing advisory), Sudit K. Parekh &
Co, Mumbai, India. Comments may be sent to: narayan.mehta@skparekh.com.
2. While Sec. 92(2) of the ITA deals with cost sharing arrangements, there is
no specific provision that specifically deals with intra-group services. Conse-
quently, the general provisions of Sec. 92(1) that require an arm’s length com-
putation of income arising in an international transaction with an associated
enterprise, would be applicable in the context of transfer pricing for intra-group
services.
3. Although the OECD Guidelines do not by themselves command the force
of law in any country, they have been explicitly adopted by the tax authorities in
a number of countries and have significant persuasive authority in many other
countries (e.g. India). See Guidance Note, Para. 28.3, at 97 (“The guidelines pro-
vided by the OECD have a persuasive value”).
4 . Guidance notes are treated as recommendations. A CPA or CPA firm
should ordinarily follow recommendations in a guidance note 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. See Compendium of Guidance Notes (4th
ed., 1993), vol. 1, Para 5.
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fees and intra-group services.5 The discussion below illus-
trates the OECD approach to describing intra-group ser-
vices.

An intra-group service is a service performed by one
member of a multinational group for the benefit of one or
more related members of the same group. In some cases,
intra-group services may be performed by a parent com-
pany or a sister company for one or more related parties. In
a transfer pricing context, such intra-group services
become significant when they are rendered to related par-
ties located in different tax jurisdictions.

The OECD Transfer Pricing Guidelines (OECD Guide-
lines) state that nearly every MNE group must arrange for
a broad range of services to be available to its members, in
particular administrative, technical, financial and com-
mercial services. Such services may include management,
coordination and control functions for the entire group.6 In
essence, intra-group services encompass a broad range of
services that can potentially be provided by the parent to a
subsidiary (or across subsidiaries). In general, the cat-
egories of services that could be regarded as intra-group
services include the following:
– management services;
– administrative services;
– coordination, control and administrative services;
– research and development;
– product development;
– technical services;
– purchasing, marketing and distribution;
– engineering services;
– staff-related matters, such as recruitment and training;
– financial services;
– legal services; and
– other commercial services that typically can be pro-

vided with regard to the nature of the MNE’s business.

Some of the intra-group services rendered in this context
could be referred to as routine in nature. In other words,
they are basic administrative, financial or support services
rendered from one member of an MNE to another. The
identification and treatment of those services are generally
straightforward and simple. However, the issue of char-
ging for services may become complex as the nature of
services moves from routine to more sophisticated.

The OECD Guidelines not only describe services, but also
indicate the options available for procuring these services.
For example a parent or a specialized group could be the
service provider that initially bears the costs of providing
the services and then recovers the same from the respect-
ive group companies. The OECD Guidelines further
broadly categorize the services as those that could be “typ-
ically available externally” from independent sources
(legal and accounting services) or those that are “ordin-
arily performed internally” (central auditing, financing
advice and training of personnel).

2.2. Concept of group service centre

Not only the nature of services, but also the form of the
service provider, may be relevant when formulating a
transfer pricing strategy for intra-group services within an

MNE. In this context, the concept of a group service cen-
tre7 is quite relevant because this type of structure is often
used by MNEs to provide services to related parties. A
group service centre is defined as a special department
within the parent company or other associated enterprise
that provides services to associated enterprises. The objec-
tives of establishing group service centres by corporations
may vary. Some of the reasons for establishing group ser-
vice centres may include: accumulating costs (either with
or without a mark-up); distributing those accumulated
costs to related entities (which receive some benefit from
the services rendered); operational synergies; and loca-
tional flexibility. 

There are primarily three main categories of group service
centres that an MNE could generally operate, namely cost
centres, profit centres and specialized service centres.

Cost centres normally provide services only to members
and associates of the related group. In other words, they
are the captive service units. Profit centres normally pro-
vide services to group members, but a portion of the activ-
ities may consist of rendering similar services to arm’s
length third parties for which a fee may be charged.
Finally, specialized service centres provide exceptional or
specialized high-end services to group members, which
services cannot ordinarily be purchased from other parties.
In other words, these services may be very unique and as
such are not ordinarily traded on the open market.

In practice, the most commonly encountered group service
centre is the cost centre, mainly seen in corporations with
centralized management services.8

2.3. Importance of charging management fees on
an arm’s length basis

Before providing the details of formulating management
policy, it is imperative to understand the importance of
charging arm’s length management fees. As noted above
and at the risk of repetition to drive home the point, this is
critical not only from an Indian tax perspective, but from
an international tax perspective as well. This is because
group companies engaged in cross-border transactions
with each other must consider the tax implications of both
sides of the transaction, as the group profits could be
affected if there were to be adverse tax implications in
either jurisdiction. Thus, each group company within each
tax jurisdiction must satisfy its local tax authorities that it
is paying or receiving an arm’s length management fee for
the intra-group services concerned. Many tax authorities
are sensitive to management fee payments, as this is one
area that can tend to be very nebulous. Understandably, tax

5. In the transfer pricing arena, while the term “management fee” is exten-
sively used in common parlance to describe the compensation paid for intra-
group services, the term is not defined in the transfer pricing rules found in the
OECD Guidelines, nor in the US transfer pricing regulations. Having said that,
in general, management fee is often used as a generic term to describe any
charge between related parties, in the context of intra-group services.
6. OECD Guidelines (1998), Chap. VII, “Special Considerations for Intra-
Group Services” Para. 7.2.
7. See also the 1984 OECD Report, at 74.
8. While it is not very common to encounter the so-called profit centres and
specialized service centres, they do exist in some cases.
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authorities around the world are concerned that there is
potential for exploitation here, especially by companies
that adopt an aggressive tax planning approach. Moreover,
as is discussed below, the payment/receipt of management
fees can attract a number of different taxes depending
upon whether the participant is the payer or the payee.

Needless to say, the management fee policy should be
designed with the above background in mind, and the pol-
icy should be such that it does not result in either over-
charging or undercharging of management fees. Any
under- or overcharging could result in adverse tax implica-
tions for the group as a whole. The possible ramifications
of undercharging or overcharging are noted below.

2.3.1. Consequences of excessive management fees

Where the tax authorities find that a company has paid
excessive management fees to a related company, the con-
sequences thereof may include:
– non-deductibility of some or all of the management

fee payments for corporate tax purposes;
– interest and penalties imposed in the host country; and
– the full amount of the management fee income

received by the payee remains taxable in the payee’s
country of residence.

2.3.2. Consequences of undercharging for management
services

Potentially adverse consequences of undercharging for
management services will generally affect the service
provider, and may include (i) increased tax liability on
account of an increase in taxable income and (ii) interest
and penalties imposed in the home country.

2.4. Broad parameters for designing a policy for
charging for intra-group services

Considering the importance of charging arm’s length man-
agement fees from the perspective of both the service
provider and the service recipient, the basic principles
involved in designing a management fee policy are dis-
cussed here. Broadly speaking, the OECD Guidelines out-
line two main issues that should be addressed when evalu-
ating intra-group services in the context of transfer pricing
(including intra-group services),9 namely:
– determining whether the activities undertaken by a

parent company or group services centre genuinely
constitute intra-group services (i.e. whether the payer
is receiving a benefit); and

– determining how to determine an arm’s length consid-
eration for such services (in accordance with the bene-
fit received).

2.4.1. Determining whether intra-group services have
been rendered

The OECD Guidelines provide a basis to determine
whether a service has been rendered. Under the arm’s
length principle, when one group member performs an
activity for one or more group members, it will be
regarded as a service rendered if and only if the activity
provides the respective group member with economic or

commercial value that might conceivably enhance the
recipient’s commercial position.10 It also provides a simple
way to ensure that a legitimate service is being rendered
by considering whether an independent enterprise in simi-
lar circumstances would be willing to pay for the same ser-
vice conducted by another independent entity or would
have performed that service in-house. In other words, the
OECD Guidelines are based on the principles of willing-
ness to pay for an activity from an independent enterprise
vis-à-vis performing it in-house. Simply stated, if the
activity is not one for which the independent enterprise
would have been willing to pay or perform for itself, the
activity ordinarily should not be regarded as a chargeable
intra-group service under the arm’s length principle.

The US regulations under Sec. 482 of the Internal Rev-
enue Code (US regulations) are also based on this line of
thinking. Under the US regulations, an important initial
examination in transfer pricing analysis for services is
determining for whose benefit an expense is incurred. The
US regulations then go on to say that it is quite common
for one company to incur an expense which benefits itself
as well as one or more other affiliates, and that in such
cases the expense must be allocated.

In practice, the position of the Australian Tax Office
(ATO) with regard to head office activities is that services
are chargeable only where the activity has conferred a
benefit to an assessee. The ATO also takes the view that
where a benefit is provided to an entity by way of a service
and there is a real connection between the entity’s opera-
tions and the associate, the entity would be expected to pay
for the services. 

This standard involving a willingness to pay or the exis-
tence of a benefit (benefit rule), as enunciated in the
OECD Guidelines and US regulations is, by far, the most
important factor that determines whether a related-party
service recipient would pay for an intra-group service and,
therefore, whether the service provider can justify a charge
for the provision of the intra-group services. The objective
of the benefit rule is not only to determine the quantum of
benefit, but also the relative proximity of the benefit
derived to the intra-group services rendered (i.e. using a
proximate-and-direct standard. Therefore, one should
determine how direct or remote the benefits derived are in
relation to the activity performed under the guise of intra-
group services. A direct or perceived benefit from the ser-
vice rendered must be identified. Consequently, alloca-
tions are not to be made if the probable benefit to other
members is so indirect or remote that unrelated parties
would not have charged for similar services.

The current US regulations provide examples of this rule.
In one example an international airline has an affiliate that
operates hotels in cities serviced by the airline. The adver-
tising brochure of the airline mentions the hotel affiliate
and includes pictures of its hotels. The regulations indicate
that the airline’s advertisement is reasonably anticipated to
be a substantial benefit to the hotel affiliate and, as a result,

9. OECD Guidelines (1998), Chap. VII, Para. 7.5.
10. Id., Para. 7.6.
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an allocation under Sec. 482 is appropriate. If, however,
the airline does not directly mention the hotel affiliate’s
name or includes pictures of its hotels, the situation would
have been different. In this context, the regulations go on
to indicate that an allocation is not appropriate, even
though the hotel affiliate may benefit from advertising.
Here the rationale is that the probable benefit is so indirect
and remote that an unrelated hotel operator would not have
been charged.11

Further, allocations are to be consistent and commensurate
with the relevant benefits intended for the services, based
on the facts known when the services were rendered, and
not based on benefits realized. In other words, the use of
hindsight is to be avoided.

Consequently at a practical level, with a view to determin-
ing whether intra-group services have been rendered, all
relevant intra-group transactions must be aggregated and
then segregated to identify and incorporate relevant intra-
group services that have been rendered. Then, the services
must be evaluated on the basis of whether they provide a
group member with economic or commercial value that
enhances its commercial position in the market where it
operates.

However, not all services are chargeable. The OECD
Guidelines also identify certain services or activities that
are deemed to be non-beneficial for the recipient thereof.
As a result, those activities cannot be regarded as charge-
able intra-group services. The main categories of non-ben-
eficial services identified in the OECD Guidelines are:
– shareholder/custodial activities;
– duplicative services;
– services that provide incidental benefits;
– passive association benefits; and
– on-call services.

2.4.1.1. Shareholder/custodial activities

The 1979 OECD report on transfer pricing (OECD
Report),12 in which the term “stewardship” activities was
used for the first time, referred to a wide range of activities
performed by shareholders, including the provision of cer-
tain services to other group members that are provided by
a coordinating centre. However, given the width and the
breadth of the definition, the OECD segregated share-
holder activities as distinct and separate from the broader
definition of “stewardship activity” in its 1984 report. This
definition of shareholder activities is narrower in scope
and refers to an intra-group activity that one group mem-
ber might perform for related group members, even
though those members do not need the activity and would
not be willing to pay for it if it were performed by an inde-
pendent enterprise. That activity would be one that a group
member performs solely because of its ownership interest
in one or more of the group members (in its capacity as a
shareholder). Under the OECD Guidelines, this type of
shareholder activity would not justify a charge to the
recipient company.

The OECD Guidelines also list some examples of services
that are regarded as shareholder activities,13 namely:
– costs of activities relating to the legal structure of the

parent company itself (e.g. meetings of shareholders

of the parent, issuing of shares in the parent company
and costs of the supervisory board);

– costs related to reporting requirements of the parent
company, including the consolidation of financial
reports; and

– costs of raising funds for the acquisition of new com-
panies to be held by the parent company.

In Canada, a Circular (IC 87-2R)14 deals with this same
subject. It contains the position taken by the OECD Guide-
lines and refers to the relevant section (Para. 7.10) therein.
IC 87-2R also specifically identifies costs that should not
be charged to other group members, namely:
– costs incurred for sole benefit of the shareholders;15

– costs relating to be legal structure of the general finan-
cial reporting requirement of a particular group;16 and

– costs pertaining to functions that are duplicated,
except for special cases where an old system backs up
the new set up temporarily (reorganizations or system
upgrade) or where a second opinion is advisable (legal
or accounting functions). According to IC 87-2R, it
would be unusual for an entity to pay for a service that
has already been performed by one of its own employ-
ees or by a third party. However, as the OECD Guide-
lines also state, under particular circumstances a dupli-
cate charge may be necessary and, hence, regarded as
a justified intra-group service.17

Thus, according to the Circular, costs that are incurred for
the sole benefit of shareholders may not be charged to
other group members (i.e. should not be regarded as
chargeable intra-group services).

In the United States, technical advice memorandum
(TAM) 8806002 provides very comprehensive Internal
Revenue Service (IRS) guidance on the subject of inter-
company services. TAM 8806002 provides that following
are deemed to be stewardship activities:
– duplicative review or performance of activities already

undertaken by a subsidiary;
– periodic visits and general review of a subsidiary’s

performance;
– complying with reporting requirements or other legal

requirements of the parent shareholder; and
– financing or refinancing the parent’s ownership parti-

cipation in the subsidiary.

Moreover, the current (and even proposed) US regulations
emphasize the importance of excluding shareholder activ-
ities when evaluating intra-group services.

All in all, based on the foregoing discussion, one could
conclude that the major categories of expenses that may be
regarded as custodial/shareholder activities (so as to be

11. US Treas. Reg. Sec. 1.482-2(b)(2)(i), Examples 2 and 3.
12. “Transfer Pricing and Multinational Enterprises — Report of the OECD
Committee on Fiscal Affairs” (OECD, 1979), at 100.
13. Id., Para. 7.10.
14. IC 87-2R (27 September 1999) outlines the CRA’s administrative views on
transfer pricing. Part 6 deals with treatment of intra-group services (Paras. 152
to 171).
15. Id., Para. 156.
16. Id., Para. 157.
17. Id., Para. 158.
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disallowed for tax purposes in the payer country)
include:18

– costs of activities relating to the legal structure of the
parent company (e.g. costs of issuing shares, share
transfer expenses, meetings of shareholders and costs
of the supervisory board). This includes expenses
associated with the issuance of stock and maintenance
of shareholder relations;

– costs relating to the reporting and legal requirements
of the parent company (e.g. consolidation of financial
reports, maintenance of shareholder records, filings of
prospectuses and income tax returns). This includes
expenses for compliance with regulations or policies
imposed by the foreign government upon the member
rendering the services;

– costs incurred by a parent company to raise funds for
acquisition of a new company in its own right.19 This
includes the interest expense on indebtedness not
incurred specifically for the benefit of another member
of the group;

– costs of managerial and control (monitoring) activities
related to the management and protection of the
investment as such in participations;

– costs of visits and reviewing subsidiary performance
on a regular basis; and

– costs of financing or refinancing the parent’s owner-
ship participation in the subsidiary.

However, merely because an activity has been performed
for the benefit of the owner does not per se mean that it is
a shareholder activity for which an allocation is not war-
ranted. This is because there may be activities performed
for the interest of the owner which conform to the share-
holder activity definition provided in Para. 7.6 of the
OECD Guidelines, but which could nevertheless be
regarded as chargeable based on surrounding facts and cir-
cumstances of the case. In such cases, the OECD Guide-
lines advise that whether the activities fall within the def-
inition of shareholder activities as defined in the OECD
Guidelines is to be determined based on whether under
comparable facts and circumstances, the activity is one
that an independent enterprise would have been willing to
pay for or to perform for itself.20

In other words, to evaluate services rendered by a parent as
a shareholder to its subsidiary for the parent’s own inter-
est, but which confers added value on the subsidiary
beyond what can be regarded as a routine support, one
must exercise some value judgment before eliminating it
as a non-chargeable service. Therefore, any service that
resembles a shareholder activity or falls within the broad
definition of stewardship activities cannot be eliminated
outright. As noted above, the underlying test in all cases
should be whether an independent enterprise in compara-
ble circumstances would be willing to pay for it or perform
it in-house. Once this is determined, inclusion or exclusion
as a service rendered can be justified.

2.4.1.2. Duplicative services

Duplicative services or stewardship services are those that
a group member offers to any other member which can be
regarded as duplicate (i.e. the service is already performed
by the recipient or by an arm’s length party on its behalf).

In that case, no intra-group services should be regarded as
being rendered by the group member. The OECD Guide-
lines, as well as the Canadian and US regulations, all agree
that there is no added commercial value provided by such
services, and thus they cannot be regarded as being ren-
dered for the benefit of the related party.

Such stewardship or duplicative expenses are illustrated in
the US regulations in the context of the financial analysis
of a subsidiary’s borrowing needs. When the subsidiary
does not have personnel qualified to make such an analy-
sis, and does not make the analysis itself, the cost of the
financial analysis done by the parent must be allocated to
the subsidiary. If, however, the subsidiary has a qualified
financial staff that performs the analysis, and this analysis
is then reviewed by the parent’s financial staff, the review
by the parent’s financial staff is duplicative and an alloca-
tion may not be made.

However, at the same time, the US regulations also recog-
nize that there may be some exceptions, such as a tempo-
rary circumstance or an opportunity to eliminate critical
business risk. Other instances in which critical business
risk is eliminated would come into play when seeking a
second legal opinion or performing an external audit to
avoid a risky or erroneous business decision. When a valid
business reason exists, these duplicate services may be
regarded as intra-group services. Such stewardship or
duplicative expenses for a valid business reason are illus-
trated in the Example 6 of the proposed US regulations.21

In Example 6, a foreign subsidiary retains outside intellec-
tual property (IP) counsel to assist it in negotiations with
an unrelated party in relation to a joint venture, which
involves several licences and cross-licences of patents and
copyrights. Outside counsel reviews the documentation
and advises that the transaction terms are advantageous
and the contracts are enforceable. The US parent’s in-
house IP lawyers also review the documentation and con-
cur with the outside counsel’s opinion. The example
acknowledges that the activities of the US parent substan-
tially duplicate the legal services obtained by the foreign
subsidiary. However, the example concludes that the US
parent’s duplicative activities nevertheless reduce the
commercial risk related to the transaction. Consequently,
the foreign subsidiary is deemed to derive benefit from
those activities and thus an arm’s length charge or alloca-
tion is required from the foreign subsidiary to the US par-
ent.

Another example could be of an arm’s length party willing
to continue to operate an existing computer system, for a
brief period, concurrently with a new one, in order to deal
with unforeseen difficulties that might arise in the imple-
mentation of the new system. In this case, there would be
a valid business reason for duplicating the function.

18. According to US TAM 8806002, the OECD Guidelines and Canadian 
IC 87-2R.
19. In contrast, if the parent company were to raise funds on behalf of another
group member which then uses them to acquire a new company, the parent com-
pany would generally be regarded as providing an intra-group service to the
group member.
20. OECD Guidelines, Para. 7.10, at VII-4.
21. Prop. Reg. Sec. 1.482-9(1)(4), Example 6.
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The question of whether an expense is for the benefit of
the parent (whether as a duplication or as supervision of its
investment in a subsidiary) can be a difficult one to resolve
in practice. This is because almost any parent activity that
relates to a subsidiary can benefit the subsidiary, thereby
becoming potentially subject to an allocation between
these two categories. Consequently, it may not always be
easy to ascertain in practice where the line is drawn
between shareholder/stewardship activities22 for which an
allocation is not to be made, and non-shareholder/non-
stewardship activities benefiting the subsidiary for which
an allocation is to be made. Whether these activities fall
within the definition of shareholder/stewardship activities
is determined based on all the surrounding facts and cir-
cumstances of the case and, more importantly, based on
the principle as to whether under comparable facts and cir-
cumstances, the activity is one that an independent enter-
prise would have been willing to pay for or to perform for
itself. The proposed US regulations have provided exam-
ples that suggest the distinction between genuine steward-
ship/shareholder activities that do not provide any direct
identifiable economic benefit, and those that do. See
Appendix 1 for details.

2.4.1.3. Services that provide incidental benefits

The OECD Guidelines highlight another set of services
which do not warrant an allocation, namely services that
are rendered and result in an incidental benefit. This refers
to services performed by one group member (e.g. a share-
holder or coordinating centre) for a particular group mem-
ber or a set of group members, such that it also incidentally
provides a benefit to other group members.

The OECD Guidelines provide two examples to explain
the situation. The first involves a situation in which a reor-
ganization or acquisition (disinvestment) deal that is car-
ried out by a parent or sister company produces economies
of scale or benefits for some other group member not
directly involved in the decision. In this case, the service
rendered is not an intra-group service because an inde-
pendent enterprise would not be willing to pay for a ser-
vice that provides only an incidental benefit.23

The other example concerns an enterprise that obtains
incidental benefits simply by virtue of its affiliation with
the parent or the group per se (e.g. in the form of a higher
credit rating). This situation generally does not call for the
consideration of a service being rendered. However, if the
higher credit rating is due to a guarantee provided by a
group member or group’s reputation derived from global
marketing and public relation campaigns, then an intra-
group service charge would be appropriate.24

The proposed US regulations provide two examples to
illustrate the concept of an indirect or remote benefit. In
both the examples, a US parent implements changes to
management structure and compensation based on recom-
mendations in an internally performed study. In the first
example (Example 2) the study and changes target only
the US parent’s own management structure and compensa-
tion (not the foreign subsidiary’s) and any resulting
increase in the US parent’s competitiveness and efficiency
would provide only indirect or remote benefit to its foreign

subsidiary. Consequently, the example goes on to con-
clude that no benefit inures to the foreign subsidiary and
therefore no arm’s length charge or allocation from the
foreign subsidiary is required.25

In the second example (Example 3), the management
structure, compensation study and changes target the US
parent’s foreign subsidiaries and are expected, when
implemented, to increase the profitability of both the US
parent and its foreign subsidiaries. Example 3 concludes
that those changes and results constitute a specific and
identifiable benefit for the foreign subsidiary, and an arm’s
length charge or allocation should therefore be made from
the foreign subsidiaries as beneficiaries of US parent as
the service provider.

2.4.1.4. Passive association benefit

This is another category of activities that does not justify
an allocation under the benefit test. Under the proposed
US regulations, which have eloquently dealt with this cat-
egory, a taxpayer’s mere existence as a member of a con-
trolled group generally will not be deemed to provide a
benefit to the taxpayer for which an arm’s length charge or
allocation will be required.

The proposed regulations provide three examples with a
common fact pattern to illustrate this concept. In Exam-
ples 15, 16 and 17, Company Y, a newly acquired foreign
subsidiary wins a large information technology (IT) sys-
tem design contract for a local financial institution, with-
out any assistance from its US parent or its affiliates, nor
from their marketing intangibles. Although Company Y’s
winning the contract on favourable terms is said to be due
to Company Y’s status as a member of the US parent’s
group, the example concludes that this “passive associ-
ation” benefit is not regarded as a benefit for purposes of
Sec. 482 and that an arm’s length charge or allocation is
therefore not required.26

In Example 16, the facts are similar except that the US par-
ent executes a performance guarantee regarding the con-
tract, which is said to enable Company Y to win the con-
tract on favourable terms (i.e. winning the contract is not
solely due to Company Y’s passive association with the US
parent group, as in Example 15). The example concludes
that the guarantee confers a benefit on Company Y that
requires an arm’s length charge or allocation.27 Similarly,
Example 17,28 where US parent began negotiating the con-
tract before the acquisition of Company Y and then, after
the acquisition, simply had Company Y enter into the con-
tract, concludes that more than mere passive association

22. Although the OECD proposes a regulatory formalization in terms of the
distinctions between stewardship expenses and shareholder activities, the ratio-
nale for such a distinction is not very certain, as neither type of expense should
precipitate a reallocation. In fact, the examples cited by the OECD Report of
shareholder activities are similar in nature to those defined for US tax purposes
as Class II and Class IV expenses by TAM 8806002, which the IRS concluded
and which may properly be deducted by the parent without reallocation!
23. OECD Guidelines, Para. 7.12.
24. Id., Para. 7.13.
25. Prop. Reg. Sec. 1.482-9(1)(4), Example 2.
26. Id., Example 15.
27. Id., Example 16.
28. Id., Example 17.
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was involved and that turning over the contract provided a
benefit to Company Y for which an arm’s length charge or
allocation is required.29

The predominant consideration here is to be able to distin-
guish between a passive association that does not warrant
an allocation, and an active promotion that does warrant
an allocation. Needless to say, such evaluations are depen-
dent on the facts and circumstances and thus cannot be
generalized. Rather, a case-by-case analysis is necessary.

2.4.1.5. On-call services

The OECD Guidelines refer to another special category of
services in the context of intra-group services, namely ser-
vices provided on-call.30 The availability of such services
generally requires the existence of a support group of
some sort and an understanding between the group mem-
bers about the nature of the assistance being provided in
any field of operation whenever required, and on an on-
call basis. For example a parent company or a group ser-
vice centre may be available to provide assistance with
regard to legal, finance, technical or tax issues at any time.

The aspect that merits consideration here is whether the
availability of that service in itself is regarded as a separate
service (for chargeable purpose) over and above the ser-
vice fee compensation for the actual service rendered. The
justification provided in the OECD Guidelines for consid-
ering such availability as a separate service rendered is
that it is common knowledge that independent enterprises
incur so-called stand-by charges to ensure availability of
those services when the need for them arises. An example
of that service is the appointment of a legal, technical or
financial service provider on a retainer basis.

These services are not necessarily a normal requirement
and may vary in terms of frequency and importance from
year to year. Therefore, one must ascertain the potential
need of the stand-by service option for the recipient of the
services. In cases where the service requirement is remote
or could be easily procured from other sources without an
on-call service option, the availability of that option is
redundant and, hence, unjustified. Therefore, to evaluate
whether an on-call service is rendered, one must consider
the benefit that the on-call arrangement offers to the group
over a period of several years, given the sporadic nature of
the occurrence of those service needs (rather than only for
the year of taxation under consideration).

2.4.1.6. Ancillary and subsidiary services

It would be inappropriate to regard these services as non-
chargeable services. This is because they are otherwise
chargeable but are not charged, as they are included in
some other consideration. However, for the sake of com-
pleteness, this category of service has been included here.

When intangible property is transferred and services are
rendered in connection therewith, the IRS generally
requires two separate transfer pricing analyses, one for the
services and another for the property.31 However, when the
service rendered is merely “ancillary and subsidiary” to
the transfer of the property or the commencement of the
effective use of the property, a separate allocation for ser-

vices is not required.32 However, such services may affect
the appropriate transfer price of the property. In effect,
consideration may have to be given to the pricing of the
services.33

Whether the services are merely ancillary and subsidiary
is a question of fact. Ancillary and subsidiary services can
be performed in promoting a transaction by demonstrating
and explaining its use, or by assisting in the effective start-
up of the property transferred, or by performing under a
guarantee relating to such effective start-up.34 When an
employee reveals a secret process owned by the employer
and at the same time supervises the integration of the pro-
cess into the manufacturing operations of the related per-
son, the services are deemed to be rendered in connection
with the transfer, and do not form the basis for a separate
allocation.

2.4.2. Conclusion

It is necessary to justify intra-group services from the per-
spective of an independent enterprise, considering
whether that enterprise would be willing to pay for the
service in question or perform the same service in-house.
Thereafter, a valid segregation or aggregation of the costs
should be conducted and the charging or otherwise for
those services rendered should be based on the above-
mentioned principles.

Also, special attention and close scrutiny generally should
be paid to certain non-chargeable categories of services
such as shareholder activities, duplicative services, ser-
vices providing incidental benefits, passive association
benefits and on-call services, as the OECD Guidelines
(and perhaps even the laws of the foreign countries where
the subsidiaries are located), regard such services as non-
beneficial activities for the recipient entity, for which a
charge is not justified.

2.4.3. Determining the intra-group service charge

2.4.3.1. Arm’s length principle

The previous section specified the criteria to determine
whether an intra-group service has been rendered by a
related entity. Once it has been concluded that a service
has been rendered, the second of the two primary issues
pertaining to intra-group services needs to be addressed,
namely the amount to be charged for the service ren-

29. Similar principles were laid down by the Court in the case of Hospital
Corp. of America vs. Commissioner, 81 TC 520, 597-602 (1983), where an
income allocation to a US parent that negotiated Saudi hospital management
contracts and then had them performed by a Cayman subsidiary using parent
personnel, was upheld. Also Treas. Reg. Sec. 1.482-9(1)(4), Example 1, is based
on the same line of thinking. In Example 1, the US parent obtained designation
as an official sponsor of the Olympics, and thereafter it allowed its subsidiaries
along with itself to use the Olympic logo in advertising. The example treats this
as a benefit requiring an arm’s length charge or allocation from a foreign sub-
sidiary to its US parent.
30. OECD Guidelines, Para. 7.16, at VII-6.
31. Treas. Reg. Sec. 1.482-4(b)(2)(ii). Transactions involving related products
or services may be aggregated under Treas. Reg. Sec. 1.482-4(f)(2)(i).
32. Treas. Reg. Sec. 1.482-2(b)(8).
33. See e.g. Treas. Reg. Secs. 1.482-3(c)(3)(ii)(C) and 1.482-4(c)(2)(ii)(B)(2).
34. Treas. Reg. Sec. 1.482-2(b)(8).
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dered.35 This is in line with the fundamental concept of
transfer pricing (i.e. the arm’s length principle). Therefore,
similar to the treatment of the other related-party cross-
border transactions, intra-group services also must be
assessed with reference to third-party comparables dealing
at arm’s length. In other words, a charge for intra-group
services between related parties should reflect the charge
that would have been made and accepted between inde-
pendent enterprises in comparable circumstances.

2.4.3.2. Management fees charged as a percentage of
sales of the service recipient

An important issue at this point is whether the manage-
ment fees may be charged as a percentage of sales of the
service recipient, regardless of the cost incurred by the ser-
vice provider in rendering the services (e.g. 5% of the
sales achieved by the service recipients). In other words,
based on the above-mentioned principles, could it be said
that charging management fees at 5% of sales would also
meet the arm’s length expectations under the transfer pri-
cing regulations?

In this regard, it would be useful to note the observations
made by the OECD Guidelines on the form versus sub-
stance of the international transaction between associated
parties. The OECD Guidelines provide that generally tax
authorities should examine the transactions between asso-
ciated enterprises as structured by those parties, using the
same methods as are used by the taxpayer, so long as these
methods are consistent with the methods prescribed by
law. However, in the following two particular cases it is
appropriate and legitimate for the tax authorities to look
behind the transaction and disregard the structure adopted
by the taxpayer:
– when economic substance of a transaction differs from

its form. An example of this given by the OECD
Guidelines is funding of equity in the form of debt (i.e.
thin capitalization). In other words, the apparent form
of the transactions should be consistent with the
underlying substance thereof; and

– when the form and substance of a transaction are the
same, but the arrangements made in relation to the
transaction viewed in their entirety differ from those
which would have been adopted by independent enter-
prises operating in a commercially rational manner.

Against the above background, the question of whether
management fees could be charged as a percentage of
sales is addressed below.

The tax authorities in most countries are wary and not very
inclined to accept management fees being charged as a
percentage of sales, instead of being based on the cost of
services rendered, especially in cases where the net result
is overcharging of management fees. If it could be shown
(to the tax authorities of the payer country) that the total
cost of the management services with or without a reason-
able mark-up36 was approximately the same as 5% of all
the subsidiaries’ sales, it could possibly be argued that the
5% of sales is the most appropriate way of allocating the
costs among the subsidiaries. Otherwise (and possibly
even with such a documentation), the tax authorities that
notice the charges are likely to want to know exactly what

services the subsidiary is receiving, and what they cost to
provide. In such a case, an argument before the tax author-
ities that the services were more valuable than their cost
might cause the tax authorities (of the payer country) to
inquire whether the payments were not really royalties and
therefore subject to tax withholding in the host country!37

Moreover, international experience seems to suggest that
unless the services are value added strategic services, the
routine support services and low margin services38 are to
be charged linked to the cost of rendering these services,
either with or without mark-up as the case may be. This is
because these services do not generally require the appli-
cation of know-how or other value added inputs, which
could have a direct bearing on the turnover/profitability of
the service recipient. Thus, based on the foregoing discus-
sion, it could be seen from the perspective of the service
recipient that routine support and other low-end services
should ideally be linked to cost rather than turnover.

Such a method of charging management fees as a percent-
age of sales, would not only be acceptable to the tax
authorities in the country of the service recipient, but may
also in some situations not be acceptable to the tax author-
ities in the country of the service provider (especially
where such a methodology does not result in full recovery
of the chargeable cost incurred by the service provider).
The consequences for under-recovery of management fees
have already been noted, above.

All in all (and in general), recovery of management fees as
an ad hoc percentage of sales may not be the most appro-
priate methodology to justify the arm’s length nature of the
transaction from a transfer pricing perspective.

2.5. Methods prescribed by the OECD Guidelines
for intra-group services

The logical question that then arises for consideration is
what is the international practice that is followed to bench-
mark the intra-group support services and what are the
views of the OECD Guidelines. The OECD Guidelines
indicate that the transfer pricing methods to be used to
determine an arm’s length transfer price for intra-group
services include the comparable uncontrolled (CUP)
method and the cost-plus method.39 Sub-classifications of
the cost-plus method include the direct charge method and
the indirect charge method.

35. The 1998 OECD Guidelines (Chap. VII, Para. 7.19) state that once it has
been determined that an intra-group service has been rendered by a related party,
it is necessary to determine whether the amount of the charge, if any, is in accor-
dance with the arm’s length principle.
36. Whether or not a mark-up needs to be charged will depend on the facts and
circumstances of the case. This is discussed in more detail below.
37. Unlike India, which regards even fees for management services as fees for
technical services under its domestic tax law and under most Indian tax treaties,
the position is different in the case of many other counties. This is because many
overseas countries do not view management fees as taxable services, while they
do regard royalties as taxable payments. Consequently, while there may not be
any withholding tax incidence on the payment of management fees, the payment
of royalties by overseas subsidiaries might in practice trigger withholding tax in
the host country.
38. Most back office services (e.g. finance, treasury, accounting, tax and
human resource support) are generally regarded as routine, low-margin services.
39. OECD Guidelines (1998), Chap. VII, Para. 7.31.
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2.5.1. Comparable uncontrolled price method

2.5.1.1. General principles

The CUP method compares the price charged for services
rendered in a controlled transaction with the price charged
for similar services rendered in a comparable uncontrolled
transaction under comparable circumstances.40 While
there are a number of important comparability standards
under the CUP method, it is regarded as the most direct
way of determining an arm’s length price, and even the
OECD Guidelines regard the CUP method as preferable to
all other methods.41 A transaction should be regarded as
comparable only if both the services and circumstances
surrounding the controlled transaction are substantially the
same as those of the uncontrolled transaction.

The most important factor in determining comparability
under this method is services similarity.42 The uncon-
trolled transactions should reflect services of a similar
type, quality and quantity as those between the associated
enterprises, and relate to transactions taking place at a
similar time and stage in the production or distribution
chain, with similar conditions applying. Similarity of con-
tractual terms and economic conditions, such as geo-
graphic markets and the level of market, are also important
comparability factors of the open market43 under this
method. In the event that differences in products or terms
exist, the Indian regulations and OECD Guidelines pro-
vide that adjustments would be appropriate to eliminate
the effect of the differences on price. The OECD Guide-
lines state that a flexible approach should be adopted when
examining the CUP method, and appropriate adjustments
should be applied when reasonable.

While the OECD Guidelines provide that where it is pos-
sible to locate comparable uncontrolled transactions, the
CUP method is the most direct and reliable way to apply
the arm’s length principle. However, it may be difficult to
apply this method in practice for intra-group services
because this method is ideally suited for commodities that
are the subject of frequent trade in the open market. How-
ever, for intra-group dealings in services, the difficulty
that may arise is the absence of an open-market price for
similar services. Estimation of the price on the hypotheti-
cal supposition of the existence of an open market and a
willing purchaser and a willing provider may pose a prob-
lem. There could be bona fide differences of opinion about
the estimation of an open-market price, because reason-
able people acting fairly, rationally and objectively may
arrive at figures which vary considerably from each other.
Pricing of services is very subjective and their true value
as perceived by the receiver can differ to that perceived by
others in the market place. Therefore, the CUP method
requires a high degree of comparability in the services pro-
vided in the controlled and uncontrolled transactions. This
standard of comparability is ordinarily extremely difficult
to meet in practice. Even the proposed US regulations
echo a similar viewpoint.

2.5.1.2. Applicability in general in practice

In practice, services in the nature of intra-group support
services generally may not be rendered by the group ser-
vice provider to any third parties in India or abroad, nor

may similar services under similar circumstances be pro-
cured by the group service recipient from any third parties
in India or abroad. This is mainly because of the very
nature of intra-group services, in that they are in the nature
of support services which the group service provider
would render only to the entities within the group. Conse-
quently, in general, no internal comparables may be avail-
able in practice.

Moreover, regard being had to the nature of intra-group
services generally provided, it might also be difficult to
procure external comparables from the public domain.
Also in the context of intra-group services, as services ren-
dered by the overseas parent are generally in the nature of
support services, the CUP method would not be the most
appropriate method. Consequently, in the absence of inter-
nal or external comparables, the CUP method generally
may not be the most appropriate method from a transfer
pricing perspective for analysing the arm’s length nature
of transactions involving intra-group services.

2.5.2. Cost-plus method 

2.5.2.1. General principles

The other method prescribed is the cost-plus method. It
tests the arm’s length nature of a transfer price in a con-
trolled transaction by reference to the gross profit mark-up
(e.g. gross profits divided by cost of rendering services)
realized in a comparable uncontrolled transaction. The
cost-plus method is typically used for evaluating the sale
of services by the service provider to the service recipient,
where the service recipient incurs limited economic risk in
the transaction. The OECD Guidelines further provide that
this method is most useful when semi-finished goods or
intermediary services are sold between related parties or
where the controlled transaction is the provision of ser-
vices.44

When applying the cost-plus method, the process typically
begins with the identification of the costs that the manu-
facturer incurs in the controlled transactions. An appropri-
ate mark-up is then added to these costs, based on the
functions performed and the risks assumed, so that an
appropriate profit level is generated.45

Under the cost-plus method, comparability is primarily
dependent upon the similarity of the functions performed
and the risks assumed by the controlled and uncontrolled
service providers, and is less dependent on the similarity
of the actual services being rendered. In addition to evalu-
ation with external comparable companies, the cost-plus
method can be applied in an internal capacity as well, if

40. OECD Guidelines, Rule 10B (1)(a) Indian Income Tax Rules; Chap.II,
Para. 2.6.
41. OECD Guidelines, Chap. II, Para. 2.7.
42. Chapter I, Para. 1.19 of the OECD Guidelines provides that in general, sim-
ilarity in the characteristics of the property or services transferred will matter
most when comparing prices of controlled and uncontrolled transactions (and
less so when comparing profit margins).
43. According to Guidance Note (point (vii), at 49), the term “open market”,
although not defined, means a transaction between a knowledgeable and willing
purchaser and a knowledgeable and willing seller, where neither of them is influ-
enced or compelled to act in a particular manner.
44. OECD Guidelines, Chap. II, Para. 2.32.
45. Id., Rule 10B(1)(c) Indian Income Tax Rules; Chap. II, Para. 2.32.
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such data are available. In this instance, the gross profit
mark-up of the service provider in the controlled transac-
tion may be determined by reference to the gross profit
margin that the same service provider earns on items pro-
duced in comparable uncontrolled transactions.46

In order to meet the comparability requirements of the
cost-plus method, one of the following two conditions
must be satisfied:
– none of the differences (if any) between the transac-

tions being examined can materially affect the gross
profit mark-up in the open market; or

– reasonably accurate adjustments can be made to elim-
inate the material effects of these differences.47

As with other transactional methods such as the resale
price method, the comparability requirements under the
cost-plus method are less stringent than those under the
CUP method.48

2.5.2.2. Applicability in practice

Given the facts that details about internal or external trans-
actional may not be available for the application of the
CUP method, and given the fact that the costs incurred by
the overseas parent in as much as is attributable to its
Indian subsidiary may be easily identified or computed,
and given the fact that details of margins of comparable
companies from transfer pricing databases would gener-
ally be available, the total cost-plus method would in prac-
tice be the most appropriate method to benchmark intra-
group service transactions.

2.5.2.3. Direct charge method and indirect charge
method under the cost-plus method

The calculation of any charges for intra-group services
under the cost-plus method must be based on a cost
accounting system which is developed according to gener-
ally accepted accounting principles (GAAP). As noted
above, the cost-plus method can be further classified into
the direct charge method and the indirect charge method.

Direct charge method

Under the direct charge method, associated enterprises are
charged for specific services. For example the overseas
subsidiary may be directly charged for a two-day visit of a
software engineer who is on the rolls of the parent com-
pany and who may have visited the overseas subsidiary’s
site at latter’s request to render certain consultancy or
advisory services. In such a case, the parent company can
charge the specific costs for these consulting services with
or without a profit mark-up (as the case may be), directly
to the foreign subsidiary. Even a third party would proceed
in this way under similar conditions and circumstances.

The direct charge method is applicable primarily when
services can be specifically identified for cost attribution.
In those circumstances, the expenses of the specific sup-
port group responsible for the services rendered can be
directly attributed to the services rendered (in terms of
hours, travel expenses, etc.). Therefore, the cost could
relate to either a specific individual or individuals
involved in providing the intra-group service or, in some

cases, an entire department responsible for the same,
either as a part of the routine, day-to-day functions or on
special request from the related affiliate.

The prerequisite for implementation of the direct charge
method is that the services performed and the basis of pay-
ment be clearly identifiable. Where the costs are directly
related and identifiable to the recipient company, the costs
should be allocated directly to that company.

Indirect charge method

The indirect charge method is appropriate when the ser-
vices provided and the costs attributable thereto relate to a
number of different entities. For example, there may be
situations wherein an MNE cannot attribute direct costs
either because the associated costs of a service rendered
are not easily identifiable or the costs are incorporated into
other transactions between the related entities. In those cir-
cumstances, a cost allocation or apportionment method is
used which often necessitates a degree of estimation or
approximation. Even the OECD Guidelines state that the
transactional profit method should ideally be applied on a
transaction-by-transaction basis, but in appropriate situa-
tions transactions may be grouped or aggregated.49 Essen-
tially, the relevant controlled transactions may be aggre-
gated if it is impractical to analyse the pricing or profits of
each individual transaction, or if such transactions are so
interrelated that this is the most reliable method of bench-
marking the transactions against the arm’s length out-
come. An appropriate allocation and apportionment of
costs incurred by the group member in rendering the ser-
vice to a specific affiliate should be commensurate with
the quantum of the service rendered.

2.5.2.4. Which method is appropriate – direct charge or
indirect charge?

From the above, it can be inferred that the direct charge
method should be preferred over the indirect charge
method in cases where the services rendered by the tax-
payer to other group members:
– are the same or similar as those rendered to arm’s

length parties; or
– can be reasonably identified and quantified.

However, in cases where a particular service has been pro-
vided to a number of non-arm’s length parties and the por-
tion of the value of the service directly attributable to each
of the parties cannot be determined,50 it is possible to use
the indirect charge method.

Thus, the applicability and acceptance of the direct cost
method supersedes that of the indirect cost method and, in
cases where the former can be used, the latter is generally
not regarded as an acceptable methodology by tax author-
ities. In general, the direct charge method is of great prac-

46. Id., Rule 10B(1)(b) Indian Income Tax Rules; Chap. II, Para. 2.33.
47. Id., Rule 10B(3) Indian Income Tax Rules. Even Chap. II, Para. 2.34 of the
OECD Guidelines reflects the same line of thinking.
48. OECD Guidelines, Chap. II, Para. 2.34.
49. See OECD Guidelines, Rule 10A(d) Indian Income Tax Rules; Paras. 1.42
to1.44.
50. E.g. as noted above, where global market research is intended to benefit all
the non-arm’s length entities.
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tical convenience to tax authorities because of the clear
correspondence between the resulting charge and the
benefit provided to the payer. It is for this very reason that
the OECD favours a direct charging method for specific
services wherever possible.

However, although the use of a direct method is prefer-
able, it may be that direct charges are impractical or too
time consuming in practice. As noted above, even the
OECD Guidelines have recognized that in many circum-
stances, multinational enterprises will have no option but
to use indirect cost allocation methods. They clearly state
that such methods “should be allowable provided suffi-
cient regard has been given to the value of the services to
recipients and the extent to which comparable services are
provided between independent enterprises”. In such cases,
therefore, intra-group services charged on a global or
fixed-key basis (i.e. based on an appropriate allocation
key) will be acceptable if the outcome can be justified
from an objective perspective. The determining factor
with regard to whether a method of charging is acceptable
is that the share of benefits received matches the share of
costs charged to the payer, and that the benefits justify the
fee (based on corresponding documentation).

Wherever an indirect charge method has been used, it
should contain safeguards against manipulation, follow
sound accounting principles, and be capable of producing
charges or allocations of costs that are consistent and in
line with the actual or reasonably expected benefits to the
recipient of the services. This is important, as charges for
services which are structured in such an indirect way that
the link between the payment for the services and their
value is not established or lost, are more likely to be disal-
lowed in the assessment of the foreign subsidiary and
thereby result in double taxation (because of taxation in
the parent’s country of residence and disallowance of
deduction in the subsidiary’s country of residence). To sat-
isfy the arm’s length principle, any allocation method cho-
sen must also lead to a result that is consistent with what
comparable independent enterprises would be prepared to
accept in comparable circumstances.

All in all, there is some flexibility as regards the selection
of the method based on all the surrounding facts and cir-
cumstances of the case.51 In practice, to the extent pos-
sible, the use of the direct charge method is recommended.
However, where this is not possible, the use of the indirect
charge method may be resorted to. Consequently, where it
may not be possible to allocate the cost directly to a par-
ticular unit, the indirect tax method may be used.

2.5.2.5. Identifying the cost base for the indirect charge
method

For application of the indirect charge method, it becomes
necessary to ascertain the chargeable cost base. It is neces-
sary in this regard to take all costs directly or indirectly
related to the services performed. Direct costs are those
costs that are identified specifically with a particular ser-
vice, including compensation, bonuses, travel expenses,
materials and supplies. Indirect costs or deductions to be
taken into account are those that are not specifically iden-
tified with or attributable to a particular activity, but which

nevertheless relate to direct costs. These include utilities,
occupancy, supervisory and clerical compensation, and
other overhead costs of the department incurring direct
costs or deductions. Indirect costs also include an appro-
priate share of costs or deductions relating to supporting
departments and other general and administrative
expenses, to the extent reasonably allocable to a particular
service. Costs incurred by supporting departments can be
apportioned to other departments on the basis of a reason-
able overall estimate, or such costs may be reflected by
means of application of reasonable departmental overhead
rates.

2.5.2.6. Apportioning expenses included in the cost base
and selecting the appropriate allocation key

Having identified the cost base, the next issue to be
addressed is that of apportioning the cost among various
overseas subsidiaries. In general, cost allocations should
be made on a reasonable basis, applying a comprehensive
review of the centralized expenses incurred for the provi-
sion of intra-group services; have a relatively transparent
basis of allocation; and result in costs being shared among
the service recipients in proportion to the benefits
received.

There is no specific method or formula specified for allo-
cating the centralized costs incurred. Therefore, if the por-
tion of the value of the service directly attributable to each
of the service recipients cannot be determined (e.g. where
a global advertisement campaign is intended to benefit all
the related entities), an appropriate allocation key is used
to allocate the costs. Charges for services rendered are
determined by allocating those costs across all potential
beneficiaries using an appropriate allocation key.

In fact, with respect to indirect cost allocations, the tax
authorities are interested in assessing the arm’s length
nature of the allocation criterion. This is because, all said
and done, the indirect allocation method is open to pos-
sible manipulation and is highly dependent on the nature
and usage of the intra-group services. Hence, it becomes
imperative to select the proper allocation key.

The choice of the allocation key should be made by giving
consideration to the nature of the service involved and the
use to which it is put. Some of the examples of allocation
keys have been noted below:52

– allocation of department costs based on sales of the
group;

51. Having said that and as noted above, whichever method has been adopted,
the same should be applied consistently within the group. This may be different
if sound business and benefit arguments support a different approach. Even the
US regulations provide that when the arm’s length charge is based on costs and
deductions, and a member has allocated and apportioned costs using a consistent
method that is reasonable and in keeping with sound accounting practice, the
method should not ordinarily be disturbed.
52. As regards the US regulations, there is no real guidance on specific
methodologies, but the regulations indicate that the use of one or more bases
may be appropriate. Appropriate consideration must be given to all bases and
factors, including, for example, total expenses, asset size, sales, manufacturing
expenses, payroll, space utilized and time spent. In practice, it can be said that
IRS has been more inclined to adopt a particular allocation key/method if the
activities are in connection with the preparation of statements and analyses for
the use of management, creditors, minority shareholders, joint ventures, clients,
customers, potential investors or other parties or agencies.
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– time spent by employees performing intra-group ser-
vices;

– units produced or sold;
– number of employees;
– total expenses;
– space used;
– capital invested;
– asset quantum;
– a combination of the above.

When choosing an allocation key, the taxpayer should
consider the nature of the services and the use to which the
services are put. For example if the services relate to
human resource activities, the proportionate number of
employees may be the best measure of the benefit to each
group member.

In addition, there are situations in which the proportion of
services rendered to each beneficiary might not be easily
identifiable with reference to the exact quantum of benefit
attained or expected (for instance, in cases involving cen-
tralized advertisement campaign). In such cases, the allo-
cation key or method would be an approximate value (e.g.
proportional net sales of all the beneficiaries to allocate the
cost incurred to implement the centralized advertisement
campaign mentioned above) that must be used for alloca-
tion.

There are no specific rules relating to selection of the
appropriate allocation key. The New Zealand Transfer Pri-
cing Guidelines have elaborated on the usage of different
allocation keys with suitable illustrations. See Appendix 2
for details. In the end, it must be remembered that
whichever allocation key is chosen, the allocation key
chosen must yield a result that is consistent with what a
comparable independent entity would be willing to pay,
and the arm’s length principle must be satisfied.

2.6. Mark-up on costs

2.6.1. Generally

Having identified the cost base and the basis of allocation
to various group companies, the issue of marking up costs
is the next issue in any transfer pricing analysis for intra-
group services. This is because, depending on the facts and
circumstances, the tax authorities in the foreign sub-
sidiary’s country of residence may not allow a mark-up on
costs unless it is adequately substantiated. Similarly, there
may be issues in the home country of the service provider,
if no mark-up is charged on value added services. There-
fore, the costs incurred for the provision of intra-group
services need to be properly examined with a view to
determine whether a mark-up on the cost base is justifi-
able.

The rationale for charging the mark-up is based on the
premise that in an arm’s length transaction, an independent
enterprise normally would seek to charge for services in
such a way as to generate profit, rather than providing the
services merely at cost. However, the economic alterna-
tives available to the recipient of the service also must be
taken into account in determining the arm’s length charge.
Often, the price the recipient is willing to pay for the ser-
vice does not exceed the cost of supply to the service sup-

plier. For example in many cases, the services provided
through intra-group arrangements are administrative or
ancillary in nature, and the participants would have been
prepared only to centralize the activity if they could share
in the cost savings. Costs may represent an arm’s length
charge in such situations. The OECD Guidelines also rec-
ognize that there are circumstances in which an independ-
ent enterprise may not realize a profit from the perfor-
mance of service activities alone, for example where a
supplier’s costs (anticipated or actual) exceed the market
price but the supplier agrees to provide the service to
increase its profitability (by complementing its range of
activities). Therefore, it need not always be the case that
an arm’s length price will result in a profit for an associ-
ated enterprise that is performing an intra-group service.53

Indian transfer pricing regulations, as they currently stand,
do not shed any light on the issue that there could be situ-
ations where no mark-up is charged for transfer pricing
purposes. The OECD Guidelines highlight the following
such situations:
– services are provided by a third party, and a related

party adds no significant value or assumes no major
risks with respect to the third-party services (e.g.
where the related party is merely an intermediary and
the functions are performed by the unrelated third
party); and

– the market value of the intra-group service is not
greater than the costs incurred by the service provider
in rendering that service (especially where the service
provided is not part of the main business activity of the
service provider, but is offered incidentally as a bene-
fit to the related party group).

The OECD Guidelines suggest that a profit mark-up might
not always make sense from the perspective of accumulat-
ing the support evidence because establishing the appro-
priate profit mark-up might be a costly and cumbersome
process. Therefore, it may also be desirable to do a cost-
benefit analysis before embarking on the process of estab-
lishing the need for a profit mark-up.

The position of the Canadian tax authorities on the issue of
mark-ups is spelt  out in Para. 30 of IC 87-2R, which
states: “… generally there is no profit element in shared
costs charged to Canadian branches or subsidiaries”.54 The
CRA’s position in IC 87-2R, which was laid down in Para.
163 thereof, is noted below:

Arm’s length service suppliers would usually expect to
recover their costs plus an element of profit. However, in
determining an arm’s length charge for service, one must
also take into account the economic alternatives available to
the recipient of the service. Often, the price the recipient is
willing to pay for the service does not exceed the cost of
supply to the service supplier.55

The CRA also specifies factors that must be taken into
account before a mark-up can be justified, and the same
are noted below:

53. OECD Guidelines, Para. 7.33.
54. IC-87.2, “International Transfer Pricing and Other International Transac-
tions” (1987), Para. 30.
55. IC 87-2R, “International Transfer Pricing” (27 September 1999), 
Para. 163.
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Determining whether a mark-up is appropriate and, where
applicable, the quantum of the mark-up, requires careful
consideration of factors such as: the nature of the activity;
the significance of the activity to the group; the relative effi-
ciency of the service supplier; and any advantage that the
activity creates for the group.56

In line with the OECD Guidelines, IC 87-2R also specifies
instances in which a mark-up may be explicitly allowed or
disallowed, and the same are noted below:

As discussed in paragraph 7.36 of the OECD Guidelines, it
is important to distinguish between the situation of: a tax-
payer who renders services for the other members of a
group; and a taxpayer who acts solely as an agent on behalf
of the group to acquire services from an arm’s length party.
In the latter situation, the arm’s length compensation would
be limited to rewarding the agency role. In that case, it
would not be appropriate to determine an arm’s length
charge by referring to a mark-up on the cost of the services
acquired from an arm’s length party. Whether a taxpayer is
providing a service or merely acting as an agent on behalf of
the group is a question of fact.57

With respect to the US law on this subject, it needs to be
ascertained at the outset under the current US regulations58

whether the relevant services are integral or non-integral.
In the case of the intercompany provision of services that
have met the criteria of being provided for the benefit of a
related party, the costs of providing the services will be
deemed equal to an arm’s length charge for such service
(known as safe harbour costs of the provision for ser-
vices), except in the case of services which are an integral
part of the business activity of either the member render-
ing the services or the member receiving the benefit of the
services. The arm’s length standard mark-up of costs is
normally appropriate where the services are deemed to be
an integral part of the business activity of a member of a
group of controlled entities.59 Accordingly, US Sec. 482
regulations classify the intercompany provision of ser-
vices into three categories:
– services that are duplicative or of indirect benefit to

the recipient. In such case, an arm’s length service fee
of zero is appropriate;

– non-integral services. In such case, an arm’s length
service fee equal to a reimbursement of costs is appro-
priate; and

– integral services. In such case, an arm’s length fee is
required.

Situations in which services are deemed to be an integral
part of the business activity are the following:
– where the renderer or recipient is engaged in the busi-

ness of rendering similar services to one or more unre-
lated parties;60

– where the renderer renders services to one or more
related parties as one of its principal activities. It will
be presumed that the provision of services is not one of
the principal business activities of the renderer if the
costs incurred do not exceed 25% of the total costs of
the renderer for the taxable year. If such costs exceed
25% of total costs, one should consider time spent pro-
viding the services, the regularity of the services, the
amount of capital investment, the risk of loss involved
and whether the services are in support of or independ-
ent of the other activities of the renderer;

– whether the renderer is “peculiarly capable” of provid-
ing such services and whether such services are a prin-
cipal element in the operations of the recipient. This
occurs where the renderer makes use of a particularly
advantageous situation (e.g. utilization of special skills
and reputation, utilization of an influential relationship
with customers or utilization of its intangible prop-
erty). The renderer will not be regarded as peculiarly
capable if the value of the services does not substan-
tially exceed the cost of providing such services;61 and

– where the recipient has received the benefit of a sub-
stantial amount of services from one or more related
parties, equal to or exceeding 25% of the total costs of
the recipient during the taxable year.

A summary of US case law on whether particular services
meet the non-integral safe harbour provisions is found in
Appendix 3.

Based on the foregoing discussion and the international
tax practice generally followed, it may be concluded that
determining whether a mark-up is appropriate and, where
appropriate, the quantum of the mark-up, requires careful
consideration of factors such as:
– the nature of the activity and the services rendered;
– the significance of the activity to the group;
– the functional profiling and the characterization of the

intra-group transactions involved;
– the relative efficiency of the service supplier; and
– any advantage that the activity creates for the group.

56. Id., Para. 164.
57. Id., Para. 165.
58. The IRS regulations have proposed to eliminate the cost safe harbour pro-
visions for services. In its place, the IRS has proposed the simplified cost-based
method (SCBM) to arrive at an arm’s length price. Under the proposed regula-
tions, the IRS would not be able to make a transfer pricing adjustment unless the
arm’s length mark-up on total costs exceeds the mark-up charged by the tax-
payer by a specified number of percentage points.
59. US Treas. Reg. Sec. 1.482-2(b)(7) and 1482-2(b)(3).
60. In this connection, the regulations provide the example (Tres. Reg. 
Sec. 1.482-2(b)(7)(iv), Example 1) of a printing company that is regularly
engaged in printing and mailing advertising literature for unrelated persons. The
printing company also prints advertising circulars for a related person’s products
and mails them to potential customers of its affiliates, and creates related art-
work. The services rendered were viewed as an integral part of the printing com-
pany’s business activity because similar services were rendered for unrelated
persons.
61. Although the US regulations give five illustrations to explain this concept,
two illustrations are explained below.
In one example (Treas. Reg. Sec. 1.482-2(b)(7)(v), Example 11), X owns an
exclusive patented process by which it detects and removes imperfections in the
product of Y, a related party, thereby greatly increasing the marketability of the
product. X apparently inspects all of such products. Although the activity is not
a principal activity of X, the inspector, it is uniquely capable of rendering the
services because it owns the patented process. Furthermore, inspection greatly
increases the marketability of the product. Inspection is extremely valuable and
the value is substantially in excess of the cost of rendering the inspection service.
Because of the impact of the inspection on sales, the services are a principal ele-
ment of the operations of Y. Thus, the inspection services rendered by X to Y are
viewed as integral parts of the business activity.
In another example (Treas. Reg. Sec. 1.482-2(b)(7)(v), Example 14), X, a man-
ufacturing company, has an accounting department that maintains financial
records of Y, a related distributor of X’s products. Although X is able to render
the accounting services more efficiently than others due to its familiarity with
the operations of Y, X is not uniquely capable of rendering the accounting ser-
vices. Such familiarity does not, in and of itself, constitute a particularly advan-
tageous circumstance. Furthermore, the services are viewed as supporting in
nature, and do not constitute a principal element in the operations of Y. Thus, the
integral business activity test is not met.
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In general, the mark-up may not be relevant if the services
are very routine and the added value provided by the ser-
vices rendered does not exceed the costs of provision.
Similarly, if services are provided through a cost centre62

the fundamental function of which is providing cost sav-
ings or operational synergies to the MNE, a very high per-
centage of profit element or a mark-up may not be appro-
priate. If a profit centre is used to provide intra-group
services and market prices (including the appropriate
mark-up) are charged to other arm’s length parties, the ser-
vice provider may be in a position to charge a similar price
with a mark-up included for similar services provided to
related parties. If a specialized service centre is used to
provide services, a reasonable arm’s length mark-up may
be charged if the added value of the services is substan-
tially greater than the costs of provision.

The other issue to consider is whether or not the mark-up
makes sense from the recipient’s perspective. In the event
that the tax jurisdiction of the recipient does not allow a
deduction for the mark-up, a mark-up on very routine ser-
vices with no added value may not be the best idea. This is
because it may be treated as earned income and be taxed
by the recipient’s tax jurisdiction and, therefore, be subject
to double taxation.

Mark-ups on costs should be applied only after taking into
account all the facts and circumstances surrounding the
provision of intra-group services. Wherever the mark-up
is applicable, it must be substantiated as being at arm’s
length with a thorough analysis of arm’s length compar-
ables.63

2.6.2. Benchmarking the mark-up

In the case of certain value added activities where a mark-
up needs to be charged, the question arises as to how to
compute the mark-up on such services or how to compute
the arm’s length price for such services. Determining
whether a mark-up is appropriate and, where applicable,
the quantum of the mark-up requires careful consideration
of factors such as:
– the nature of the activity;
– the significance of the activity to the group;
– the functional profiling and characterization of the

intra-group transactions involved;
– the relative efficiency of the service supplier;64 and
– any advantage that the activity creates for the group.

Determining the quantum of the mark-up also entails
attempting to find comparable independent transactions,
determining the extent to which the services are the same
or similar, determining the extent to which the surrounding
circumstances are the same or similar, adjusting for differ-
ences, and considering all other relevant facts. Although
the Indian regulations do not give any specific guidance in
the context of intra-group services, the regulations do give
general guidance on comparability that may be applied to
transfer pricing for services.

The Indian regulations provide that the arm’s length char-
acter of a controlled transaction is tested by comparing the
results of the transaction with the results of uncontrolled
taxpayers engaged in comparable transactions under com-
parable circumstances. The regulations indicate that the

comparability of transactions and circumstances must be
evaluated mainly in light of five factors:
– functions performed by parties to the transactions;
– risks undertaken by the parties to the transactions;
– contractual terms between the parties;
– economic conditions; and
– property or services involved.

For two transactions to be regarded as comparable, an
uncontrolled transaction need not be identical or exactly
comparable, but must be sufficiently similar so that it pro-
vides a reasonable and reliable benchmark. If necessary, a
reasonable number of adjustments may be made to the
results of an uncontrolled transaction to account for mate-
rial differences between the controlled and uncontrolled
transactions if such differences have a definite and reas-
onably ascertainable effect on prices. Such adjustments
should be based on commercial practices, economic prin-
ciples, or statistical analysis.

Comparison of functions. In the case of an analysis of
functions, it is desirable to identify and compare econom-
ically significant activities by taxpayers in controlled and
uncontrolled transactions.

Comparison of risks. A comparison of risks requires a
determination of which the taxpayer bears the risks under
the contractual terms between the parties. The contractual
allocation of risks will generally be respected if it is con-
sistent with the economic substance of the underlying
transaction.65 Relevant risks that may be regarded include
market risks (including fluctuations in cost, demand, pri-
cing and inventory levels); risks associated with the suc-
cess or failure of research and development activities;
financial risks (including fluctuations in foreign currency
rates of exchange and interest rates); credit and collection
risks; product liability risks; and general business risks
related to the ownership of property, plant and equipment.
In this regard, it is critical to examine whether the pattern
of the controlled taxpayer’s conduct is consistent with the
purported allocation of risk or whether the relevant con-
tractual terms are modified to reflect any inconsistent con-
duct, whether the controlled taxpayer has the financial
capacity to fund the risk and the extent to which the con-
trolled taxpayer exercises control over the activities influ-
encing income or loss.

Contract terms. In applying the contractual terms factor,
the regulations require the comparison of significant con-
tractual terms that could affect the prices that would be
charged. This can include the form of consideration; pay-
ment terms or related financing arrangements; the volume
of products; warranties; rights to updates; duration, termi-
nation or renegotiation rights; and collateral transactions.

62. See above discussion for an understanding of the concepts of cost centre,
profit centre and specialized service centre.
63. The methodology of determining an arm’s length mark-up is discussed
below.
64. For example the Canadian transfer pricing regulations actually recognize
that the relative efficiency of arm’s length service suppliers may not be compar-
able to the intra-group services where the intra-group services are offered as a
convenience to the group (and not as an ordinary and recurring activity).
65. However, in this regard US Treas. Reg. Sec. 1.482-I(d)(3)(iii)(B) provides
that an allocation of risks between controlled taxpayers after the outcome of such
risks is known, or reasonably knowable, is deemed to lack economic substance.
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The contractual terms of the parties will generally be
respected, provided that such terms are consistent with the
economic substance of the underlying transaction. Factors
given the greatest weight in determining economic sub-
stance are the actual conduct and the respective legal
rights of the parties.

Economic conditions. The economic conditions factor
requires a comparison of significant economic factors that
could affect the price, including realistic alternatives; sim-
ilarity of geographic markets; relative size and extent of
economic development in each market; the level of the
market; relevant market shares; location-specific costs;
other factors of production and distribution; and the extent
of competition in each market.

All in all, from transfer pricing perspective, it would be
necessary to take into account all of the factors indicated
above in determining the mark-up on intra-group services.

To determine the mark-up, one would have to run a search
on a transfer pricing database that deals with financial
details of potentially comparable companies. The objec-
tive of the search is to identify potentially comparable
companies that render similar services and to ascertain the
margins of such comparable companies. Such comparable
margins could then be used to benchmark the margins of
the intra-group services within an MNE.

The question that often arises is how does one perform an
apple-to-apple (as opposed to apples-to-oranges) compar-
ison, as the comparable companies on the database (even
though rendering similar services) are actually in the busi-
ness of rendering such services in contrast to the tested
party that may be only incidentally providing such support
services to the MNE group companies. For example,
would the transfer pricing regulations require a search for
legal comparables for benchmarking legal support ser-
vices rendered by one MNE group company to another
group company? This is an interesting question, as for
example the services provided by law firms and account-
ing firms are not comparable to those provided by in-
house lawyers and accountants. Law and accounting firms
have resources not available to in-house lawyers and
accountants. In addition, they have to attest and to perform
other functions that allow them to charge more, and cause
them to require malpractice insurance (which also, in turn,
causes them to charge more). The appropriate compara-
bles for any support-type intercompany services should
therefore be third parties that offer services with compara-
ble limits on risk, and a comparable lack of their own
intangibles.

While only after a detailed search is run on a transfer pri-
cing database (taking into account the specific facts of the
case) could the arm’s length mark-up that would apply in
each case be determined, as a ball park estimate generally
it would be reasonable to assume a mark-up in the range of
5% to 20%, depending upon the nature of services pro-
vided. Transfer pricing is not an exact science and there-
fore, more often than not, the application of the most
appropriate method or methods and the database search
would produce a range of figures, all of which are rela-
tively equally reliable. Therefore, the actual determination

of the arm’s length price based on arm’s length margins
would necessarily require exercising good judgment.66

3. DOCUMENTATION

3.1. Generally

The obligation to maintain appropriate documentation
arises pursuant to Sec. 92D of the Indian Income Tax Act,
1961 read with Rule 10D of the Indian Income Tax Rules.
The objective is to require the taxpayer to keep and pre-
serve all such records as may be necessary and relevant to
understand the taxpayer’s intercompany transfer pricing
policy. The obligation to maintain documentation there-
fore rests with every taxpayer that has entered into cross-
border international transaction. As such, every taxpayer
in these circumstances needs to perform a thorough review
of its documentation to arrive at an acceptable price for
intra-group transactions if it is to avoid potential penalties
under the Indian Regulations.

The Regulations 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 Regu-
lations go on to add that even in such cases, where the
aggregate value of international transactions does not
exceed INR 10 million, the assessee should be able to sub-
stantiate, based on the available material that international
transactions entered into by it are in line with the arm’s
length standard.

The Guidance Note provides that the information that the
assessee may be called upon to furnish, in the absence of
which the assessing officer would have power to substitute
an arm’s length price, should be that which the assessee
has in its possession and is capable of being furnished.67

The OECD Guidelines also provide that the taxpayer
should not be expected to have prepared or obtained docu-
ments beyond the minimum needed to make a reasonable
assessment of whether it has complied with the arm’s
length principle.68

The OECD Guidelines further provide that the extensive-
ness of documentation should be determined in accor-
dance with the same prudent-business-management prin-
ciples that would govern the process of evaluating a
business decision of a similar level of complexity and
importance. Moreover, the need for the documents should
be balanced by the costs and administrative burdens, par-

66. The fact that the mark-up is generally in the range of 5 to 20% could also
be evidenced based on the international tax practices followed. For example
Swiss laws provide that group service providers should be taxed on net income
that an independent enterprise would have earned in the same circumstances and
for the performance of the same services, and the applicable method is the cost-
plus method. In addition, a circular issued by the Federal tax administration 
on 17 September 1997 has reduced the minimum amount of taxable income to
5% or from 1/6 of the salary costs to 8.33% on salary costs (from 10% on total
costs). In Germany, the mark-up on the management fees accepted by the tax
authorities is generally only 5%. In Belgium, with regard to coordination centres
an 8% mark-up is generally acceptable for management fees.
67. Guidance Note, Para. 16.3. The OECD Guidelines also express a similar
viewpoint.
68. OECD Guidelines, Para. 5.7.
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ticularly where this process suggests the creation of docu-
ments that would not otherwise be prepared or referred to
in the absence of tax considerations. Documentation
requirements should not be imposed on taxpayers, costs
and burdens disproportionate to the circumstances. Tax-
payers should nonetheless recognize that adequate record-
keeping practices and voluntary production of documents
facilitate examinations and the resolution of transfer pri-
cing issues that arise.69 The OECD Report emphasized the
necessity of preserving an acceptable balance between the
need for tax authorities to be able to secure adequate infor-
mation and the justifiable concern of taxpayers not to be
overburdened by documentation requirements.

The documents and information should be maintained for
a period of eight years from the end of the relevant assess-
ment year.

The Indian Income Tax Rules provide that the information
and documents prescribed should, to the extent possible,
be contemporaneous and should exist (at the latest) by the
due date for filing of transfer pricing report. Requested
details must be furnished within 30 days of such request
(which may be extended an additional 30 days).70 For a
detailed discussion on the documentation requirements in
India, see Appendix 4.

3.2. Intra-group services: the documentation
process

The documentation process for intra-group services is
very critical in providing tax authorities with the necessary
evidence to accept the legitimacy of any intra-group ser-
vice charges, including management fees. In the United
States, the legislation71 does not explicitly comment on
what specific documentation is necessary with regard to
intra-group services. Even though the Indian regulations
have prescribed detailed transfer pricing documentation
requirements in general, no specific guidance has been
given in the context of intra-group services. Consequently,
the general principles laid down under the Indian Income
Tax Act, 1961 with regard to maintenance of documenta-
tion would need to be kept in mind to substantiate intra-
group charges within an MNE.

The majority of taxpayers around the world view record-
keeping as a bureaucratic burden and a financial drag on
the business. However, organizations that approach
recordkeeping in an organized manner and with the right
attitude do eventually tend to benefit. The advantage of
maintaining accurate documentation contemporaneously
is that organizations can assess their systems effectively
and can review each entity accurately. This puts them in a
better position to effectively answer queries posed by the
tax authorities in the course of tax audits. Senior manage-
ment 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 mutually respected working
relationship with tax authorities.

Moreover, documentation is relevant not only from the
perspective of service providers, but also service recipi-
ents. As in any situation where the deductibility of
expenses will be closely scrutinized by the tax authorities,

the importance of adequately documenting the bases for
the intra-group service charges cannot be over-empha-
sized. In many instances, the tax authorities will automat-
ically disallow management fee charges which are not
backed up by formal contracts or other key documents,
and the burden and the onus will then fall on the taxpayer
to demonstrate that its management fee payments should
be allowed as a deduction. 

To this end, taxpayers will benefit from a comprehensive
overview of the documentation that needs to be presented
to adequately substantiate intra-group charges. This article
will present only an overview of the documentation that
generally needs to be maintained in relation to intra-group
management fees. The documentation to be maintained in
each specific case must be determined based on all the
facts and circumstances.

First, however, taxpayers would benefit from an under-
standing of the approach of the tax authorities around the
world with regard to assessing intra-group services under
transfer pricing regulations. In general, the arm’s length
nature of an intra-group service is assessed internationally
by the various tax authorities on the basis of the following
criteria:
– is the price of the service arm’s length?
– does the recipient benefit from the service?
– are the so-called shareholder’s costs eliminated?
– has a service contract been drawn up? If so, are the ser-

vices defined accurately and has the basis for the ser-
vice fee been specified in the contract?

– have the services clearly been supplied?
– do valid commercial reasons exist for concluding a

service contract?
– have the service costs already been incorporated in the

internal pricing of the products?
– did the contract for the services exist from the outset?

Against the above background and considering the general
approach of the tax authorities when assessing the arm’s
length nature of intra-group transactions, the necessary
steps and the detailed documentation that should be main-
tained are discussed below.

The first step in the documentation process would be to
document an analysis of the business and industry in
which the MNE operates. This documentation is like the
introduction to the transfer pricing documentation that
could help educate the tax authorities on the relevant com-
pany and the industry in which the company operates. The
industry analysis, if well documented, should provide the
tax authorities with an excellent overview of the demand
and value drivers within the industry, as well as the com-
pany’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 in which the company oper-
ates. It can be an effective tool to highlight industry-wide
or company-specific conditions that may make it impera-
tive to provide intra-group services to related parties. 

69. Id., Para. 5.28.
70. Indian Income Tax Act, 1961, Sec. 92D.
71. Treas. Reg. Sec. 1.482-2.

268 ITPJ SEPTEMBER/OCTOBER 2005

© 2005 IBFD



The next step would be to clearly delineate the members of
the multinational corporate group and the nature of their
association with each other (i.e. the parent company ver-
sus the subsidiaries and group companies). In this context,
it is also prudent to present an organizational chart to
clearly identify the related parties that are involved in the
intra-group service transactions. A description of the cor-
porate history may also be useful to highlight the evolution
of the company and some of the assumptions underlying
the provision of services.

The next step would be to identify all the relevant intra-
group service transactions. At this juncture, it is also ne-
cessary to understand and document the organizational
structure and the functions performed by different share-
holders within the MNE. The entities involved in perform-
ing intra-group services within the MNE can be any mem-
bers of an integrated MNE group. The specific
relationships in this context might include (i) service
transactions between a parent and a subsidiary and (ii) ser-
vice transactions between two affiliated (sister) corpor-
ations (i.e. subsidiaries with a common parent).

The next step is the documentation of the intra-group ser-
vices performed by the service provider and the benefits
received by the service recipient. The documentation of
the precise functions performed by various associated
entities and the economic characterization of the relevant
associated entities would be relevant here. A detailed
functional and risk analysis, corroborated with a compre-
hensive economic characterization of intercompany trans-
actions aids in gaining an insight into the relative functions
performed, assets employed and risks assumed by the
associated enterprises.

At a minimum, it is generally advisable that the following
documentation be maintained on file with respect to all
intra-group management service arrangements.

– A detailed business overview (specifying the related
parties involved in the transaction) and an industry
analysis.

– A detailed and comprehensive functional and risk
analysis. As with any other transfer pricing issues, it is
extremely important in determining transfer pricing
for services to first describe the relevant transactions.
All aspects of a transaction must be analysed, and the
basic questions that must be asked and documented
include:
– who is doing what and for whom;
– where are they doing it;
– why are they doing it;
– how are they doing it; and
– what property is being used or transferred in con-

nection therewith.

– A written, binding service contract between the payer
and payee companies, i.e. the charter of the company
which illustrates what policies have been adopted,
what services are to be provided, what costs are to be
included and what is to be excluded etc.72 The contract
should at a minimum set out:

– details of the group companies which will be pro-
viding and receiving management services under
the contract;

– full details of the nature and extent of services to
be provided;

– the basis for determining the fees to be charged;
– the basis for periodic rate increases (if applicable);
– the dates at which invoices will be issued;
– the time for payment of fee invoices; and
– the charges for late payment of invoices and out-

standing accounts.

– Documents (e.g. meeting notes and draft agreements)
to show that the contract was concluded only after
bona fide (bilateral) negotiations regarding its terms.

– Proof beyond a reasonable doubt of the provision of
the intra-group service73 (in order to demonstrate that
the service recipient benefited therefrom). A compre-
hensive and complete description of those benefits
may consist of the following: 
– a detailed description of the benefits provided by

each business unit the costs of which are being
allocated;

– examples to illustrate those benefits, both qualita-
tive and incidental; and

– some of the following, in order to establish the
existence of a benefit:
– documentation (e.g. correspondence, memo-

randa, manuals and directives) indicating a
benefit to the recipient of the intra-group ser-
vices;

– job descriptions of staff at the service provider
and the recipient to identify services and to
prove that there is no duplication of services;

– documentation to demonstrate that the recipi-
ent’s operations have not been required to
absorb a disproportionate share of the total
global costs of administration and manage-
ment; and

– documentation of each of the functions, such
as marketing, legal or technical functions, as
the case may be.

– The documentation that the service provider under-
takes to supply in support of justification of the fee for
the services rendered, e.g. copies of time sheets or cost
centre reports. Documentation could also include let-
ters, manuals, instructions, proof of visits, written
advice, periodic activity reports and any other docu-
ments or data which tend to confirm that the services

72. The description of the services in the service contract assumes significance.
Based on practices followed in other developed countries, it appears that based
on the contract, the tax authorities can sometimes quickly question the arm’s
length nature of the services. This occurs most frequently when the description
of the services to be provided appears incomplete, unclear and disjointed in the
contract or (in the worst case scenario) the description or even the agreement is
entirely missing.
73. Intra-group services may be rendered for the joint benefit of several mem-
bers of the related group. When services have been rendered for the exclusive
purpose of a single recipient, it is relatively easy to determine whether the ser-
vice recipient has received a benefit from the provision of the service. However,
when the services rendered result in a joint benefit (i.e. benefit a number of
members of the same related group), it becomes quite critical to establish the
actual or perceived benefit for each individual recipient.
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were rendered for the benefit of the recipient and are
justifiable on an arm’s length basis.

– Detailed fee accounts or invoices from the payee
which include (i) full details of services rendered over
the period covered by the charge, (ii) confirmation that
the fee calculation agrees with the service contract and
(iii) any other documents supplied by the payee, which
support the amount of the charge. In particular, any
substantiating documentation which must be tendered
in accordance with the contract of services.

– A certificate from a CPA, if possible, certifying (i) the
viability of the method for allocation and apportion-
ment of costs among subsidiaries and (ii) the authen-
ticity of the cost apportioned to each entity.

– As noted above, where a fixed key is used under the
indirect charge method, the tax authorities may require
that the justification for the method adopted be
demonstrated, as they may be concerned that fixed-
key methods do not produce the required correspon-
dence between costs and benefits. In this respect, it is
important to substantiate the cost basis and to have
details on file to show which costs have been
included/excluded with a fixed-key method. In other
words, all shareholder costs that are incurred must be
adequately documented, whether included or excluded
in the actual charge-outs, along with the respective
supporting analyses.

4. OTHER ISSUES IMPACTING MANAGEMENT
FEE POLICIES IN AN INTERNATIONAL
CONTEXT

4.1. Service tax

There may be an issue surrounding the levy of service tax
under Indian tax laws on management fees. This depends
on certain factors such as whether there is an importation
of services into India or exportation of services from India;
where the services are consumed; where the services are
rendered; and the nature of services rendered. While a
detailed examination of service tax provisions is beyond
the scope of this article, this is an important levy which
should be kept in mind. Unlike the withholding tax credit,
the credit for service tax is generally not available under
Indian tax treaties.

4.2. VAT

Similarly, one must also consider whether there could be a
VAT issue under the domestic tax laws of the foreign
country. While this would also depend on a host of factors,
VAT is another important levy which should be kept in
mind. Unlike the withholding tax credit, the credit for VAT
is also generally not available under Indian tax treaties.

4.3. Service permanent establishment

Some Indian treaties (including those with Australia, Sin-
gapore and the United States) contain a service permanent

establishment (PE) clause. Such a clause generally pro-
vides that if the service provider renders services to its
affiliates in the other country through its employees and if
the duration of the stay of the employees in the other coun-
try exceeds a particular threshold,74 then a service PE is
deemed to exist in the host country. The implication of the
existence of a service PE is that the company rendering
services through its employees would be taxable in the
host country to the extent of the profits attributable to the
service PE in the host country. Hence, it would be desir-
able to take proper precautions to ensure that service PE
exposure is minimized.

4.4. Withholding tax and payments of management
fees

While the domestic laws of many overseas countries do
not provide for withholding tax at the time of remittance of
fees for technical services, Indian law does provide for just
such a withholding tax. Under Indian tax law (and also
many Indian treaties), the definition of fees for technical
services is very comprehensive and includes any payments
for managerial, consultancy or technical services. In other
words, according to Indian tax law and under most Indian
treaties, any payments to an overseas service provider for
intra-group management fees could trigger withholding
tax. However, some Indian treaties (e.g. with the United
Kingdom and the United States) contain a very restricted
definition for fees for technical services, under which
“managerial services” are excluded from the purview of
fees for technical services. Consequently, in such a case it
may be possible to argue that managerial services are not
covered under such a restricted definition of fees for tech-
nical services and therefore in absence of a service PE of a
service provider in India, such payments are not taxable in
India.75 Similarly, some Indian treaties (e.g. the treaty with
Mauritius) do not contain an article regarding fees for
technical services. In such a case, in absence of a service
PE of a service provider in India, payments for manage-
ment fees are not taxable in India.

5. CONCLUSION

Globally, tax authorities have adopted an increasingly
proactive and more sophisticated approach to examining
transfer pricing policies in respect of intra-group support
services. It is only matter of time before the Indian tax
authorities will take a cue from them and follow a similar
approach. Accordingly, Indian MNEs with subsidiaries
abroad, as well as foreign MNEs operating in India, are
well advised to contemporaneously document their intra-

74. Some Indian treaties provide for no threshold when services are rendered to
an affiliated party. In such a case, even if services were rendered for a day, a ser-
vice PE would be deemed to exist.
75. In an Indian ruling (242 ITR 208 (AAR)), the Authority for Advance Rul-
ing (AAR) in India held that fees for managerial services rendered in India by a
US-based company are not taxable in India under the India—United States
treaty. The ruling found favour with the AAR due to the restricted definition of
fees for included services under the India—United States treaty, (which did not
include managerial services within the definition of fees for included services).
The ratio of this ruling should also apply under other Indian treaties that have a
similarly narrow definition.
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group arrangements and practices in respect of support
services, so as to prepare in advance for an otherwise
inevitable transfer pricing examination. Because intra-
group services are regarded by many as one of the most
likely areas to be examined by the transfer pricing author-
ities, taxpayers that have not performed the necessary
analysis and maintained adequate documentation run the
definite risk of being audited (with the possible result that
their income will be reassessed by those same authorities).
Undoubtedly, the best defence for a multinational with
intra-group service transactions is a thorough evaluation
process (with the help of transfer pricing experts) that
results in adequate documentation presenting the most
persuasive case before tax and transfer pricing authorities.

Experience shows that many companies fail to develop a
coordinated and centrally managed intra-group support
strategy. Moreover, it has been observed that while formu-
lating an intra-group transfer pricing strategy, many MNEs
fail to work out the overall business strategy in tandem
with various other pertinent international tax planning
considerations. Formulating a comprehensive transfer pri-
cing strategy for intra-group service transactions also
requires a well-founded understanding of various inter-
national tax planning principles. This, in turn, requires
detailed knowledge of applicable tax treaties, as well as a
thorough understanding 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 author-
ities of the home jurisdiction but which is not acceptable to
the authorities in the foreign jurisdiction; which does not
achieve the overall management objectives; or which does
not optimize the after-tax cash flows for the group on the
whole. In fact, there are various permutations, combin-
ations and considerations that need to be borne in mind
and balanced when formulating a comprehensive transfer
pricing strategy. The overall message is that it is impera-
tive to consider all of these factors in the course of design-
ing a proper intra-group management policy.

APPENDIX 1

Examples of Stewardship/Shareholder Activities
under Proposed US Regulations

Under the proposed US regulations, shareholder activities
undertaken mainly to (i) protect the service provider’s cap-
ital investment in the recipient or other group members or
(ii) ensure the compliance of the controlling service
provider with local reporting, legal and regulatory require-
ments when the control by the shareholder-service
provider of the other group members is not deemed to pro-
vide a benefit to the recipient. Consequently, no arm’s
length charge or allocation is required for those activities.
In this connection, the proposed regulations provide eight
examples, several of which illustrate the problem (as indi-
cated, below).

Example 1 involves the case of a public US parent’s prepa-
ration and filing of periodic reports required by US secur-
ities laws that include financial data on foreign sub-
sidiaries (including Company Y). The example concludes

that the US parent’s activities in this respect are share-
holder activities, in as much as Company Y does not obtain
a benefit from those activities. Thus, no arm’s length
charge or allocation is required from the US parent to
Company Y.

Example 2 is similar to Example 1, except that the reports
prepared by the US parent are used by Company Y (the
foreign subsidiary) to comply with similar reporting
requirements imposed under the domestic law of its own
jurisdiction. The example concludes that Company Y
derives a benefit from the US parent’s compilation and
analysis of financial data, and therefore an arm’s length
charge or allocation should be made.

Example 3 deals with a situation where the US parent’s
internal audit staff periodically reviews the foreign sub-
sidiary’s compliance with internal operating procedures
and US anti-bribery laws. Consequently these are classi-
fied as shareholder activities for which no charge is
required.

Example 4 concerns the US parent that hires an investment
banking firm and a law firm to analyse changes in the laws
of Country B (where its foreign subsidiary, Company Y, is
resident) and to propose a possible restructuring of Com-
pany Y in response to those changes. These are deemed to
be shareholder activities for which no charge or allocation
should be made to Company Y, as the restructuring was
designed to enable the US parent to receive dividends and
other payments from Company Y (payments for which
Company Y would accrue no benefit).

A contrast is seen in Example 5, where the changes in for-
eign law relate to corporate governance, and the stated
purposes for the restructuring is to reduce the number of
Country B legal entities and accelerate the introduction of
new products. Here, the consulting activities and costs
related to the restructuring are intended to enhance Com-
pany Y’s operational efficiency and profitability and thus
are not shareholder activities. Rather, those activities and
costs provide a specific and valuable benefit to Company
Y for which an arm’s length charge or allocation should be
made to the US parent.

Examples 6 and 7 both involve management or headquar-
ters functions. In Example 6, the US parent performs a
variety of personnel/human resources functions regarding
its foreign subsidiaries, including approving performance
appraisals, monitoring compensation levels and participat-
ing in senior level hiring and firing decisions. Here, the
activity is characterized as involving day-to-day manage-
ment that does not qualify as mere shareholder activity.
Rather, the activity provides a benefit to Company Y for
which an arm’s length charge or allocation to the US par-
ent is required.

Example 7 involves the US parent’s conduct of a retreat
for senior executives to develop business strategies for the
US parent and its subsidiaries, including Company Y,
together with preparation and circulation to the foreign
subsidiaries of a strategy statement to collate the results of
the retreat, including potential growth initiatives and
methods to increase profitability. Preparation of the strat-
egy statement (and presumably the retreat) is not deemed
to be a shareholder activity.
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APPENDIX 2

Selecting an Appropriate Allocation Key76

There are number of allocation keys that might be applied
to allocate costs between members of a group. The
strengths and weaknesses of various allocation keys that
might be applied are analysed below.77

Global formula approach

One approach is to apportion costs on the basis of gross
turnover of the worldwide group as follows:

affiliate’s gross sales x costs to be allocated
worldwide group’s gross sales

The global formulary approach does not always arrive at a
reasonable or realistic result. Deficiencies in the approach
include the inappropriate allocation across all subsidiaries
of:
– start-up costs of new subsidiaries;
– costs relating to specific functions performed for, or

product lines carried by, only certain group members;
and

– charges for services available to the group but not
taken advantage of by all its members.

Another issue to be aware of concerns the level of costs
associated with certain activities. For example an affiliate
of an MNE may derive its income from a number of
sources, such as diverse product sales, providing services
and leasing assets. However, the ratio of income to
expenditure may not be uniform across all these income
streams, with some types of income having higher inputs
per dollar of output.

Therefore, it may be appropriate to improvise the above
formula and associate the income and expenditure with the
relevant functions. Then, once the specific functions of the
concerned overseas affiliate have been identified, the costs
relating to functions that the concerned overseas affiliate
performs could be allocated as follows:

gross turnover for relevant 
functions of the overseas 

affiliate
x net central expenditure on

relevant functionsgross worldwide turnover
for relevant functions of
the concerned group

Time expended

When dealing with the service industry, it is common to
speak of units of time expended to perform a task. When a
central service provider performs functions for the group
as a whole, it may be appropriate to allocate costs based on
the amount of time expended on providing spaces to each
member of the group.

Again, if services are provided that have varying degrees
of value (e.g. the provision of both specialized technical
assistance and general clerical activities), an allocation
based only on time spent may not be appropriate. Instead,
the costs should be determined for each category of ser-

vice provided by the central service provider. Costs asso-
ciated with each category might then be allocated among
group members based on time spent providing each of
those services.

The purpose of dividing costs between various categories
of service is to ascertain an allocation of costs between
group members that better reflects the benefits they derive.
In undertaking this division, however, it may be neither
worthwhile nor desirable to attempt to over-refine service
categorization. In many cases, the gains in accuracy from
further refining the service categorization will not be suf-
ficient to justify the additional cost of performing the addi-
tional analysis. Having said that, the tax authorities would
expect taxpayers to record the basis for any cut-off deci-
sion.

Income-producing units

Corporations in the business of leasing plant and equip-
ment are generally able to identify the generation of
income from the utilization of specific units. Expenditure
incurred in producing the income can also be more readily
identified. Once it is determined what assets the concerned
overseas affiliate is leasing out (as compared to the leasing
of assets by the worldwide group), centralized costs in
connection therewith might be allocated based on the
number of units being utilized.

This principle is seen in Illustration 12 in the New Zealand
Transfer Pricing Circular, as follows. A New Zealand
shipping company charters ships that it owns. In allocating
head office costs incurred by a foreign parent, it is likely to
be appropriate to make an allocation of head office costs
relating to chartered vessels over the number of chartered
vessels worldwide. However, it is not likely to be appro-
priate to allocate head office charges of the group’s entire
shipping operations over the number of ships operated and
leased. These types of allocations do not recognize that
different types of ships have different costs, for example
support vessels for oil exploration and production plat-
forms as contrasted with roll-on-roll-off freighters.

If only support vessels are present in New Zealand, it is
appropriate only to identify the worldwide costs applica-
ble to support vessels. It is also necessary to distinguish
between those vessels leased fully manned and bareboat
charters. Once the relevant costs have been identified, they
could be allocated as follows:

support vessels in New Zealand
x allocation expenditure

support vessels worldwide 
(whether working or not)

Gross profit allocation basis

There will be situations where allocating costs on the basis
of gross revenue will not be appropriate. This may be
through an inability to make like comparisons of the
turnover of the various members of a group, because the

76. As explained in the New Zealand Transfer Pricing Guidelines (New
Zealand Transfer Pricing Circular, Paras. 533 to 555).
77. Whether or not one of the keys, in the form discussed below or in an
adapted form, might be appropriate will depend on the facts and circumstances
of the case.
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mix of activities is not consistent throughout the group and
some activities may require greater support than others.
For example one member’s gross turnover may be dis-
torted by a high turnover activity, conducted only by that
member and which generates little, if any, profit and
requires relatively less assistance to administer (e.g. a
lease that is sub-leased or a contract that is sub-con-
tracted).

In this situation, it may be worthwhile to explore the pos-
sibility of allocating costs on the basis of relative gross
profits instead. Income from non-active business sources
would have to be excluded.

Other methods

There are various other keys that might be employed to
allocate central expenditures. These include units pro-
duced, materials used and the number of employees. How-
ever, as with any other key, use of alternative keys would
have to provide a cost allocation that is consistent with the
benefit derived by the New Zealand entity.

Conclusion

It may be stated that any indirect charge method should be
sensitive to the commercial facts of the individual case
(i.e. the allocation key should make sense under the cir-
cumstances); contain safeguards against manipulation;
follow sound accounting principles; and be capable of pro-
ducing charges or allocations of costs that are commensu-
rate with the actual or reasonably expected benefits to the
recipient of the services.

In performing cost allocations, it is important not to lose
sight of the overall picture. Tax authorities will seek a real-
istic allocation of costs, not accounting perfection. Tax-
payers should attempt to determine a fair charge for ser-
vices provided to a subsidiary, while at the same time
making a reasonable effort to establish a coherent basis for
determining the price for future services.

APPENDIX 3

US Case Law on Non-Integral Safe Harbour
Provisions

In Hospital Corporation of America v. Commissioner,78

the taxpayer was able to show that a foreign affiliate was
entitled to a profit for what it did. The court held that the
domestic parent had earned a profit for a variety of ser-
vices it performed on the foreign affiliate’s behalf, includ-
ing negotiating a contract, providing a guarantee,79 formu-
lating a staffing plan, ordering supplies and equipment,
and performing other services. Accordingly, the US parent
services performed for its subsidiary were not steward-
ship, but integral services. Thus, a profit mark-up plus
compensation for know-how and other intangibles was
required.

In Diefenthal v. United States,80 the foreign corporation
was able to justify a profit by showing that it had assumed
a significant risk when it time-chartered vessels in and
voyage-chartered vessels out. At the same time, the com-

pany minimized the value of ancillary services performed
by its domestic affiliate.

In InverWorld, Inc, v. Commissioner,81 the Tax Court
addressed the issue of whether a foreign corporation’s
allocation of income to its US subsidiary was an appropri-
ate arm’s length charge. The foreign parent, a financial
services corporation that relied on its domestic subsidiary
to provide virtually all its investment management ser-
vices to clients, allocated a cost-plus profit amount which
it claimed was comparable to the charges it had previously
incurred for similar services rendered by an independent
service provider. The IRS, having determined that the
domestic subsidiary effectively provided all of the ser-
vices rendered by the parent to its clients, argued that the
appropriate arm’s length charge for services rendered by
the subsidiary to its foreign parent was the net amount of
revenues the parent derived from servicing its clients.

Although the petitioner had not relied on the safe harbour
use of cost as a measure of the arm’s length charge, the
Court went through a painstaking, but instructive, analysis
of the reasons why the safe harbour did not apply. The
Court concluded that the subsidiary’s services were an
integral part of its business under the 25% test and that
such services were rendered to a related party as one of the
subsidiary’s principal activities under the facts and cir-
cumstances test.

The Court, lacking information on the relative cost of the
services rendered by the subsidiary to its parent, extrapo-
lated its conclusion from the percentage of revenues
earned by the subsidiary from its parent over its total rev-
enues to conclude that the 25% threshold had been
exceeded.

APPENDIX 4

Nature of Required Documentation in India

Sec. 92D of the Indian Income Tax Law 1961, read with
Rule 10D of the Indian Income Tax Rules, has prescribed
comprehensive documentation requirements; these are set
out below for ready reference.

Primary documentation includes the following:
– a description of the ownership structure of the assessee

enterprise with details of shares or other ownership
interest held by another enterprise;

– 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 group members with whom international
transactions have been entered into by the assessee,
and ownership linkages among them;

78. 81 TC 520 (1983).
79. While the court in HCA (note 29) appeared to treat a guarantee as a service,
in Service in Bank of America v. United States, 680 F.2d 142 (Ct. Cl. 1982) the
Court of Claims sourced income from a guarantee-like transaction by analogy to
the sourcing of interest income (rather than as service income).
80. 367 F. Supp. 506 (E.D.La. 1973).
81. 71 TCM 3231; TC Memo 1996, 301.
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1 INTRODUCTION

Since the introduction of the South African transfer pri-
cing rules in 1995,2 the disclosure requirements for cor-
porate taxpayers have increased substantially. While Prac-
tice Note 23 (regarding the application of thin
capitalization rules) and Practice Note 74 (regarding gen-
eral transfer pricing rules) were issued in 1996 and 1999,
respectively, to provide practical guidelines for the appli-
cation of the transfer pricing rules, the South African Rev-

enue Service (SARS) has only recently issued specific
compliance requirements. The submission of a “transfer
pricing policy document” with the annual income tax
return (IT14) has become compulsory from the 2004 fiscal
year.

1. Sonnenberg Hoffmann Galombik, Cape Town.
2. Under Sec. 31(2) Income Tax Act 58 of 1962.
3. Dated 14 May 1996.
4. Dated 6 August 1999.

– a general 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 transactions;

– the nature and terms (including prices) of international
transactions entered into with each associated enter-
prise; details of property transferred or services pro-
vided; and the quantum and value of each such trans-
action 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 transaction;

– a record of the economic and market analysis, fore-
casts, budgets or any other financial estimates pre-
pared 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 in analysing their comparability with the
international transactions entered into, including a
record of the nature, terms and conditions relating to
any uncontrolled transaction with third parties which
may be of relevance to the pricing of the international
transactions;

– a record of the analysis performed to evaluate compa-
rability of uncontrolled transactions with the relevant
international transaction;

– a description of the methods considered for determin-
ing the arm’s length price in relation to each inter-
national transaction or class of transactions, 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 determining
the arm’s length price, including details of the compa-

rable data and financial information used in applying
the most appropriate method, and adjustments, if any,
which were made to account for differences between
the international transaction and the comparable
uncontrolled transactions, or between the enterprises
entering into such transactions;

– the assumptions, policies and price negotiations, if
any, which have critically affected the determination
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 any consequent adjust-
ment made to the total income for tax purposes; and

– any other information, data or document (including
information or data relating to the associated enter-
prise) which may be relevant for the determination of
the arm’s length price.

Secondary documentation includes the following:
– official publications, reports, studies and databases

from the government of the associated enterprise’s
country of residence, or of any other country;

– reports of market research studies carried out and tech-
nical publications brought out by institutions of
national or international repute;

– price publications including stock exchange and com-
modity market quotations;

– published accounts and financial statements relating to
the business affairs of the associated enterprises;

– agreements and contracts entered into with associated
enterprises or with unrelated enterprises in respect of
transactions similar to the international transactions;
and

– letters and other correspondence documenting any
terms negotiated between the assessee and the associ-
ated enterprise.
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