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Background

• Indian economy boost – increasing cross border business amongst 
related parties, India Inc going outbound

• Tax authorities worldwide at varying stages in the evolution of 
Transfer Pricing regulations

• Unprecedented flood of local documentation rules; Requirements are 
not necessarily consistent

• Increasing rigor in the enforcement of Transfer Pricing rules

• Significant level of training, knowledge transfer, general sharing of 
information among jurisdictions

• Enforcement focus areas changing



Slide 5
Transfer Pricing - Audit Defence Strategies
PricewaterhouseCoopers

April 2008

Major Audit Issues



Slide 6
Transfer Pricing - Audit Defence Strategies
PricewaterhouseCoopers

April 2008

Major Audit Issues

Current IssuesCurrent Issues

• Re-run of 
comparables

• Intra-group services/ 
Royalty

• Business strategies 
and loss situations

• Risk and other 
adjustments

• Range +/ - 5%

• CUP (Third party 
information)

Future IssuesFuture Issues

• Pricing Policy

• Transaction-wise 
analysis

• Attribution of profits to 
PEs

• Use of Profit Splits

• CUP (Customs)
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Transfer Pricing Dilemma

• If you get it wrong, impact might be material (e.g. tax adjustments, 
double taxation, penalties and fines and resource cost of managing 
audits)

• Assessing what needs to be done and realistically can be done to
mitigate risk, is not easy

“Failing to plan, is planning to fail”
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Effective Audit Strategies

Documentation Audit PresentationPlanning

• Comprehensive, robust
• Economic and 

statistical analysis, 
domestic/ international 
case laws, facts and 
empirical data

• Monitor and update 
annually

• Fact finding, detailed 
analysis

• Pricing Policy
• Risk assessment
• Reconciliation with 

previous years and 
other jurisdictions

• Reduce uncertainties
• Demonstrate due 

diligence

• Determine big picture 
and strategy

• Reconcile appeal 
strategies with learning 
from past audits

• Integrate economic and 
commercial 
considerations, and 
legal issues

• Manage and control 
information flow

The framework of an effective audit strategy
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Select Case Studies

• Business Strategies

• Management Services

• Integrating Documentation
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Case Study – Business Strategies

Background

Company is primarily a manufacturer of FMCG products. New premium product 
introduced. Import under test market stage till threshold sales achieved; 
subsequently to consider manufacturing. Import pricing as per group TP policy – cost 
plus mark-up for manufacturer. Heavy marketing spend – negative operating margin 
(‘OM’) for the premium product

Assessee’s contention

• Benchmarking of entire business line and arm’s length OM on a business line basis

• Operating losses in premium product due to low volumes, high marketing / 
advertising spend and market Penetration Pricing

• Documents - Third Party Feasibility Study

• Gross Margin (‘GM’) was at arm’s length as compared to independent distributors
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Case Study – Business Strategies…

TPO’s contention

• Aggregation approach not considered

• Market penetration strategy does not justify loss and hence import prices not at 
arm’s length

• Operating level was preferred 

• No allowance for extraordinary expenses like advertising & marketing

Key audit strategy consideration

• Documentation could include business strategy, projections, information supporting 
operating level losses, etc.

Maintain robust documentation on an on-going basis
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Case Study – Management Services

Background
Parent company provides management services to subsidiary company at cost plus 
5%. Assessee aggregated this transaction with its other transactions and 
benchmarked its OM under TNMM

Contentions

Economic analysis for substantiating 
5% mark-up charged by Parent 
company not provided

Assessee provided broad 
methodology used for allocation

Services received and benefits 
derived, explained broadly to TPO

Assessee

Assessee to substantiate the arm’s length 
nature of the 5% mark-up. 

Mark - up

• Assessee to provide actual workings 

• Overseas Auditor’s Certificate can be 
supportive

Cost Details

Assessee to demonstrate services received and 
benefits derived

Receipt and 
Benefit Test

TPO

In absence of benefit test and cost allocation work ings, the arm’s 
length price was determined as NIL
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Case Study – Management Services…

Key audit strategy consideration

A robust defence position for management services may include:

Invoice

Service Agreement

Cost allocation 
calculations

Policy document with:

• Functional analysis (Benefit Test)

• Justification of allocation keys

• Rationale for mark-up

Audit statement confirming invoice in line with pol icy 
document

Benchmark of mark up

And Management fee should be corroborated at TNMM l evel
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Case Study – Integrating Documentation
Background

A 100% subsidiary of a US entity is a captive software service provider, registered 
under STPI. It is remunerated on an hourly basis. TP study characterised subsidiary 
as low risk service provider and the hourly rates were benchmarked using industry 
averages. During the year, subsidiary made an operating loss

Assessee’s contention
– Company also services third party customers, hence bears associated risks.
– Revenues are hourly recoveries, not based on cost plus model.
– Losses attributable to extraneous factors (idle capacity, competition, etc.) not related to 

international transactions.

TPO’s conclusions
– Third party customers actually not serviced
– No documentation to substantiate efforts made to service third parties to utilize its idle capacity
– No marketing functions performed, no marketing/sales promotion expenses incurred

Hence, Assessee is a risk mitigated service provide r and should not incur operating losses

TPO’s contention – Assessee being captive service provider, losses not justified
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Case Study – Integrating Documentation…

Key audit strategy consideration

• Operational realities should be reflected in documents evidencing the arrangements

• e.g. transfer pricing study, inter-company agreements and third party 
agreements
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Key Recent Judicial Rulings

• Instrumentarium Corporation [AAR (272 ITR 499) (2004)]

• Aztec Software & Technologies vs. ACIT [ITAT-Bangalore Special Bench 
(109 TTJ 892) (2007)]

• Mentor Graphics (Noida) Private Limited vs DCIT [ITAT-Delhi (18 SOT 76) 
(2007)]

• Cargill India Private Limited vs DCIT [ITAT-Delhi (110 ITD 616) (2008)]

• Development Consultants Private Limited vs DCIT [ITAT-Kolkatta 
(Unreported) (2008)]
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MAP and APA
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Mutual Agreement Procedure
- an emerging dispute resolution process

• A remedy available under the DTAA, independent of remedies available 
under domestic tax law to resolve tax disputes

PROS

• Decision not binding on 
taxpayer

• Can be simultaneously 
pursued with domestic 
appeals

• Demand stayed till dispute 
resolved (currently with US & 
UK)

CONS

• Time consuming – no 
statutory deadline

• Costly and resource 
consuming

• Not an open procedure
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Advance Pricing Agreements

• An arrangement in advance with one or more tax authority for 
determination of transfer pricing for controlled transactions for a fixed 
period of time

APA regime in India:

Currently not available but…

• Director general of international taxation has formed a committee to

– Study best practices in APAs; and

– Make suggestions for an APA model to be introduced in India

• Views sought from tax consultants, multinational corporations, industry 
representatives, etc
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TP and Customs Documentation Harmonization –
Why important?

• Revenue authorities and taxpayers have competing objectives in 
setting/ reviewing transfer prices for customs and tax purposes

• Customs Circular No. 20/ 2007 of May 8, 2007 - Aim to increase co-
ordination and exchange of information between the Customs and 
Income Tax Authorities on TP matters

• TP Officers have started focusing on Customs Valuation to evaluate 
the appropriateness of transfer prices
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Issues and Challenges

• Divergence of definitions and other requirements specified in the Income 
Tax Act and the Custom Valuation Rules

• Ground level information sharing between tax and customs authorities to 
achieve the same price for TP and Customs

• Applicability of prices established under customs valuation methods for 
income tax purposes (and vice versa)

• Reconciliation of ‘Aggregate Profit Level’ adjustments in TP to the 
‘Individual Transaction Level’ used in Customs

• Administrative hassle in obtaining refund of customs duty, pursuant to 
TP adjustments

Important to harmonize the flow of information to both authorities
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Transfer Pricing – UK Perspective
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UK Transfer Pricing Landscape

• Her Majesty’s Revenue and Customs (‘HMRC’) active in transfer pricing 
audits, particularly in situations where exit charges and PE issues arise

• HMRC takes active role in OECD’s work on taxation of MNEs

• UK TP Rules closely follow OECD principles

• Current UK TP legislation includes

- UK to UK transactions

- Thin capitalisation

• UK TP documentation requirements based on self assessment rule

• No separate penalty regime for transfer pricing i.e. general penalties apply

• APA regime becoming more flexible and open
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UK Seeks A More Streamlined Approach

• 2006 – UK Government reviewed HMRC’s links with large businesses

• June 2007 HMRC published
• “Litigation and Settlements Strategy”

• “HMRC Approach to Transfer Pricing for Large Business”

• “Giving Certainty to Business Through Rulings and Clearances”

• Expected Outcomes
• Review of documentation and disclosure requirements

• Faster examination process

• Risk based approach to selecting cases for examination

• Higher degree of openness encouraging cooperation with tax payers

• HMRC also proposes to introduce
• a system of advance rulings

• extending existing clearances

• potentially a more accessible APA regime

UK introduces a more efficient, focused and open ap proach to undertake TP enquiries
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Key Global Developments

• OECD Paper on Transactional Profit Methods - Discussion Draft for 
Public Comment

• China’s State Administration of Taxation has privately issued for 
select public comment, draft regulations on transfer pricing and other 
tax adjustment matters.  Documentation requirements now in final
draft stage

• Australian Taxation Office released draft guidance on the interaction 
between TP and Thin Capitalization provisions

• U.S. IRS issued a Coordinated Issue Paper on buy-in royalties, to be 
applied in examinations of Cost Sharing Arrangements
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Key Global Developments…

• Japan's National Tax Agency issued expanded TP guidelines to 
provide instructions to auditors in conducting TP audits and APAs

• New Draft Law in Russia to make current TP rules more effective

• OECD released a Revised Discussion Draft of Part IV (Insurance) of 
the Report on the Attribution of Profits to PE

• OECD has published final versions of Parts I, II, and III of its Report 
on the Attribution of Profits to PE

• U.S. Treasury Department has issued temporary and proposed 
regulations providing guidance on the treatment of controlled 
services transactions and intangibles contributed by a controlled 
party
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Conclusions

• Effective TP audit defence strategies are critical

• Keep the “BIG PICTURE” in mind

• Know the environment, know the options available

• Prepare and maintain TP documentation on a real-time basis, 
preferably on a concurrent, globally co-ordinated approach

• Involve operational teams in tax and TP planning and the 
documentation process

• Harmonize TP documentation with other regulatory requirements
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Questions & Answers
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